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ADVISORY GROUP RECOMMENDATIONS ON SUBCHAP- 
TERS C, J, AND K OF THE INTERNAL REVENUE CODE 


TUESDAY, FEBRUARY 24, 1959 


House or REPRESENTATIVES, 
CoMMITTEE ON WAys AND MEANs, 
Washington, D.C. 


The committee met at 10 a.m., pursuant to notice, in the committee 


- room, New House Office Building, Washington, D.C., Hon. Wilbur 


The CHatrMANn. The committee will please come to order. 

We begin hearings this morning on the advisory groups reports on 
subchapters K, J, and C. In sation hearings will be held imme- 
diately following this matter on the depletion allowance in the mining 


processes, as announced earlier. 


I wish to express a deep sense of gratitude on behalf of myself and 


_ the other members of the committee for the individual effort con- 
tributed by each member of the advisory groups as a public service. 


The field of tax law has become so complicated that it is imperative 
for the committee to maintain a close rapport with the members of 
the practicing tax profession, as expert technicians. This should be 
in addition to our occasional contacts when the concern is with a 
particular group of clients. 

The three subchapters here under discussion stand out in the tax 
law as areas of special complication. In each case there is a funda- 
mental problem of how to treat several units that are in some respects 
the same—the corporation and its shareholders, the trust and its bene- 
ficiaries, the partnership and its partners. The same problem seems 
to arise repeatedly, shall we tax the units as we find them or shall we 
pierce the veil of Nenbelne paper. 

In the corporate area, this involves sometimes ignoring transactions 
between the corporation and its shareholders, sometimes reinterpreting 
the announced character of these transactions, and sometimes treating 
> — as owning the assets of the corporation rather than 

stock. 
_ In the estate and trust area, it involves sometimes throwing trust 
income back into prior years’ returns of the beneficiaries, sometimes 
taxing the trust income to the grantor and sometimes treating the 
trust as a conduit. 

In the partnership, this issue is at the root of the ever-present 
aggregate versus entity controversy, should various tax rules apply 
at the level of the partnership or at the level of the individual 
partners. 

During these hearings we will, of course, talk about many practical 
situations where it will be tempting to solve the problems in terms 
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of the alleged realities of particular situations. I hope, however, that 
the various witnesses will devote some attention to the question of 
whether or not there are underlying principles that could be used for 
a consistent approach to all of these questions. 

What I am groping for is this: Can we find basic principles to: 
give us some guidance to this frequent question of whether to deal 
with a tax situation as it appears to be or whether to deal with it 
by ignoring the form and going to the substance? 

At this point, without Tietion, I will insert a copy of the press 
release dated February 9, 1959, announcing these hearings: 


CHAIRMAN WILBUR D. MILLS (DEMOCRAT, ARKANSAS), COMMITTEE ON WAYS AND: 
MEANS, House OF REPRESENTATIVES, ANNOUNCES PUBLIC HEARINGS ON ADVISORY 
Group REPORTS SUBMITTED TO THE SUBCOMMITTEE ON INTERNAL REVENUE TAXaA- 
TION ON SUBCHAPTERS ©, J, AND K OF THE INTERNAL REVENUE CODE oF 1954, 
AND ALSO ANNOUNCES PUBLIC HEARINGS ON THE LEGISLATIVE PROPOSAL OF THE 
TREASURY DEPARTMENT SPECIFYING THE TREATMENT PROCESSES WHICH SHALL 
Be CONSIDERED MINING FOR THE PURPOSE OF COMPUTING PERCENTAGE DBPLETION 
IN THE CASE OF MINERAL PRODUCTS 


The Honorable Wilbur D. Mills (Democrat, Arkansas), chairman, Committee: 
on Ways and Means, House of Representatives, today announced that the com- 
mittee has scheduled public hearings beginning on February 24, 1959, on reports 
submitted by the advisory groups to the Subcommittee on Internal Revenue Taxa- 
tion on subchapter C (corporate distributions and adjustments), subchapter J 
(estates, trusts, beneficiaries, and decedents), and subchapter K (partners and 
partnerships) of the Internal Revenue Code of 1954. Chairman Mills also 
announced that after completion of hearings on the advisory groups reports 
hearings will then be held on the Treasury Department’s proposal specifying’ 
the treatment processes which shall be considered mining for the purpose of 
computing percentage depletion in the case of mineral products. 

The advisory groups on subchapters C, J, and K were appointed by the Sub- 
committee on Internal Revenue Taxation on November 28, 1956, to aid the sub- 
— in its study of these three important areas of the Internal Revenue 

‘ode. 

The final report of the advisory group on subchapter C was made public on 
December 11, 1958, along with a draft of the proposed amendments to carry out 
the recommendations in that report. A bill will soon be introduced by Chairman 
Mills on this subject for the information of and study by the interested public. 
The final report on subchapter J was made public on December 30, 1958, and a 
bill containing these recommendations was introduced by Chairman Mills om 
January 21, 1959 (H.R. 3041), for study by the interested public. The report. 
on subchapter K was made public on December 31, 1957, and a supplementary 
report and draft of this group’s recommendations was released on December 8, 
1958. A bill will also soon be introduced on this subject, for study. All these- 
reports and drafts were given wide distribution, as well as earlier preliminary 
reports by the groups concerned. 

The reports, and accompanying proposed amendments, of the advisory groups 
were received by the Subcommittee on Internal Revenue Taxation and were 
transmitted by it to the full Committee on Ways and Means. Chairman Mills 
emphasized that neither the reports nor suggested amendments have been con- 
sidered or approved by the Subcommittee on Internal Revenue Taxation or by 
any of its member's, or by the full Committee on Ways and Means or by any of 
its members. 

The first 3 days of the hearings on the advisory group reports will be limited 
to testimony from the chairmen of the advisory groups, accompanied by various- 
members of each group. On Tuesday, February 24, testimony will be received! 
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from the chairman of the Advisory Group on Subchapter K. On Wednesday, 
February 25, testimony will be received from the chairman of the Advisory Group 
on Subchapter J, and on Thursday, February 26, testimony will be received from 
the chairman of the Advisory Group on Subchapter C. 

After testimony has been received on the various advisory group reports, 
the hearings will continue and the committee will receive testimony on the 
Treasury Department’s proposal specifying the treatment processes which 
shall be considered mining for the purpose of computing percentage deple- 
tion in the case of mineral products. The hearings will be limited to the 
Treasury Department’s proposal. This date will be specified after the cutoff 
date for requests to be heard, February 19, and after the staffs have had an 
opportunity to determine the amount of time which will be devoted to hearings 
on the advisory group reports. 

Chairman Mills emphasized that the Committee on Ways and Means has 
a heavy legislative schedule. With this in mind, he urged that all persons 
and groups with similar interests designate one spokesman to represent them. 
He stated that the time for each witness would be determined by the number 
of witnesses requesting to be heard. In the case of testimony to be received 
on the advisory groups reports and the Treasury Department’s proposal on 
percentage depletion, Mr. Mills pointed out that it would be necessary for 
persons requesting to appear and testify to indicate the particular subject to 
which their testimony will be directed, as well as the amount of time required 
for their direct testimony and the name of the witness who will present the 
testimony. 

The Treasury Department has indicated that specific language specifying 
the treatment processes which shall be considered mining for the purpose of 
computing percentage depletion in the case of mineral products is expected to 
be available on Wednesday, February 11. This language will be released for 
the information of the interested public as soon as it is received by the com- 
mittee. Treasury representatives will be the first witnesses to be heard on 
this subject. 

Persons who may be interested in appearing and testifying on the subject 
of the advisory group reports and/or the percentage depletion proposal should 
submit their requests to the chief counsel, Committee on Ways and Means, 
1102 New House Office Building, Washington, D.C., by not later than Thursday, 
February 19, 1959. All persons who desire to do so may submit a written 
statement in lieu of a personal appearance. Such statements will be con- 
sidered by the committee and also printed in the record of the hearings. It 
is requested that persons who submit such statements in lieu of a personal 
appearance make the statements available by not later than Friday, March 6, 
1959. A minimum of three copies of such statements should be submitted. 

Persons who are scheduled to be heard are requested to submit 60 copies 
of their prepared statements 24 hours in advance of their scheduled appearance. 
If a witness desires to also make available copies of his statement for the press 
and interested public, an additional 50 copies should be submitted by the date 
of his appearance. Persons who submit a statement for the record in lieu of 
an appearance may also provide an additional 50 copies of their statement if 
such person desires it to be made available to the press and the public. 


The CuarrMan. Our first witness this morning is the chairman of 


the advisory group on subchapter K, accompanied by a member of 
the advisory group; the chairman of the group, Mr. Arthur B. Willis, 


and the member of the group accompanying Mr. Willis this morning 


is Mr, Laurens Williams. 
Mr. Willis, I want to again say that we very deeply appreciate this 
very fine public service which you, Mr, Williams, and the other mem- 
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bers of the advisory group have rendered in the last 2 years in on a 
ing ideas that you will, on the part of the Advisory Group on Sub- 
chapter K, submit to the committee this morning. We appreciate 
having you, sir, and you are recognized. 


STATEMENT OF ARTHUR B. WILLIS, CHAIRMAN, ACCOMPANIED 
BY LAURENS WILLIAMS, MEMBER, ADVISORY GROUP 


Mr. Wuiuis. Thank you, Mr. Mills. 

On behalf of the Advisory Group on Subchapter K, I would like 
to express our appreciation for this opportunity to present our legisla-_ 
tive recommendations in the field of taxation of partners and partner- 
ships. The members of our group felt honored to serve on this im- 
portant project, which seeks to utilize the practical experience of the 
practicing accountant and attorney in the improvement of a segment 
of the income tax law. 

We undertook our work with humility, dedication, and zeal. The 
original group consisted of eight members, five of whom were lawyers 
and one of whom was a certified public accountant. One certified 
public accountant resigned in 1957 because of the pressure of his 
practice. ; 

Over the period of 27 months that our grou has been in existence, 
we have had a total of 13 meetings, all in Washington, D.C. Twelve 
of these meetings were prior to the hearing that we had on January 
28, 1958. One meeting was held after that hearing for the express 
purpose of considering the criticism and comments that had ‘been 
received from various professional groups with respect to our revised 
report, dated December 31, 1957. 

might also add that as a result of that meeting in 1958, we adopted 
a supplementary report with one change in a legislative recommenda- 
tion that expressly met an objection raised by two of the professional 
groups which reviewed our report. 

Our charge with respect to the work on subchapter K was to sim- 
plify the tax structure, to eliminate loopholes, and to correct unin- 
tended hardships. I assure you that we attempted to discharge our 
responsibility with the utmost objectivity an impartiality. Cer- 
tainly we did not approach it with the bias of a taxpayer’s repre- 
sentative. We advanced recommendations that would aad loopholes 
with the same thoroughness that we sought to eliminate unintended 
hardships. Above all, we sought to make recommendations in the 
area of subchapter K, that would make it more workable and more 
easily understood. 

The matter of simplification of our complicated tax laws is a very 
troublesome one. To some, simplicity seems synonymous with brev- 
ity. If this were the goal, the partnership provisions of the 1939 code 
could hardly be caved. At an early date we agreed that brevity 
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should not be sought if the price were uncertainty of tax results, 
loopholes, and unintended hardships. ‘ otk. 
ur minute examination of subchapter K of the 1954 code led us 
to the conclusion that it was basically sound. If it is somewhat com- 
plicated, this is a necessary consequence of stating with reasonable 
perticalarity the tax conpegnaeiens of partnership transactions. Some 
egree of complexity is also the necessary price of permitting the 
partners a reasonable degree of flexibility in arranging the tax con- 
sequences of certain partnership transactions among themselves or 
between themselves and the partnership. We did not feel that rigid 
and inflexible rules should be imposed solely because they are easier 
and shorter to state than flexible rules. 

Lastly, some degree of complexity is a necessary consequence of an 
attempt to close tax loopholes and eliminate unintended hardships. A 
few examples will illustrate my point. i ) } I 

The 1989 code contained no specific provision dealing with capital 
contributions to a partnership in the form of property other than 
money. Subchapter K covers this with commendable particularity. 
It not only provides as to the nonrecognition of gain or loss on such 
contribution, but also sets up specific rules with respect to the alloca- 
tion among the partners of the gain or loss, and of depreciation or 
depletion in connection with the contributed property. 

econd, the partnership provisions of the 1939 code contained no 
statement with respect to the tax consequences of various kinds of 
ayments to a retiring partner or to the estate of a deceased partner. 
Subchapter K of the 1954 code deals with this comprehensively and 
rmits the partners to agree for income tax purposes that certain 
inds of payments shall be treated either as a purchase of the retiring 
or deceased partner’s interest in good will or as payments of income. 

Third, the partnership provisions of the 1939 code contained no 
provisions dealing with the sale of a partnership interest. The ex- 
tensive litigation which resulted cussed rules which were unfavorable 
to the Government, which permitted conversion into capital gain of 
ordinary income attributable either to appreciated inventory or to 
the right to collect money for personal services. Subchapter K of the 
1954 code adopted a principle of fragmentation which required a 

artner who sold his interest in a collapsible partnership to report 
in his ordinary income the portion of his gain attributable to the sale 
of his interest in the partnership, in the partnership’s inventory, or 
in the partnership’s unrealized receivables. 

Additional examples could be cited. 

As a guide to determining basic policies, we studied available 
statistics as to partnership tax returns. Most of our statistical infor- 
mation was published by the Treasury Department with respect to 
partnership returns filed for fiscal years ended July 1953 through June 
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1954. Statistics with respect to partnership returns are compiled and 


published only at intervals. é 

The preceding compilation was for 1947 and the next probably will 
be for 1959. We discovered these facts from the available statistics. 

1. For the fiscal year ended June 30, 1954, a total of 959,000 partner- 
ship returns were filed. This exceeded by approximatley 250,000 the 
number of corporation returns filed for that year. 

2. For the fiscal year ended June 30, 1956, the number of partner- 
ship returns had increased to 1,028,000. It is gratifying to note that 
the supposed complexity of subchapter K did not force partnerships 
underground and that in fact there was an increase in the number 
of partnership returns from 1954 to 1956. There were 2,371,000 part- 
ners in the 959,000 partnerships filing returns for the fiscal year ended 
June 30, 1954. It is obvious from these facts that a large number 
of taxpayers are affected by our recommendations. | 

3. The average net income of all partnerships for the fiscal year 
ended June 30, 1954, was less than $9,000. There were approximately 
21% partners per partnership so that the average net income per part- 
ner was about $3,600. 

Over one-half of all partnership returns showed net income of less 
than $5,000 and the average net income of this group was less than — 
$2,000. These figures evidence the necessity of carefully considering 
the small partnership and making every effort to simplify the taxation 
provisions in their application to the small partnership. 

Although the average partnership is small, there are enough large 
partnerships that we cannot in the name of simplicity recommend a 
statutory pattern that is technically deficient. For the fiscal year 
ended June 30, 1954, approximately 100,000 partnerships reported 
ordinary net income in excess of $20,000 and approximately 295,000 
partnerships reported total receipts in excess of $50,000. The very 
top income group, consisting of a numerically small but revenuewise 
significant 438 partnerships, each reported ordinary income in excess 
of $500,000. The average net income of this top group was $1,200,000, 
so we do have some large partnerships in this country. 

The advisory group does not present its recommendations with any 
feeling that, if adopted, subchapter K would be perfect in its opera- 
tion. We fully recognize that there may be differences of opinion 
with respect to some of our recommendations. In fact, I propose 
‘to comment upon those differences of opinion in my presentation. 

We are indebted to professional groups, and particularly to the 
Association of the Bar of the City of New York, the tax section of the 
American Bar Association, the Federal Tax Committee of the Chicago 
Bar Association, and the American Institute of Certified Public Ac- 
countants for their comprehensive analyses of our revised reports. 

I have here with me the section of taxation of the American Bar 
Association comments, consisting of 57 pages, and the report of the 
Association of the Bar of the City of New York, consisting of 19 pages. 
You can see that these were comprehensive and thorough jobs. 

Our group carefully considered all comments and criticisms that 
were received and we adopted our supplementary report as a direct 
consequence of some of those comments. 

On December 9 and 10, 1958, Mr. McDonald, one of the members 
of this group, and I met with Mr. Colin Stam and other members of 
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the joint staff, Mr. David Lindsay and Mr. Michael Waris, of the 
Treasury Department, and Mr. Henry Jordan, Mr. Frederick Nichol- 
son, and other representatives of the Internal Revenue Service, for 
the purpose of discussing the recommendations in our advisory reports. 

The areas where there were possible differences of opinion were 
those where our group recognized such differences might arise. We 
are confident that there will continue to exist a harmonious relation- 
ship and cooperation between our group and these competent and dedi- 
cated Government representatives, and as a result of that cooperation. 
there will be achieved a simpler and more equitable structure for the 
taxation of partners and partnerships. 

At this time I would like briefly to introduce to you, at least by 
name, the other members of the advisory group. The only one who 
could be present today is Mr. Laurens Williams, who is seated on my 
left. Mr. Williams is a member of the Washington-Atlanta firm 
of Sutherland, Asbill & Brennan. Mr. Williams is a past president 
of the State Bar of Nebraska, a past member of the house of delegates 
of the American Bar Association, past member of the council of the 
section of taxation of the American Bar Association, and has many 
other achievements. You know him best for his services as assistant 
to the Secretary of the Treasury and head of the legal advisory staff. 
Mr. Williams received the Alexander Hamilton gold medal for his 
outstanding services to the Treasury Department. 

The vice chairman of our group is Mr. Harry Janin, a certified 
public accountant and member of the firm of Eisner & Lubin in New 
York City. He has been active as a member of the Federal Tax 
Committee of the American Institute of Certified Public Accountants, 
He is also an attorney and a member of the New York County Law 
Association and the American Bar Association. 

Mr. Mark Johnson is an attorney, a member of the New York firm 
of Rabkin & Johnson. In the past Mr. Johnson has been a member 
of the Council and a committee chairman of the section of taxation 
of the American Bar Association. He has been for many years and is 
now a special adviser to the American Law Institute’s tax project. 
He is coauthor of the very excellent Rabkin and Johnson, “Federal 
Income, Estate and Gift Taxation” treatise. 

Mr. Paul Little, attorney of New York City, is a member of the firm 
of Wickes, Riddell, Bloomer, Jacobi & McGuire. Mr. Little is the 
author of a book on partnership taxation which was the first full- 
length coverage of this very important subject. 

Mr. Donald McDonald, whom I have previously mentioned, is a 
member of the Philadelphia law firm of Montgomery, McCracken, 
Walker & Rhoades. He was formerly a special assistant to the head 
of the legal advisory staff of the Treasury Department at the time 
that Mr. Laurens Williams was head of that staff. One of his proj- 
ects with the legal advisory staff was getting out regulations on part- 
nerships. He and the others who worked with him on that project 
did, in my personal opinion, an excellent job. Mr. McDonald is also 
coauthor of a book published by the American Law Institute on 
the taxation of partnerships. 

Mr. Herbert Story is a certified public accountant and member 
of the Wichita Falls, Tex., firm of Freeman, Shapard & Story. He 
has had an unusual background in the accounting and tax problems 
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of the oil and gas industry and was a real help to us on the advisory 
oup. 

I might add that Mr. Colin Stam, chief of the Joint Committee 
on Internal Revenue Taxation, participated in some of our meetin 
to the extent that his time permitted and aided us greatly with his 
wise counsel and his rich experience. 

Mr. L. N. Woodworth, a member of Mr. Stam’s staff, acted as sec- 
retary of our group. He kept minutes of our meetings and during 
the latter part of 1957 worked virtually full time for the advisory 
group on the initial drafting of legislative language and comments 
to reflect our policy decisions. 

We are also indebted to other Government representatives who de- 
voted time and interest and hard work to our meetings. 

Mr. Michael Waris, Jr., a member of the legal a staff, at- 
tended all of our meetings and was of inestimable aid. Mr. John M. 
Sullivan attended our meetings as a representative of the Legislative 
and Regulations Division of the Internal Revenue Service until his 
resignation from the Government in 1958 to enter private practice. 
He was replaced by Mr. Frederick Nicholson. Mr. Henry Jordan, 
chief of the Substantive Law Section of the Technical Planning Divi- 
sion, the Internal Revenue Service, also attended our meetings. 

These Government representatives attended our meetings as tech- 
nical advisers. They did not vote on policy decisions of the group. 
Therefore, the recommendations that we are submitting to you are 
solely the recommendations of the public members of the advisory 

up. They do not er rt to reflect the opinion or the position of 
the joint committee, the Treasury Department, or the Internal Reve- 
nue Service. 

However, I would be remiss if I did not publicly acknowledge the 
devotion of these men to our project. They attended our evening ses- 
sions and our Saturday sessions and responded with alacrity to all 

uests for technical service and advice. 

he revised report dated December 31, 1957, and the supplementary 
report dated December 8, 1958, represent the unanimous opinion of 
the advisory group. There are no dissenting or minority views. In 
the course of our meetings we had many divergent opinions, but we 
— managed to hammer out a conclusion that was acceptable to 
all. 

Our revised report dated December 31, 1957, was presented to your 
committee by this group on January 28, 1958. Our supplementary 
report dated December 8, 1958, contains only one revision of our pre- 
vious report. However, there has been a lapse of over a year since 
our previous hearing, and there have been some changes in the mem- 
bership of your committee. 

I therefore have taken the liberty of restating quite a bit of the 
introductory material. If it meets with the approval of the commit- 
tee, I shall review and explain each of the 22 legislative recommenda- 
tions with sufficient detail to acquaint you with the problems and the 
nature of our suggested solution. Although I shall make the primary 
presentation of the group’s recommendations, I am greatly encour- 
aged by the presence of Mr. Laurens Williams. 

At the conclusion of my presentation of each legislative recom- 
mendation, I shall invite Mr. Williams to add any comments that 
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would be helpful to your consideration and certainly to make any 
corrections of misstatements that I may inadvertently make. Also, 
I shall ask him for assistance in answering some of the very pointed 
questions that you gentlemen undoubtedly shall raise. 

Mr. Chairman, if you and the members of the committee have an 

uestions about the general nature of the advisory group’s wor 
tore we commence the specific legislative recommendations, we 
shall be happy to have them. 

Mr. Mason. Mr. Chairman. 

The CuatrMan. Mr. Mason. 

Mr. Mason. As I get it, you have given us a general background for 
these problems that you worked and the nature of them. Now you 
are going to give us the 22 specific recommendations or changes in 
the code on this matter. 

That, it seems to me, Mr. Chairman, is what we need. Some of us 
have listened before and it may be a little bit old to us, but we have 
8 or 9 members of the committee that are new and have nothing over 
it, so we want these 22 recommendations made as clear and in as 
simple language as possible so we laymen may understand them. I 
think, Mr. Chairman, that is a lecture that I wanted to give. 

The Cuarmman. Mr. Willis, I would like to interrupt at this 
moment to have the Chief Counsel read a resolution that has been 
prepared at the — of the chairman and Mr. Simpson that 
we are offering jointly at this moment. 

Mr. Leo H. Irwin, Chief Counsel (reading) : 


RESOLUTION 


Whereas the Honorable Daniel Alden Reed of Dunkirk, N.Y., Representative 
of the 43d Congressional District of the State of New York, served as a Member 
of the U.S. House of Representatives with great distinction continuously from 
March 1918, as a member of the Committee on Ways and Means continuously 
since March 4, 1933, as chairman of said House Committee on Ways and Means 
during the 838d Congress from January 1953 through December 1954, and as 
ranking minority member of the committee since that time; and 

Whereas the Honorable Daniel Alden Reed rendered to his congressional 
district, his State, and this Nation throughout his many decades of tenure 
the highest degree of service ; and 

Whereas the Honorable Daniel Alden Reed carried out his duties and responsi- 
bilities to the citizens of his congressional district, the State of New York, and 
the Nation with statesmanship, courage, wisdom, and sound judgment; and 

Whereas the Honorable Daniel Alden Reed possessed not only those qualities 
of statesmanship which enabled him to be an outstanding leader, but also 
possessed those personal qualities which are admired and esteemed by all his 
friends and colleagues : Now be it, therefore 

Resolved by the membership of the House Committee on Ways and Means 
assembled, That said committee membership express its profound sorrow over 
the untimely passing of their beloved and admired colleague on February 19, 
1959, and that the Committee on Ways and Means, when it adjourns today, 
adjourns in reverence to his memory ; and be it further 

Resolved by the membership of the House Committee on Ways and Means 
here assembled, That a copy of this resolution be transmitted to the surviving 
family of our late distinguished colleague and former chairman, the Honorable 
Daniel Alden Reed of Dunkirk, N.Y. 

Approved and adopted this 24th day of February 1959, by the unanimous 
vote of the membership of the Committee on Ways and Means, House of 
Representatives. 


The Cuatrman. Without objection, the resolution is approved and 
adopted. 
You may resume. 
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Mr. Witus. On behalf of the taxpayers generally, we also feel 
and regret the loss of Representative Reed. 

I also learned with sorrow of the loss of Representative Eber- 
harter, who had some very penetrating questions to ask of us last. 

ear. 

Mr. Williams, have you any comments that you would like to make 
of a general nature before we get into these specific legislative rec- 
ommendations ? 

Mr. Wuu1ams. While it is slightly repetitious of what I said at 


the last hearing on the report of this group, I would like to say to | 


this committee that this advisory group approached its task in my 
opinion with all of the objectivity that any group could be expected 
to have, and that in my opinion its work was throughout conducted 
on a very high level. There was every effort to find recommendations 
that would introduce as much simplicity into the law as might be 
consistent with the need for certainty, and also consistent with the 
overriding need to tai ep as much equity as there might be. 

I just want to make this statement to the committee. 

The Cuarrman. May I suggest to Mr. Willis and Mr. Williams 
that, before we take up the specific recommendations of the advisory 
group, for pu of the record you at least discuss what the situa- 
tion would be if we had not provided subchapter K to deal with the 
income tax problems of the partnerships and the partners. Also, why 
subchapter K should be made the me matter of reconsideration 
for legislative purposes. 

Mr. Wi1u1s. We will be happy to. 

The partnership provisions of the 1939 code covered in a few rela- 
tively short sections all of the basic law with respect to taxation of 

artners and partnerships. We are frequently told by friends in the 
aw practice who did not get into partnership taxation very much that 
subchapter K greatly sonplivesen the law of partnership taxation. 

However, the laws that existed prior to the 1954 code were simple 
in appearance only. They stated nothing. They solved nothing. 
Therefore, every problem was left up to the courts, and courts fre- 
quently come up with divergent opinions which create confusion. 

In my personal opinion, and this also is the opinion of the entire 
advisory group, it was essential to have a fairly comprehensive state- 
ment of the tax consequences of ordinary partnership transactions, 
and that is what subchapter K has sought to do. It was also neces- 
sary to close important loopholes, to eliminate unintended hardships, 
and to give the partners a considerable degree of flexibility in ar- 
ranging their partnership affairs. 

We feel that subchapter K has done those things magnificently. 
There are some deficiencies in the statute that have come up through 
experience. 

I might point out that while the 1954 code was going through 
Congress, professional groups such as the American Bar Association 
and various other similar groups were invited to and did submit 
comments and criticisms about the various provisions. Quite a few 
changes were made as a result of those suggestions. The ones that 
we are making now are not only ones that were not obvious to your 
groups, and to your draftsmen, and to your technical advisers, but 
were not obvious to us on the outside who were doing our best to- 
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_ give constructive criticism at that time. They are things that have 


come up from subsequent experience and we feel that these 22 legis- 
lative recommendations that we present, if adopted and put into sub- 
chapter K, will give a very workable solution to the problem of taxa- 
tion of partners and partnerships. 

They will not be perfect. There will be some modifications in the 
future as experience dictates their necessity, but we believe that it is 
desirable to continue the framework of subchapter K. And we feel 
that it is desirable to have some oe for the purpose of securing 
simplification, elimination of loopholes, and elimination of unin- 
deeded hardships. 

Does that answer your question, Mr. Mills? 

The CHarrMAn. Yes, sir. 

Mr. Wixus. Mr. Mills, the first legislative recommendation that we 
have is the complete rearrangement of subchapter K. 

I believe that you have before you three documents, the revised re- 
port on partners and partnerships, dated December 31, 1957, the sup- 

lementary report, dated December 8, 1958, and H.R. 4460, which 
is a bill introduced into the Congress embodying the legislative rec- 
ommendations of the Advisory Group on Subchapter K. 

The bill, H.R. 4460, sets forth our recommendations, including all 
changes, in the rearranged form as suggested in recommendation No. 1. 

I should be happy to follow whatever course you gentlemen wish, 
but I would suggest that it is going to be easier if you will follow me 
in the revised report only and, when I refer to it, in the supplementary 
report. Some of you may want to also attempt to follow it in the 
rearrangement, and, if so, I will be happy to give you the new sec- 
tion numbers when they are pertinent. 

Mr. Avcer. Mr. Chairman. 

The Cuarrman. Mr. Alger. 

Mr. Auger. Mr. Chairman, I have these two pamphlets before me. 
Mr. Willis has suggested we follow the revised report. Is the sum- 
mary of subchapter K which embodies the 22 chronological recom- 
mendations the one referred to? 

Mr. Wixuis. No, sir. That is a report that I understand is pre- 
pared for the confidential information of the committee, and I got 
a copy only this morning, so I have not even read it. 

r. Ateer. The confidential report is dated the 23d. I have here 
one dated the 24th, Mr. Chairman, and it is chronologically arranged 
with 22 recommendations, which makes it an easy worksheet for this 
enone, unless, Mr. Chairman, you are suggesting we follow this 
other. 

The CuarrmMan. No. Let us understand. 

The summary of the Subchapter K Advisory Group recommenda- 
tions on partners and partnerships was prepared at my request by 
the staff of the Joint Committee on Internal Revenue Taxation. It 
is not the report of the advisory group. The reports of the advisory 
group are labeled “Revised Report on Partners and Partnerships,” 
and “Supplementary Report on Partners and Partnerships.” The 
summary is for the use of the members of the committee in trying to 
better understand the reports of the advisory group. 

Mr. Willis is suggesting that we look at the supplementary report, 
as I understand. 
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Mr. Wiis. Primarily the revised report, Mr. Mills. There will | 


only be one section that is affected by the supplementary report and 
I will tie it in when I come to that section. 

The Cuarman. The revised report follows existing sections as does 
the summary prepared by the staff of the Joint Committee on Internal 
Revenue Taxation. 

You will note in the back of the summary report, after the discus- 
sions of the 22 specific recommendations, that there is a cross-reference 
table for the benefit of the members of the committee. That is neces- 
sary, since the advisory eee has recommended a rearrangement of 
sections. Should we adopt the recommendation in that respect, we 
would have new section numbers to which these 22 recommendations 
would apply. 

Go ahead, Mr. Willis. 


Mr. Wuuis. Gentlemen, the purpose of our first legislative recom- — 
mendation, which is rearrangement of the framework of subchapter 


K, is to achieve the following results: 

1. Simplify the structure of subchapter K. 

2. Make it easier to understand. 

3. Facilitate its application, particularly in the case of the small 
partnership. 


| 


With respect to have already discussed the basic 


problems of reasonably compre 


ensive coverage of the tax conse-— 


quences of the more ordinary partnership transaction, the complexities © 


added by flexibility, which has to do with elections as to alternative 
courses of action, and the importance of closing tax loopholes and 
eliminating unintended hardships. 

We have, believe me, addressed a great deal of our time and efforts to 
the problem of simplification of subchapter K. In fact, in our letter 
of transmittal with the supplementary report, we deal with this matter 
in the fourth and fifth paragraphs. 

We discussed the matter of a simplified partnership return form, 
The thought was expressed that it might be possible to eliminate the 
multiclass conduit concept for small partnerships or at least to reduce 
it to two classes, as in subchapter S. 

However, very careful review of the partnership tax return form, 
1065, and the instructions for preparing the return form, prepared by 
the Internal Revenue Service, and the very excellent booklet entitled 


“Tax Guide for Small Businesses,” prepared by the Treasury Depart- 


ment, Internal Revenue Service, led us to the conclusion that there is _ 
probably little practical difficulty in the preparation of tax returns” 


under the present law for the small partnership. Probably the 
returns for the small partnerships are prepared by one of the partners 
or by a part-time bookkeeper. I am sure that such returns are very 
— prepared either by a certified public accountant or by an 
attorney. 

Probably the basis for preparing the return is the instruction sheet 
that comes with the return and perhaps the tax guide for small busi- 
ness to which I have referred. Yesterday I reread the instructions 
in conjunction with looking over the return form and also read the 
— of the “’T'ax Guide for Small Businesses” dealing with partner- 
ships. 
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I am greatly impressed with the simplicity of information in these 
aids to the preparation of partnership tax returns. I truly believe 
that with those aids there will not be a great deal of —— difficulty 
in small partnerships preparing tax returns even though we use the 
same form that is in existence now. We, therefore, reached this con- 
clusion: That a person of average intelligence, with the aid of the 
tools given by the Internal Revenue Service and the Treasury De- 
partment, and with no tax knowledge, can do an adequate job of pre- 
paring the tax return without ever looking at the basic tax law. If 
the preparer blunders, it will be in connection with the unusual situ- 
ation, such as death of a partner, sale of a partnership interest, and 
the like, and there we feel that even the average cau taxpayer can 
reasonably be expected to be on notice that here is an unusual transac- 
tion on which he should have some tax advice. 

The actual rearrangement divides subchapter K into five parts. 
Part I contains the rules generally applicable to partners and part- 
nerships. Small partnerships, and to a very considerable extent even 
large partnerships, probably will never go outside of part I in answer- 
ing the questions that arise with respect to their partnerships; part 
II deals with the troublesome problem of the collapsible partner- 
ships; ie IIT contains the various elections and special rules which 
generally come into play only with respect to the more complicated 
partnership arrangement; part IV contains definitions; and part V 
effective dates. 

Last year when we were testifying, Mr. Mason made a comment 
that the rearrangement had the effect of putting simple arithmetic 
into one section and the geometry, algebra, trigonmoetry, and calculus 
into separate sections. 

As Mr. Mason commented, if simple arithmetic solves the problem, 
then it isn’t necessary to understand the higher branches of mathe- 
matics. It isa very excellent illustration of what we were striving to 
do and, Mr. Mason, I apologize if I plagiarize your remarks. 

The proposed rearrangement of. subchapter K has been generally 
approved by the professional groups which have submitted comments 
and criticisms. The tax section of the American Bar Association 
has submitted for study by the staff of the joint committee, and by 
the Treasury Department, a suggested rearrangement that is substan- 
tially similar to the advisory group’s recommendation. This has not 
been officially approved by the house of delegates of the American 
Bar Association, wr is merely sent along as suggested for examina- 
tion. 

Gentlemen, the only argument against the proposed rearrange- 
ment is that it does necessitate some renumbering of section numbers. 
This is held to a minimum by careful arrangement. Most of the sec- 
tions of primary application retain their present section numbers 
under the proposed rearrangement. The people who might object 
are the lawyers and accountants who have learned the present sec- 
tion numbers and will have to relearn at least some of them. 

However, there has not been sufficient time for the section numbers 
of subchapter K to be so indelibly impressed in our memory that we 
cannot relearn them. It will not be like the case of the tax on unrea- 
sonable accumulation of surplus where there is still a general reference 
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to the section 102 tax, although that has been an erroneous reference 
for a period in excess of 5 years. 
This relearning process by a small group of lawyers and accountants 
of a few section numbers is, in our opinion, a small price to pay for a 
substantial simplification in the format of subchapter K. 
Gentlemen, the advisory group strongly recommends the adoption 
of the proposed rearrangement of subchapter K. 


The CHarm™uan. Pardon me, Mr. Willis. Before you leave that — 


subject, 1 think it would be well for this record to reflect the divi- 
sion made in existing law. _As I understand it, subchapter K is now 
divided into four parts. The advisory group suggests in the rear- 
rangement a division into five parts. Let me ask you if this is the 
correct division within existing law. 
Part I has to do with determination of tax liability; is that right? 
Mr. Wiis. Yes. 

_ The Cuarrman. And part II has to do with contributions, distribu- 
tions, and transfers. Part III has to do with definitions and part IV 
has to do with the effective date. 

Mr. Right. 


The Cuartrman. In your rearrangement and your suggestion for five 


parts you are endeavoring to bring to the front of subchapter K those | 


factors that must be taken into consideration by all partnerships, large, 
medium sized, and small, in trying to determine tax liability, contri- 
butions to a partnership, distributions by a partnership, and transfers 
of interest in a partnership. ‘Treatment of certain liabilities also is 
set forth within that part. It is your thought that most partnerships, 
since most of them are small, will find all the information that they 
need to have in part I under the revision to reach conclusions as to 
tax liabilities, and so forth; is that right ¢ 

Mr. Wiis. Mr. Mills, complexity is not necessarily tied in with 
size, but it probably goes along with it as a fairly general rule. We 
certainly feel that the small partnership is going to find practically 
all of the answers to its tax problems in part I, and we rather suspect 
that even the large partnership, except when it gets involved in an 
unusual transaction, will also find all of its required answers in part I. 

The Cuatrman. And you think, looking at it from the viewpoint of 
the taxpayer, that this suggestion far outweighs the inconvenience that 
might occur to the tax practioner, lawyer, or accountant, or revenue 
agent in the matter in relearning these section numbers ? 

Mr. Wiis. Relearning only a few of the section numbers. We 
strongly feel that, Mr. Mills. 

Mr. Witur1aMs. I would like to call attention to one other thing. 
The Treasury Department’s regulations are always prepared in the 
same chronological order as the statute. This means that when the 
first or the second section of a particular subchapter contains not only 
a general rule, but also a lot of exceptions and special provisions ap- 
plicable only to a few highly complicated situations, that the reader 
of the regulations, in order to get the total picture, has to go through 
all of the highly technical problems that in only one case out of a 
hundred are of any possible interest. 

Likewise, text writers and writers of law review articles and tax 
articles, just as a habit of mind, a habit of writing, follow the same 
method of development of the subject matter normally encountered 
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in the statute. I believe that a collatera) result of the rearrangement 
would be to bring these general rules applicable to the usual everyday 
type of transaction all in one place, not only in the code itself but in 
the regulations, and ultimately in the sort of thing to which many 
tax ake tiga and taxpayers look for information respecting their 
tax hability. 

The Cuarrman. We are very much interested, I am sure, in this 
recommendation for simplification for the convenience of the tax- 

ayer. I wondered, however, if the advisory committee had thought 
in terms of possibly allowing partners, in these small partnerships at 
least, simply to pick up their share of the partnership income on their 
tax return as ordinary income without bothering with all of the re- 
finements of the characterization rules with respect to this partner- 
ship income. 

Mr. Wits. Mr. Mills, we did. In the first place, we don’t believe 
that this characterization is a really serious problem in the small 
partnership. In most instances we believe that there is only one class 
of income and, therefore, the multiple characterization under the 
conduit concept has little significance. Unfortunately, there were no 
statistics pea As from the Treasury Department studies to bear out 
that premise, but we believe it to be the case. 

I might also comment that we gave consideration to recommending 
the adoption of a statute that would provide for a short-form part- 
nership return similar to the short-form individual return, where in- 
stead of itemizing deductions it would be possible to take a standard 
deduction. We concluded that it was almost impossible to do that with 
any degree of fairness. 

It might be possible to estimate, on the national average, the deduc- 
tions of an individual in certain income brackets up to $5,000 or 
$10,000. We don’t think that a similar reasonable estimate can be 
made of the average deduction of small partnerships. Some partner- 
ships, such as the professional partnership, may operate with a very 
high net income in proportion to gross receipts, whereas a manufac- 
turing partnership may have a very minute percentage of net profits 
to gross receipts. We therefore discarded that. 

The CHamrMan. You, of course, were mindful, as you studied this 
problem, of the fact that thereis some degree of precedent for such 
treatment in the law in subchapter S? 

Mr. Yes, sir. 

The Cuarrman. I would appreciate having your full comment on 
why the advisory group did not go in that direction. Frankly, I have 
been impressed with the thought that it would offer a great deal of 
simplification for the small partnership and that it might be worth 
consideration by the committee. 

Mr, Wiuis. Mr. Mills, we have carefully examined subchapter K. 
There are many areas of apparent inconsistency between subchapters 
K and § and [ think that some of us, individually at least, felt at 
first blush that maybe there should be a reconsideration of some of the 
basic principles of subchapter K. 

However, as we talked it over in our advisory group we concluded 
that there are many aspects that are completely different between the 
two and we could hardly say that because a concession was granted in 
subchapter S that it should also be carried over in subchapter K. 


a 
n 
1e 
1- 
V 
7e 
e, 
i- 
rs 
is 
S, 
LO 
h 
Te | 
ly 
ct 
in 
I. 
yf 
at 
le 
1e 
1e 
ly 
rh 
a 
Lx 
1e 


14 AMEND INTERNAL REVENUE CODE 


Now, we certainly would have no objection to reducing to a two- 
classification conduit approach in the case of a small partnership, if it 
is possible to devise a satisfactory definition of a small partnership. 

e feel that this is going to be primarily an administrative problem 
for the Treasury Department to work out as to the satisfactory defini- 
tion of that and whether or not a statistical review of partnership tax 
returns would show that it is feasible to bring this down into a two- 
conduit approach. 

I do aitowee attention to this fact: If there is a two-class conduit 
concept for the small partnership and the multiclass conduit for the 
large partnership I assume that the small erage would probably 
be given its election as to which it would take. Any time you give 
election as to anything so basic as this you multiply the return forms 
that must be printed and mailed out and the instruction sheets that go | 
with them. I am not sure that you get any real advantage from the 
viewpoint of the taxpayer because I believe that they have thoroughly 
gone into both alternatives if they can save a little bit of money in 
taxes and they will either go the two-class conduit or the multiclass 
conduit depending on which is going to result in the smaller tax. 


With respect to the adoption of the two-class conduit approach as 
a basic approach to subchapter K, we feel that there are very sound | 
reasons why the multiclass concept should be continued as the general 
rule. A partnership is a strange animal. It is a combination of an 
aggregation of individuals who merely joined together in a common 
endeavor to make profit, and, on the other hand, it has certain entity 
aspects. From the beginning of time with the exception only of the 

ear 1917, at least from the beginning of income taxation time in the 

nited States, the income of the partnership has been taxed directly 
to the partners. We feel that if this is done it is only logical and 
consistent that the income characterization should carry through as 
though the partner had received the income direcly. You can reach 
that result only if you have a multiclass, a virtually unlimited class 
conduit concept. If you don’t have that, while you may be simplifyin 
the law, you may be doing a grave injustice to some taxpayers pe 
may be giving other taxpayers a completely unwarranted tax benefit. 

Mr. WitutaMs. There is one other aspect of this problem that we 
did explore fully and that was the possibility of using some dollar 
limitations. Mr. Willis has mentioned it, but I want to mention one 
other problem you encounter if you use any dollar method of arriving 
at a classification between the simple partnership and the complex 
partnership, and that is this: 

That income varies from year to year, so that the partnership which 
today and next year is a simple partnership, 2 years hence may become 
and be thrown into the complex partnership classification, so that when 
ae have these many taxpayers shifting back and forth we wonder 

ow much you have helped them by creating that type of classification, 
when it creates the type of arbitrary results Mr. Willis has mentioned. 

Mr. Mason. Mr. Chairman. 

The Cuatrman. Mr. Mason. 

Mr. Mason. You mean that when individuals on salaries make their 
tax returns under the $5,000 limit and take the short form, their in- 
come is not apt to change much next year, but in the case of a business, 
such as a partnership, it might have $5,000 of income this year and 
$25,000 or $40,000 next year, is that it? 
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Mr. Wuu1aMs. Of course individuals find that some years they 
shift from the $5,000 bracket. They have to file a long form, and 

rhaps numerically more might be found to have that experience than 
in the case of partnerships, but in the case of a partnership engaged 
in business it seemed to us that there would be a large number that 
would constantly be near the borderline, back and forth, because un- 
like individuals they are not dependent on earnings from compensa- 
tion, personal service, wages, where there is more or less stability of 
income. 

Mr. Wu. The statistics of partnerships returns that have been 
filed point out some of the difficulties of trying to do anything on a 
mathematical approach, Mr. Mason. For example, over half of 
the total partnership returns filed show a very small net income. 
However, I think it would be most pare an to try to put in a 
concept of a small partnership based solely on net income, because 
you might have a pr substantial partnership with large tax implica- 
tions that could skillfully arrange its affairs so it would qualify as 
a small partnership for this purpose. 

If you go on a receipts basis, then it is very difficult to distinguish 
between what should be a small partnership and what not, depending 
on whether or not it is an operation where there is much expense 
or whether there is virtually none. In the case perhaps of a medical 
partnership consisting of two men, the net income may be perhaps 
80 or 85 percent of the gross, whereas in a manufacturing operation 
it may be two percent of the gross, and we just couldn’t see how we 
could devise any mathematical approach that would properly define 
what was a small partnership. 

The Cuarrman. Mr. Baker. 

Mr. Baxer. You are not recommending a dollar classification ? 

Mr. Wits. No, sir; we do not. 

Mr. Baxer. Certainly I would agree on that. Why couldn’t you 
classify according to types of business? Wouldn’t that greatly 
simplify it if you classify it according to types, say, for instance, law 
professional-services-rendered partnerships, or manu- 

acturing concerns? After all it isa conduit, as I see it. 

Mr. Wiis. What would be the next step if there were a classifi- 
cation of types of partnership ? 

Mr. Baxer. Maybe I am oversimplifying it, but my thought is that 
if two men go into a wean ree: and sell timber or something else, 
y should they plow through all these complicated things that a full- 
scale manufacturing partnership would? 

Mr. Wuts. I don’t think it is really very difficult for them to do 
that and it would be even less difficult under our proposed rearrange- 
ment because they will be reading the rather simple provisions in 
part 1 and get all the answers they need. 

But I don’t see how you can have a classification by types of occupa- 
tion because they overlap too much. For example, in my law partner- 
.P we from time to time take an investment that comes up, particu- 
larly if it is offered by a client. We might very well have a divergent 


activity through that investment operation that is not related to our 
principal occupation of a law partnership. 

Mr. Baxer. That is true. I wasn’t thinking so much about profes- 
sional partnerships. More and more, recently, partnerships are 
formed, say, to develop a specific piece of property. That is com- 
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partively simple. You are going to overcomplicate it, I am afraid, 
if you apply all these complex rules to what is now, to my mind, a 
very dena thing, to file a partnership return, for such a partnership. 

Mr. Wius. I don’t think there would be any difficulty in filing a 
partnership return for that partnership. 

Mr. Baxer. It always seemed to me like the most simple thing in 
the tax law is to file a partnership return. Of course I never had 
anything to do with a very complicated one. 

r. Wirxis. I believe you are going very definitely in the opposite 
direction of simplifying it for this partnership that has no complexi- 
ties in its operation and under our approach we are simplifying it 
regardless of size, which I think is a proper approach. If it 1s a 
simple partnership having only one class of income and no unusual 
transactions, there is no reason why there should be any difficult 


in preparing that return and that is the reason we wanted to put all, 


of the rules dealing with the return and normal partnership trans- 
oe in one separate part that would be readily understandable and 
applied. 

9% Baker. You are not planning to change the method of taxa- 
tion ? 

Mr. Wiis. No, sir. 

Mr. Baker. You are still going to tax the individual partner? 

Mr. Yes, sir. 

Mr. Baker. I think that is all I have to ask. 

The Cuarrman. Are there any other questions now with respect to 
the first recommendation which has to do with the rearrangement of 
subchapter K. All our questions so far have been on that point. 
Are there any further questions ? 

Mr. Knox. Mr. Chairman. 

The Cnarman. Mr. Knox. 

Mr. Knox. There is a question in my mind. You are not changing 
the method of taxation, but rather the form which will be applicable. 
However, you have partnerships today that have been in business for 
a long time and are accustomed to the forms which the Treasury De- 
partment has required as far as taxing of partnerships is concerned. 

From my experience and observation in discussing these matters 
with taxpayers, they become rather irritated when the Treasury 
Department makes a large number of changes in the forms they are re- 
quired to file. I think we should look at this very carefully because I 
think that, as far as taxpayers are concerned, it is this continuous 
change in the forms they must file which is the thing that most irri- 
tates them and causes resentment on the part of the taxpayer. 

Mr. Wiiuts. Mr. Knox, the proposed rearrangement would necessi- 
tate almost no change in the form of the partnership tax return. The 
only change which would be required would be in the reference to 
section numbers in the instructions explaining how to prepare the re- 
turn, but the partnership return form so far as the proposed rearrange- 
ment is concerned would look just the same after the adoption of 
the rearrangement as it does today. 

Mr. Knox. And have you that assurance from the Treasury De 
= that there will be no necessity to make changes in the tax 

orm ? 


] 
wh 
did 
has 
the 
per 
Jus 
(1) 
act 
bee 
fec 
or | 
tha 
bee 
of | 
rec 
«of 7 
wil. 
ner. 
I 
fer 
as 
rais 
We 
side 
mer 
tior 
T 
702 
dete 
You 
A 
apa 
ente 
esta 
holc 
capi 
sect 
of t 
rath 
sion 
O 
it m 
real 


AMEND INTERNAL REVENUE CODE 17 


’ Mr. Wituis. It was certainly the concept of our technical advisers 
who were present at our meeting that the proposed rearrangement 
did not necessitate any significant changes in the tax return form. 

Mr. Knox. That isall. 

The Cuarrman. Go right ahead, Mr. Willis. 

Mr. Wiis. The second recommendation of the advisory grou 
has to do with the level for determining the character of income an 
the level for the application of certain limitations. This appears on 
pages 6, 7, and 8 of the advisory group report. They are really 
three recommendations but they are closely related and all of them 

rtain to the conduit concept of partnerships which, in a sense, is 
just what we have been discussing previously. 

Section 702(b) provides that only the items specified in paragraphs 
(1) through (8) of section 702(a) are to retain their original char- 
acter in the hands of the partners. The regulations fortunately have 
been written broadly with respect to the conduit concept and in ef- 
fect apply that concept to all items of partnership income, gain, loss, 
or the like, if there would be any tax significance in carrying through 
that particular classification directly to the sestenne* Yad this not 
been done in the regulations a partner would be deprived, for example, 
of the retirement income cvedit arising from rents received through 
a partnership, and other problems also arise. 

o avoid possible uncertainties in this area the advisory group 
recommends that section 702(b) dealing with the character of items 
of partners’ distributive shares be amended to delete the restrictive 
reference to paragraphs (1) through (8) so that the conduit concept 
will apply to all items entering into the determination of the part- 
nership profit or loss. 

In the letter of submittal with our supplementary report we re- 
ferred to our consideration of the contraction of the conduit concept 
as a possible simplification, the same point, Mr. Mills, that you just 
raised a moment ago with respect to the analogy to subchapter S. 
We certainly feel that this would be a matter that deserves the con- 
sideration of your committee and the study of the Treasury Depart- 
ment, and we will be happy to work any way we can in the explora- 
tion of that as a possible area for the solution of this problem. 

The second legislative recommendation in connection with section 
702(b) has to do with the character of income, namely, whether it is 
determined at the level of the partnership or the level of partners. 
You might have this example: 

An individual is in the regular business of buying and selling 
apartment buildings. He is a dealer in apartment buildings. He 
enters into a partnership with two other men who have had no real 
estate transactions in the past. They acquire an apartment building, 
hold it for a period in excess of 6 months, and sell it. Query: Is it a 
capital gain arising from sale of property used in trade or business, 
section 1231(b) property, or is it ordinary income? If the character 
of the income is fixed solely at the partnership level, it would be 
rather difficult for the Treasury Department to come to any conclu- 
sion other than that this was a capital gain to the partnership. 

On the other hand, if the character were fixed at the partner’s level, 
it may be that the two partners who never had any prior dealings in 
real estate would get capital gain treatment, but that the third partner 
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who was in the regular business of buying and selling similar property 
as a dealer would Gave ordinary income with respect to his distributive 
share of the sale by the partnership. The advisory group proposes no 
legislative change in this connection. We feel that section 707(b), 
whieh is printed on page 7 of the report, amply covers the matter. 
However, we do suggest that it should be made clear, perhaps in the 
committee report, that it is the intention of the committee that the 
character of all items of income, gain or loss, be determined at the part- 
ner level, rather than necessarily at the partnership level, but giving 
proper reflection in that determination to the partnership activities, 


It is recognized that one dealing regularly in securities may acquire | 
certain securities for investment purposes. If he properly segregates 


them on his books of account, when he later sells those properties, those 
securities, he may report capital gain or loss on them. 

By the same token, in the case that I previously cited of the man 
in the regular business of dealing in apartment buildings, it may be 
that the activities of the partnership would be sufficient to identify this 
particular activity as an investment to be distinguished from his prior 
transactions. We do believe that consideration should be given to the 
partner’s activities and the partner’s history in determining the char- 
acter of gain or loss to each partner as well as considering the activity 
of the partnership. 

The Cuarrman. Mr. Willis, may I interrupt your testimony ¢ 

Mr. Wiis. Yes, sir. 

The Cuamrman. You are suggesting in your report that the charac- 
ter of the income items should be determined at the partner level, but 
that the activities of the partnership must also be taken into account? 

Mr. Wiiu1s. That is correct sir. 

The Cuarmman. Then, let me ask you this: If we should go along 
with this or any other specific rule, would it not be better to make the 
rules specific in the statute itself rather than depend upon the com- 
mittee report to carry out the intent as you have just suggested ? 

Mr. Wits. Mr. Mills, it would if there is any question as to ambi- 


guity in the statute and perhaps there is because we are having this bit © 


of conflict between us and some of the other professional groups now. 
Section 702(b) says: 

The character of any item of income, gain, loss, deduction, or credit included 
in a partner’s distributive share under paragraphs (1) through (8) of sub- 
section (A) shall be determined as if such item were realized directly from the 
source from which realized by the partnership, or incurred in the same manner 
as incurred by the partnership. 

As we propose the amendment, the only change is the deletion of the 
words “paragraphs (1) through (8).” We feel that that indicates the 
concept that we are talking about, but, since it is not clearly expressed 
in the regulations, we felt that perhaps it should be emphasized at least 
in the committee report. If that is not felt to be adequate we would 
certainly recommend that there be a specific amendment to the statute 
to make that clear. 

_The Cuamman. I have always believed that it is better if at all pos- 
sible to make a provision specific in the statute rather than fet 
the committee report. 


Let us ask you this: Some people have suggested to me that the | 


primary determination of the character of income should be made at 


the 
ma 

pila 
| ner 
| tha 
pro 
ask 
thir 
whi 
and 
leve 
to 
of 
casi 
in 
sho 
C 
wit 
clas 
you 
apa 
but 
| thir 
an! 
an 
sup 
cha 
in 
in 
ing: 
| ing 
wot 
nar 
I 
reac 
whe 
not 
nun 
T 
M 
shiy 
in t: 
M 
posi 
the 
M 
| M 


AMEND INTERNAL REVENUE CODE 19 


the partnership level, taking into account only the activities of the 
major partners. Why is your suggestion, in the opinion of the advis- 
0 oup, superior to this? 

Mr. se Mr. Mills, we feel that there is some possibility of 
planned tax avoidance if the determination is made solely at the part- 
nership level. Suppose I had a client come in to me who had engaged 
regularly in the buying and selling of apartment buildings and he said 
that he had one coming up on which there would be a very 
profit, that he would be willing to hold onto it for a year, and he 
asked me what I could do to help him get capital gain treatment. I 
think that I could set him up in a partnership with some other people 
who had no real estate transactions, spell out in the partnership agree- 


ment that the primary purpose for the formation of this partnership 


was to invest in property and to hold it for the collection of income, 
and if the character of the gain were fixed solely at the partnership 
level, I believe it would be very difficult for the Treasury Department 
to classify the gain as anything other than capital gain from the sale 
of property used in the trade or business. Yet, I am not sure in that 
case that the partner who has sg fomrvee | been in the business of dealing 
in such property should get capital gain treatment. Perhaps he 
should, but it should be determined by the facts of the case. 

One of the administrative problems that comes up in connection 
with this is how do you require the et wenn to show different 
classifications of a particular item as between partners and how do 
you expect the revenue agent to treat the taxation of the sale of this 
apartment building in my example as a capital gain to (A) and (B), 
but ordinary income to (C). It is putting quite a burden on him. 
think frankly that part of the answer is that our suggestion of this 
emphasis either in a committee report or in the statutory language is 
an in terrorem type of provision. Certainly, if there were a clear ex- 
pression in the statute or a clear expression in the committee report 
supplemented by the regulations that the determination as to the 
character of income is to be fixed by reference to the partner, taking 
in consideration the partnership also, and the same gentleman came 
in who had been in the business of buying and selling apartment build- 
ings, I, as a tax adviser, would feel that there was little hope of carry- 
ing him through a partnership to try to get him capital gain and I 
would advise him that he had better go ahead and sien to pay ordi- 
nary income tax on it. 

I think most others who are advising in this area would probably 
reach the same conclusion. So the fact that there may be a few cases 
where this isn’t done and it escapes administrative attention would 
not disturb me so much as the fact that I think it would deter a great 
number of transactions being set up in that manner. 

The Cuarrman. Mr. Simpson. 

Mr. Srmpson. Is there precedent today with respect to a partner- 
ship’s profit, to treat the profit to the individual partners differently 
in tax returns? 

Mr. Wuu1s. There is a precedent in the direction that we are pro- 
posing in connection with the subchapter C advisory group report in 
the area of collapsible corporations. 

Mr. Stmrson. That is not in the law today ? 

Mr. Wits. No, sir. 
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Mr. Srupson. Is this an entirely new departure by which a partner. 
ship would, if we follow this, create a situation where one partner 
would pay a different tax than another partner would on the earn- 
ings out of the same transaction ? 

Mr. Wiiuis. Mr, Simpson, I am not sure that I know the answer 
to that because the question has not been presented to any court in the 
past. There is nothing in the statute in the past that would set that 
up as a direct precedent. 

Mr. Srmeson. In your example I gathered the impression that it 
was your intention that it would be made clear that this could result? 

Mr. Wits. Yes, sir. 

Mr. Stmpson. Is this a rather fundamental change in tax law ? 

Mr. Wits. I don’t think so, Mr. Simpson. I think that this is 
carrying through the basic concept of the partnership, that it is in a 


very substantial sense an aggregate of individuals and we are taxing | 


income back to them and we use the partnership merely as a pooling 
source of information. 

Mr. Srupson. Assume we have a partnership of three partners and 
each of them has a $5,000 profit. Under the proposal one may pa 
an ordinary income tax on the profit although the others pay a capital- 
= tax, while under existing law I gather that this may not be the 
case 

Mr. Wiuuts. May I take the converse of the situation. Suppose we 
take these three individuals who buy undivided interests in a piece 
of property, but it is not a partnership. We will stipulate that it is 
not a partnership for tax purposes and that they sell that property. 
There clearly would be nothing wrong in that situation with a pos- 
nines difference in tax consequences between two of them and the 
third. 

Mr. Stmpson. I know that, but if they create the partnership, should 
they be treated alike ? 

Mr. Wiuts. We feel that they should not be able to create a partner- 
ship for the purpose of obtaining a tax result different than if they 
sold this property as individuals. 

Mr. Stimpson. Is that what we are doing, creating a new treatment 
for partnerships, and you believe that it is proper to do that ? 

r. Wixuts. I am not sure that I agree that it is creating a new 
treatment. We feel that this treatment was intended to be in the 
— as adopted in 1954. We do feel there should be clarification 
of it. 

The Cuarrman. Is it your contention, Mr. Willis and the others on 
the advisory group, that what you are suggesting is in fact in the regu- 
lations although not in the statute, or do you find your recommendation 
within the intent of the statute itself ¢ 

Mr. Wuuis. We find it within the intent of the statute itself. This 
is one of the few areas where the regulations pussyfoot. The regu- 
lations are usually very forthright and very helpful. In this one area 
they dodge the question. 

The CuarrMANn. Does the law clearly fix the character of income at 
the partner level ? 

r. Wits. We think so. 

The Cuarrman. If the law clearly does that, is the question whether 
or not the law clearly takes into consideration the activity of the 
partnership ? 
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Mr. Wits. No, sir. It is not quite that clear. There are quite a 


few who reach a different interpretation from the advisory grou 


and cannot find in the law the same intent, that the character is fixe 
at the partner’s level. 

The CuarrMan. Do the regulations provide that the character of 
the cone is determined at the stant Novel rather than the partner- 
ship level 

Mr. Wis. No, sir. The regulations just don’t cover the point. 

Mr. Mason. Neither does the statute. Only the supposed intent 
does it. 

The Cuarrman. I had a different concept of the statute itself when 
it states “The character of any item of income,” and so forth, “shall 
be determined as if such item were realized directly from the source 
from which realized by the partnership.” 

Now, it doesn’t make it clear at which level the characterization is 
to be predominantly determined ; does it ? 

Mr. Wuus. Mr. Mills, the actual language of the regulation is: 

The character in the hands of a partner of any item of income, gain, loss, 


deduction, or credit described in section 702(a) (1) through (8) shall be deter- 
mined as if such item were realized directly from the source from which realized 


| by the partnership, or incurred in the same manner as incurred by the part- 


nership. 


You will recognize that this is merely a rephrasing of the same 
thing that is said in the statute. 

The regulations go on with: 

For example, a partner’s distributive share of gain from the sale of depre- 
ciable property used in the trade or business of the partnership shall be con- 
sidered as gain from the sale of such depreciable property in the hands of the 
partner. 

One of the embarrassments that I had was that in my book I rather 
weakly suggested that the oe Department thought the character 
was fixed at the partnership level. I am not sure that the example 
goes that strongly. I don’t think it is the best example that might 

ve been used. 

But as we have examined the statute more we have felt (1) that our 
report sets forth the better interpretation of the existing statute, and 
(2) if that isn’t the existing statute, this is a better result and should 
be enacted into the statute. 

The Cuarrman. When you get to the point of taking into consid- 
eration the partner’s activity you of necessity reach the situation 
that Mr. Simpson interrogated you about. You can have partners 
receiving the same income but they are treated differently on that 
income when they receive it. 

Does that result from the consideration of the partner activity, or 
does it result from spelling out that the partnership level is also taken 
into account in determining the character of the income? 

Mr. Wiis. It is from spelling out that the character is determined 
primarily at the partner’s level but giving proper consideration to the 
activity of the partnership. 

The CuarrmMan. Then if the interpretation of existing law that the 
character of income is determined primarily at the partner level is 
correct, then the results to which you refer, and on which Mr. Simpson 
interrogated you, would occur under existing law? 

Mr. Wits. That is correct, sir. 
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The Cuaimman. If this interpretation is correct, you are not sug- 

ting any change then, but merely spelling out what you take to 
the intent initially with respect to section 702(b) @ bal 

Mr. Wiuis. That is correct. I should point ou although this is 
a complicating factor, that section 652(b), which deals with the in- 
come of estates and trusts, adopts just the opposite approach. There 
the character of the income is definitely determined at the level of 
the estate or trust and it flows through to the beneficiaries without 
any change. We feel, however, that there are substantial areas of 
yy ata in the fundamental characteristics of a partnership and of 
an estate or a trust. } 

For example, an estate or trust may well have accumulated income 
on which it will pay a tax, whereas a } saat magic never pays a tax, 
Also, the aggregate concept is not as ly established in an estate 
or trust. In fact, it is not a part at all, where it is a firm part, an 
— part, of the partnership concept, so while there is a difference 
in 


is concept as to where you fix the character of income between | ; 


our proposal and the present provision in ere a J, and there is 
no modification proposed, we feel this is a justifiable distinction. 
In fact, I suggest that the two are completely different. For 
example, in estates and trusts you most frequently have the con- 
tributor not being the person entitled to the current income distribu- 


i ee in the ote it is the contributor who is entitled | 
to t 


e income distributions. You do not have nearly as strong a 
reason for determining the character at the level of beneficiaries whe 
the corpus of the trust came from a different source. 

The Cuatrman. I am concerned about the result, though, that Mr. 
Simpson discussed with you. However, apparently there is no way 
to avoid the problem of occasionally treating partners differently on 
the same transaction. 

Mr. Wiis. Is it any more unfair that there should be a different 
result as to the distributive share of the income of C from that of A 
and B, in connection with the A, B, C partnership than there would 
be a different result to C from the sale of real property than there 
would be in the case of A and B selling similar property ? 

The Cuarrman. As you suggest it is not income to the partnership 
actually. The partnership is serving as a conduit for the benefit of 
the partners. 

r. Wixuts. That is correct. 

The Cuamman. And since the tax is to be paid by the partners, I 
guess it follows that you would want to determine the character of the 
income primarily when it gets to the partners. 

Mr. Wis. That is right. 

The CuHatrman. It is his situation and not the situation of the 
conduit that we are looking to for tax purposes? 

Mr. Wiis. That is what we feel, sir. 

The Cuatrman. I follow you. 

Mr. Ixarp. That. would necessitate the different treatment, for 
different partners, then, would it? 

The Cuatrman. The different treatment arises from different situa- 
tions that exist among partners; yes, sir. 

Mr. Mason, 

Mr. Mason. You are trying to spell out in this revision of the law 
what you deem was the intent when we passed this 1954 code, and you 
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are doing it not only to clarify but also so there will not be any 
dodging on the part of the Treasury, and also to head off these 
fictitious partnerships that might be set up under the 1954 law if it 


were carried out; is that it? 
Mr. Wits. That is an excellent statement, Mr. Mason, of our 


se. 
P The Cuamman. Mr. Baker. 

Mr. Baxer. Let me give you a specific case. 

A is a real estate operator. That is his trade or business. He goes 
to B and says, “I have 50 acres of city land here to build houses on and 
sell.” B has a million dollars. They form a partnership for that 
one specific purpose, to develop that particular subdivision. As I 
gather under one interpretation of existing law and under your own 
recommendation, A would pay on an ordinary income basis, and B 
on a capital gain basis. 

Mr. Wiius. No, sir. I don’t think that is the present law and it 
iscertainly not our intention. 

I think under the facts that bs have stated, the partnership itself 
is clearly in the business of subdividing and selling real property, and 
I think that everything that is acquired from that property would be 
ordinary income to the partnership and both A and B would have 
ordinary income, quite irrespective of what their activity had been 
prior to this transaction. 

Mr. Baker. Well, you had a case a while ago which was just a little 
different, of an apartment house. Both had an interest in an apart- 
ment building. t’s say that it was clearly spelled out that the 
partnership would end when they sold those 50 homes. You say that 
the character of the partnership would result in ordinary income 
treatment to both A ea Bt 

Mr. Yes, sir. 

Mr. Baker. However, that would not be true if they bought an 
apartment house ? 

Mr. Wuu1s. If you bought an apartment building, it might be that 
the partnership or some of the partners were holding it primarily 
for rent. In that event it would be section 1231(b) property, de- 
preciable property used in a trade or business, and if it was thereafter 
sold at a gain, it would be capital gain. 

Mr. Baker. Back to my first illustration then. 

Let’s say A invests the same as B. They jointly put up a million 
dollars, a half-million dollars apiece, and go out here and buy up 50 
acres and develop it with a partnership agreement clearly spelled out. 
Do they get a capital gain treatment ? 

Neither one of them is in the real estate business. 

Mr. Wuiu1s. No, sir. I would feel if they formed a partnership 
for the purpose of subdividing and improving and selling real prop- 
erty, the partnership would have ordinary income and so would the 

artners, even though neither partner had previously been a dealer 
in real estate. 

Mr. Baker. That does not seem right to me. It is only that one 
case I am talking about. We are limiting this partnership to this 
particular 50 acres. 

Mr. Wits. The only exception that I would see to that conclusion 
I just stated is the possible application of section 1237, which gives 
capital gain treatment to limited areas of subdivision sale, but if 
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the transaction did not fall within that, I would certainly feel it would 
be ordinary income under the facts you have stated. 

Mr. Baxer. Is the turning point the fact that they are going to 
build these houses ? 

If A and B go out and buy 50 acres just simply to hold and then 
sell after 6 months or a year, they do get capital gain treatment, do 
they not? 

Mr. Wiis. Perhaps, depending on their prior activity. 

Mr. Baxer. Both of them are just investors. You say there is some 
doubt about them getting capital gain treatment? 

Mr. Wiis. Where they have subdivided and sold the property, 


Mr. Baxer. If they buy the 50 acres and hold it and sell it, of course _ 


they get capital gain. 

Mr. Wiis. Yes. 

Mr. Baxer. But you say when those two investors go one ste 
further and subdivide it and build houses on it, and that is their trade 
or business, even though it is just on that particular business, then 
that is ordinary income? 

Mr. Wits. Yes, sir. 

Mr. Baker. It does not seem right. 

Mr. Wriu1s. I think what I have said is the proper application of 
the law, Mr. Baker, but this really does not get into the a 
tax law. This goes into the whole area of what is capital gain an 
ordinary income. 

Mr. Baker. Do you clarify that situation in this revision? If so, 
how? 


Mr. Wiu1aMs. Mr. Baker, the problem to which you refer is not a 


problem limited to partnerships. It is a problem that is present in 
the case of the individual proprietor, the partnership, the limited 
partnership, the joint venture, and the corporation, so that it is not 
a problem within the gamut of the partnership. 

Mr. Baxer. Say you and I go out and buy this same 50 acres, where 
we are tenants in common. Then we sell. We certainly get capital 
gains treatment, do we not? There is no doubt about that? 

Mr. Wuu1aMs. There is no doubt about it if neither one of us isa 
real estate dealer, but if I happen to have been a real estate dealer 
engaged in the business of buying and selling real estate for a profit— 
that is the way I make my living—and then you and I join, each put 
up half of the money to buy as tenants in common, each own an 
undivided one-half interest, and later we sell it at a profit, I may have 
realized ordinary income. You who did this as an investor who is 
not engaged in this trade or business would get capital gain. 

Mr. Baker. That was exactly my case except that Mr. Willis sa 
that if we go a step further and subdivide it and build houses on it, 
then I become a part of a real estate operation. 

Mr. Wituiams. Right. If you and I somehow or other outside of a 
partnership buy blank acres as tenants in common, each own an 
undivided one-half interest, and then we join together and we sub- 
divide and sell that property, without somehow or other getting our- 
selves into a formal partnership, you would realize ordinary income, 
I believe, sir, under current law. When you go further than the mere 
purchase and subsequent sale of that property and go through all of 
the transactions involved in the improvement of it for the purpose of 
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ld gale, you have thereby entered a trade or business, to wit, the construc- 
tion, and so forth, aa sale of ey 

to In other words, to analogize, I may never have been a grocer, but 

if I open a grocery store and I build a building, I acquire stock, I 

en put in the shelves and counters and hire a few people, I am engaged in 

do 4 trade or business at the moment I open that store and get my first 
customer. That is the type of analogy. 

Mr. Baxer. I am still talking about this one isolated piece of land. 
me Why could not A and B, either one of them in real estate, buy that 
‘a 50 acres, subdivide it, build houses on it, and get capital gain treat- 

ment? 

Mr. Wiuu1s. Let’s take your case one step further. 

After having subdivided, they now divide the lots up, each taking 
half of the lots. We have no partnership at all. Unless each of those 
two persons comes within section 1237, which deals with a limited 
area of permissible subdivision and sale, in my opinion each of those 
under current law would have ordinary income from the sale of those 
lots. 
Mr. Baxer. I do not see why you change. 

of | Mr. Wituis. We are not changing that at all. All we are changin 
i _ is outlawing the possible misuses of a partnership to insulate a rea 
r estate dealer from what should be ordinary income through the de- 
vice of setting up a partnership to handle a particular transaction. 
Mr. Baker. > is a big question in my mind as to whether we 
$0, should not permit a real estate operator to go to a man with money 
and say, “You put this million dollars up and that is all you are 
doing. It isan investment. You are going to make more money by 
ted virtue of all this improvement.” , 

I think it stimulates trade, and offhand I doubt the advisability 
of saying that that investor has become tainted with being ‘in the 
business. That is just my thought at the moment. 

; tal | I think that in some cases, as long as there is no doubt about the 
\a' bona fides, that the investor who puts in his money should get capital- 
| gainstreatment. That is all. 

Mr. WitttaMs. I believe it is true, Mr. Willis, that under what we 
are suggesting should be the law, if two men joined in a venture such 
ut you escribe and one of them was a real estate dealer and the other 

_ was not, the man who was not a real estate dealer would get capital- 
_ gain treatment to the extent the law outside the partnership field per- 
mits an individual who does those thin et capital-gain treatment. 

The contrary position in the dartnetekd field, dage ing on the ac- 
ave | tivity of the major partner who might happen to be the real estate 
“YS dealer, might mean the reverse. So I think if anything, Mr. Baker, 
It this goes into the general direction in which you indicate you want 

to go. 
. r. Baker. You say to a man, “As long as you do not form a part- 
ot nership, if you will just stay tenants in common, you are perfectly safe 
| . getting your capital-gain treatment. If you become partners, you 

0 not 
me; | Mr. Wirtis. You had better not say that. If he does say it and 
not will guarantee the results, I will make an investment starting right 

now. 
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Mr. Baker. But you are saying it. I think that is a fair representa- 
tion of what you said. You have land and perhaps see where you 
can build some roads through it and not lose the character of your 
development. 

Mr. pomp That is your section 1237 situation. 

Mr. Baker. But when you go a little further, you go into the 
business ? 

Mr. Wits. Right. 

Mr. Baxer. Mr. Willis, if I understand correctly, what you are 
trying to do here is to assure that the character of the partnership 
itself will not determine the character of income You want to use 
the partnership in such a way as to preserve for each and every part- 
ner the characteristics that inure to each under other provisions of 
law 

Mr. Wits. That is right. 

The Cuatrman. That is all you are trying to do? 

Mr. Wuu41s. That is correct, sir. 

The Cuairman. You want to be certain that people who would, 
if they carried on a business operation directly, receive ordinary in- 
come, will not receive capital gains treatment with respect to the 


same income merely because the character of that income would be | 


determined at the operational, instead of direct, level? 

Mr. Wiuuis. That is right. 

The Cuairman. That is all you are saying / 

Mr. Wiuus. That is right. 

The Cuatmrman. If there is any discussion of whether or not. this 
or that income should be capital gains or ordinary income in the 
hands of a partner, that has to do with something outside the pur- 
view of subchapter K; is that right ? 

Mr. Wiis. Correct, sir. 

The Cuarrman. Mr. Ikard. 

Mr. Ixarp. As I understand your recommendations, you would 
take into consideration certain appropriate aspects of the partnership 
in determining the level at which you determine the income Maybe 
that is an awkward way to say it, but is that generally correct / 

Mr. Wits. It is a very good way to say it. That is correct. 

Mr. Ixarp. What I am concerned about is the mechanical opera- 
tion of this thing. Are we going to do this by statute or do we con- 
template that this is to be done by regulations‘ 

r. Wiis. If I understand your question correctly, we feel that 
all that is required is a statement in the committee report that this 
was the intent in the statute that was adopted in 1954. If, however, 
after further study it is felt that it is not as clear as our advisory 
grep feels, we cerainly would recommend that there be a specific 
egislative enactment to spell out beyond all question that this result 
is the result you intended. 

Mr. Ixarp. Just offhand, I am fearful that without doing that. we 
P ien be continuing a blind spot. Considerable confusion might 

evelop. 

Mr. Wis. I think in view of the discussion that has been raised, 
we would be very happy to see this go into the statute as a specific 
provision. 
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Mr. Wiit1aMs. If I may express a thought there, I think, Mr. 
Ikard, one of the real problems that is developing here is the fact 
that we are not sure what is the law today. There is uncertainty. 

As has been stated, the Treasury regulations straddle the issues 
somewhat. You can see perhaps as a result of all this discussion why 
it did, because there was uncertainty. At least there were conflicting 
views as to how the current statute should be construed, so that one 
thing I am sure this group would say to you is, “Whatever you decide 
on this, do make it certain, so that everyone may know.” , 

Mr. Ixarp. That is my point exactly. I could not agree with you 
more. All I am trying to say is let’s make it clear this time. 

The Cuarrman. Mr. Alger has been seeking recognition. 

Mr. Alger. 

Mr. Aucer. Mr. Chairman, I ask this question only because it keeps 
cropping up. 

Mr. Stam, in his summary, on page 3, mentioned the conduit ap- 
proach. It is mentioned under section 702 now before us. It was 
mentioned a few minutes ago in referring to a two-class and multiclass 
conduit approach. 

I wonder if it is appropriate to have an explanation of what the 
conduit approach is. 

The Cuatrman. The principle? 

Mr. Aucer. Yes. 

Mr. Wiis. Under the conduit concept, the partnership is merely a 

thering spot for income, expenses, and information. The income 
is transmitted onto the partners who pick it up in their individual tax 
returns and pay the tax on the partnership income. Since the partner- 
ship is sauentke a conduit for the transmittal of income, expenses, losses, 
deductions, and credits, it was felt that every item entering into the 
partnership computation should carry through to each individual 
partner just as though it were received by him directly. Different tax 
treatment is accorded to long-term capital gains than to ordinary 
income, and there are many tlie areas of differences in tax treatment 
depending upon the nature of the item of gain, loss, deduction, or 
credit. 

The statute sets up seven specific classes of these items that must 
be classified. It has an eighth class which is an expendable class, 
any classification that the Treasury Department feels is appropriate, 
and it has a ninth which is all other types of income, and which in a 

neral sense may be said to be the ordinary income derived from 
the normal operation of the trade or business. 

Mr. Arcer. Is that what is referred to in section 702 of the Internal 
Revenue Code, where the nine classifications are listed ? 

Mr. Wiis. Yes, sir; those are the classifications now established. 

Mr. Mason. May I try to clear it up for you, Brother Alger? 

Mr. Anger. Yes. 

_Mr. Mason. You are from the oilfields of Texas. You have a pipe- 
line carrying that oil. That pipeline is a conduit for that oil, but it 
does not own the oil. The oil is going through. 

So this partnership does not own what ismade. It is just,an instru- 
ment through which what is made goes to each of the separate part- 
ners who owned it. 
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Mr. Arcer. Then what is the one- and two-class conduit versus I 
multiclass conduit ? the 
_ Mr. Wiius. Subchapter S, dealing with the election of a corpora- do 
tion to have its income taxed directly to shareholders, very wisely in y. 
my opinion did not adopt all of subchapter K. If subchapter K were my 
superimposed on top of the complexities that exist in subchapter §, as 
in my opinion we would have chaos. Ie 

As a matter of simplification of subchapter S, it was apparently — we: 
decided by the Congress that there should be just two classes of in. Ib 
come, long-term capital gain and all other income. air. 

Sometimes a taxpayer may get a break from the reduction of the 7 
multiclass to the two-class. In other cases the taxpayer will very  ady 
definitely suffer a detriment from the reduction of the multiclass det 
conduit to the two-class conduit. the: 

The advantage of the two-class conduit is simplicity. It does not vid 
have the complete logic that the multiclass conduit has. We feel the cert 
multiclass conduit is a penne part of subchapter K dealing with part- the 


nerships, and yet we feel there is no inconsistency in the two-class con. = 
cept when we deal with a corporation that for certain purposes may T 
have its income taxed to its shareholders, reve 
Mr. Aterr. Then the class is the kind of money or income received! M 
Mr. Right. T 
Mr. Areer. Thank you, Mr. Chairman. G 
The Cuarrman. Mr. Herlong. M 
Mr. Hervona. I have no questions. becs 
The Cuatrman. Have you anything further you want to say on the | ther 
character of items ? V 
Mr. Witu1s. No, sir. I have another portion of this same legisla. _ part 
tive recommendation. you 
The Cuarman. I understand. dina 


Before you get to that, Mr. Willis, I have been trying as best I could _ peo 
to keep up with the comments of these various outside o— with (} 
respect to suggestions in the advisory group report. You are in 
702(b) dealing with two things, are you not? You are making two 
recommendations? Hon. 

Mr. Wiis. Yes, sir. 

The Cuaimmany. I have not seen any adverse comment with respect 40s 
to the first. All of the comment has been with respect to your second 
question, the one we have been discussing; that is, whether or not the ang ) 
character of the income should be determined at the partner level or  chapt 


at the partnership level ? f In 
Mr. Wuuis. That is correct, sir. 


The Crarrman. In support, many of the people who pursue the i¢ 46, 
thought that it should determined at a partnership level refer to cer- the f 
tain statements that have been made in certain books that have been _ recom 
written, one of them written by you, one of them written by Mr. Me. , Se 
Donald I think, one of the written by Mr. Little. All three of you a 
are members of this advisory group, and as I recall the books, all | shay 
three of you peeves on the basis that the character of income should | which 


be determined at the partnership level. = 
If I correctly understand your books and these viewpoints, were Be 
you people outvoted in the advisory group, or what? partn 
Sequel 
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Mr. Wits. Maybe we were outpersuaded, sir. I do not recall 
the specific comments made either by Mr. Little or Mr McDonald. I 
do recall mine. ; 

As I said, about all my comment consisted of is that it wasn’t, in 
my opinion, too abundantly clear in the statute or the regulations 
as to the level at which the character was to be determined, and that 
I could read into the one example given in the regulations a ve 
weak suggestion that it might be determined at the partnership level. 
I believe my book stated that in my opinion the matter was up in the 
air. 

The Cuarrman. However, if we do not follow the suggestion of the 
advisory group and make it clear that the character of income is to be 
determined at the partner level rather than the partnership level, 
there are many instances that all of us can conceive wherein indi- 
viduals who would receive ordinary income treatment with respect to 
certain specified income, might, through the partnership device, change 
the characterization of that income and enjoy capital gain treatment? 

Mr. Writs. Yes, sir. We believe that is true. 

The Cuarmman. And that would develop into quite a serious 
revenue factor over a period of years, would it not? 

Mr. Wii11s. Yes, sir. 

The Cuatrman. Are there any further questions on this point? 

Go ahead then, Mr. Willis. 

Mr. WitiiaMs. If I may express that in a different way, Mr. Mills, 
because I was one of those who has not written a book and was free 
therefore to take an ab initio position. 

Very frankly, to state it just in a different way, if you deal with 
partnership income, the character of it, solely at the partnership level, 
you will make it possible to convert. vast sums of what today is or- 
dinary income into capital gain. You will be creating what some 
— would call quite a large loophole. 

(The following letter was received by the committee :) 

Wiis, MacCracKen & BUTLER, 
Los Angeles, Calif., March 10, 1959. 
Hon. Witsur D. 


Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D.C. 

My Dear Mr. Mit1s: Over the past weekend I have been reading and making 
small revisions in the transcript of the hearing before the Committee on Ways 
and Means on February 24, 1959, on the report of the Advisory Group on Sub- 
chapter K. 

In reading over the transcript with respect to our testimony concerning legis- 
lative recommendation No. 2, and particularly the portion of it dealing with 


_ the level for determining the character of items constituting a distributive share, 


it occurred to me that I should have called to the attention of the committee 
the fact that there is a direct precedent in the present subchapter K for this 
recommendation. 

Section 751 of the present subchapter K deals with the problem of the col- 
lapsible partnership in determining what items of property constitute inventory 
items for this purpose. Section 751(d)(2)(C) specifically provides that there 
shall be included in that definition “any other property held by the partnership 
which, if held by the selling or distributee partner, would be considered property 
of the type described in subparagraph (A) or (B).” 

It is clear that under this provision a particular type of property held by the 
partnership might be included in a concept of “inventory items” as to some 
partners and not as to other partners. Thus, there could be different tax con- 
sequences upon the sale of partnership interests in the same partnership, de- 


"pending upon the other business activities of the partners. 
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The advisory group has proposed several changes in section 751, but our pro. | 


posed section 751(c)(1) retains the concept that the character of partnership 


property for the purposes of the collapsible partnership provision shall be deter. | 


mined “as if the property were sold or exchanged directly by the person (or 
persons) relinquishing an interest in the property (giving due regard to the 


business, financial operation, or venture in which the partnership is engaged),.” — 


I trust that this information will be of value to your committee in considering 
our recommendation that it be clearly indicated that the character of items 
constituting distributive shares should be determined under section 702(b) at 
the partners’ level although giving proper recognition to the operations of the 
partnership. 

On behalf of the advisory group, I wish to express our appreciation for the 
keen interest that you and the other members of the committee displayed in our 
legislative recommendations. 

Very truly yours, 
ArtTHUR B. WILLIs, 
Chairman, Advisory Group on Subchapter K, 

Mr. Wiis. The third part of our second recommendation, has to 
do with the problem of the level at which you apply certain limita- 
tions in computing taxable income. 

On page 8 of the revised report, the one dated December 31, 1957, 
we list five classes of limitations in determining taxable income. The 
advisory group considered applying the limitations at (1) the partner- 
ship level, (2) the partner’s level, and (3) both levels. 

We felt that it was unfair and would open the gates to tax avoidance 
to apply it at the partnership level. It would be unfair in the case 
where you had a large number of partners engaged in a partnership 
which had a deduction item which was limited in dollar amount or 
percentage of income, but would not be limited considering the multi- 
plicity of partners. It would permit the tax avoidance because of the 
possibility of having 5 or 10 partnerships conduct an operation so as 
to get around the dollar limitation. 

We did not feel it would be fair to apply both to the partnership 
and partner level, because that would be hentle counting. 

So, therefore, we concluded that it would be best that the limitation 
should be applied at the level of the partners. That, incidentally, is 
the result that is now reached in the regulations. We are merely pro- 
posing that this should be codified and put in the statute because it is, 
In our opinion, a proper rule, one that taxpayers should be acquainted 
with. 

I ay 0 add that the professional groups who have reviewed our 
report have generally agreed that the limitations should be fixed at 
the partner level. The only question they have raised is as to whether 
or not it is necessary to have legislation, feeling that the regulation has 
covered the point. 

T 


e advisory group feels it is sufficiently important that the princei- 


ple should be stated in the statute itself. 

The Cuatrman. Mr. Willis, what you are talking about here is where 
shall, say, the $50 dividend exclusion or the 25 percent soil and water 
conservation expenditure limit apply ? 

Mr. WiiIs. That is right. 


The Cuarrman. And you would apply them as under the existing 
— at the partner level rather than the partnership level. 
r. Wiis. That is correct, sir. 
This is a continuation of the conduit concept. 
The Cuarrman. That is right. 
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The Cuairman. Now we go to section 703(b), which provides that 
elections affecting the computation of taxable income, except for that 
relating to the foreign tax credit, are to be made at the partnership 
level rather than the partner level. 

Is there any inconsistency in providing for the elections at one 
level and the limitations at the other level ? 

Mr. Wis. No, sir. We believe that there are no inconsistencies 
in doing that. Most of these limitations are automatic and not elec- 
tive. Where there is an elective limitation, we feel that this is an 
election that belongs to the partner and is not one to be made by the 
partnership because the partnership through its election is not fixing 
the character of income. 

The Cuarman. Is the present law and your recommendation as it 
is because of some thought that if the limitations were imposed at 
the partnership level, you would have a serious loss at the partnership 
level ? 

Mr. Wiis. Yes, sir. A very good example of that is section 615, 
which limits exploration expenditures to $100,000. If we had the 
limitation on this kind of expenditure fixed at the partnership level, 
A and B could form 10 partnerships and spend this amount each 
year and thereby completely avoid the intended limitation on them 
as individual taxpayers. 

The CHamman. Goright ahead, Mr. Willis. 

Mr. Wiu1s. Have you anything to add on this? 

Mr. WituiaMs. No. 

Mr. Wius. The third legislative recommendation, which appears 
on page 9, is very short, and has to do with the gross income of a 

artner. There are certain instances where it becomes necessary to 

etermine a taxpayer's gross income. 

One example is in applying the 6-year statute of limitations be- 
cause of omission of 25 percent of gross income. Under the laws that 
exist today, if a partner draws a salary that is not based on income 
from the partnership, or if he collects rent from the partnership for 
the use of property, or if he draws interest from the partnership, that 
amount is included in his gross income as though he were not a 
partner. 

The statute as now drafted also provides that whenever it becomes 
pertinent to determine a partner’s gross income, you take his pro- 
portionate share of the gross income of the partnership. If the part- 
nership has paid a fixed dollar-amount salary to Mr. A of $10,000, 
he has included that in his gross income, but when you get to the 
partnership and determine his share of the gross income, of course, 


i that $10,000 salary does not come out. You would still be taking 


his pro rata share, perhaps 50 percent of the partnership gross income 
undiminished by this salary payment. 

Therefore, in measuring Mr. A’s gross income, you would have a 
double counting from the partnership. This does not. enter into the 
computation of taxable net income. It only enters in the specialized 
areas where it is necessary to determine a taxpayer’s gross income, 
but there was a technical deficiency in the statute and, therefore, we 


have recommended that section 702(c) be amended to specify that “in 


any case where it is necessary to determine the amount of the gross 
mcome of a partner for purposes of this title, such amount shall in- 
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clude the excess of his distributive share of the gross income of the 
partnership over any payments from the partnership included in his 
gross income as the result of the application of section 707.” 

The Cuarrman. The language in existing law certainly suggests a 
double inclusion. : 

Mr. Yes, sir. 

The Cuarrman. This would occur once when the reference is made 
to guaranteed payments. It would occur again when it says the part- 
ner’s gross income “shall include his distributive share of the gross 
income of the partnership.” 

Mr. Wuuis. This recommendation has been approved by the pro- 
fessional groups that reviewed our report except for the American In- 


stitute of Certified Public Accountants, which I believe unfortunately | 


misconstrued what we were driving at. They thought that we were 
talking about a double inclusion in taxable income, which is not the 
case. 

The American Bar Association has a similar legislative recommen- 


dation that has passed the house of delegates and has been presented | 


to your committee. 

The CuarrMan. Without this amendment or a similar interpreta- 
tion “ existing law, would there be an unintended hardship in this 
area 

Mr. Wits. It would be an unintended hardship or it could be an 
unintended benefit to the taxpayer. 

The Cuairman. Either way ? 

Mv. Wits. Yes, sir; it could be either way. 

Recommendation No. 4, appearing on pages 9 through 11 of our re- 
vised report, deals with the deduction by a partnership for organiza- 
tional expenditures. 

There are two decisions by the Tax Court which are cited on page 


9 of our report, holding that legal fees incurred in the organization | 


of a partnership are capital expenditures and cannot be deducted. 
There is a provision in the statute, section 248, permitting a cor- 
poration, if it so elects, to deduct its organizational expenditures over 
a period of 5 years. 
@ propose an amendment to section 703 which would permit a 


partnership to deduct its organizational expenses over a period of 5 | 


years. There are, however, several differences between our legisla- 
tive recommendation and the present section 248. 

In the first place, under our recommendation, deduction would be 
allowed over a fixed period of 60 months without any election bei 
required by the partnership. We are very conscious of the burden’ 
elections. We cannot imagine any case where the partnership would 
not want to deduct at the earliest possible moment, so we have just 
made it a flat rule that it is deductible. 

Secondly, in subparagraph (b) of the proposed section 703 (b) (2), 
we provide that any organizational expenditure not previously de 
ductible becomes deductible by the partnership in the year in which 
the partnership is technically terminated. The same result is reached 
by existing case law upon the liquidation of a corporation. 


Third, the organizational expenses of a partnership are amortized | 


over a period of 60 months after the expenses are paid or-accrued. 
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In the corporate area, section 248 provides that it be deducted over 
a period of 60 months, beginning with the month in which the corpo- 
ration begins business. We feel that there may be a hiatus because the 
pill for these services may not be rendered until sometime after the 
partnership commences business. 

Further, we have a definition of organizational expenses that in- 
cludes expenses that may be incurred several years after the part- 
nership is formed, so we felt that the amortization period should 
commence with the time when the legal or other expenditures are paid 
or incurred. 

Fourth, we have broadly defined the term “organizational expenses” 
as including expense other than those related to the formation of the 
partnership. The term is expressly broadened to include the cost of 
preparing or revising the partnership agreement after the partner- 
oA is formed and of preparing a buy-and-sell agreement. 

astly, we have made no attempt to exclude from organizational ex- 
penses the cost of obtaining capital contributions. Such costs are 
usually nominal in the case of a partnership, and we felt it would be 
difficult to segregate them from the other expenses in connection with 
the formation of the partnership. 

Now, the professional groups who have reviewed our report have 
generally approved this recommendation. A similar legislative rec- 
ommendation has been made by the American Bar Association and is 
pending before the Congress. 

One professional group felt that we did not go far enough, and there 
should be an immediate deduction of all of these expenditures. We felt 
that there was a pattern that we should follow in general in section 
248 and that we should at least approach it from the viewpoint of the 
5-year amortization and, if the committee felt that it should be de- 
ducted faster, we certainly would have no objection. 

The Cuatrman. Mr. Willis, in your recommendation, you go be- 
yond, however, the corporate provision in that you recommend that 
organizational expenses be broadened to include costs of preparing or 
revising the carer agreement after the partnership is formed 
and also include the costs of preparing or amending buy-and-sell 
agreements. 

Love go beyond the corporate provision in section 248; is that 
right‘ 
r. Wiis. Yes, sir. 

The CHarrman. Let me ask you, are you sure that it is wise to 
attempt to pick up these small pieces of legal fees and treat them 
under a special 5-year writeoff provision ¢ 

Mr. Witu1s. Mr. Mills, they are not always small. If you get into 
a partnership that has a reasonably substantial operation, there are 
really quite technical and difficult problems in working out some of 
the agreements, and geen the buy-and-sell arrangement. Very 
frankly, it is my experience in the preparation of a partnership agree- 


ment for a partnership where we are also doing the buy-and-sell 
agreement, that we usually end up with a legal fee that is very close 
in size to that for incorporating an ordinary corporation. 

The Cuatrman. Let me ask you what is the general practice at the 
present time ? 

Are these costs or these expenditures capitalized or not ? 
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Mr. Wuuts. No, sir. I am quite sure they are deducted. I have 
seen quite a few partnership financial statements, and I don’t think 
I have ever seen one where there were capitalized legal expenditures, 
I think they are being deducted currently. For that reason, I think 
there would be no revenue loss from this proposal. In fact, there 
might even be a revenue gain, because there will be some tendency to 


capitalize or amortize over a 5-year period instead of doing it as it is — 


being done now. 

The CxHarrman. In addition, the definition of organizational ex- 
pemes snctades also the cost of obtaining capital contributions; does 
it not 

Mr. Wuuis. Yes, sir. 

The Cuatrman. Is this a major item as it is with respect to 
corporations ? 

Mr. Wuuis. Very seldom, sir. In most instances where there 


would be any substantial expenditures of money for the purpose of | 


obtaining capital, that organization is probably in dire danger of 
being classified as an association taxable as a corporation. 

In virtually all other cases, certainly within the experience of the 
members of our advisory group, there was very small or negligible 
cost of obtaining capital. It was not a material item. 

The Cuatrman. I fear that if we define for the purposes of sub- 
chapter K these organizational expenses as you recommend, your 
action may well be taken as a precedent for doing the same thing with 
respect to corporations under section 248. It might not cost much 
money to do it for a partnership, but undoubtedly there is a much 
— amount of revenue involved in so amending section 248. 

am concerned about whether we can do it for partnerships with- 
out creating a precedent for doing the same thing for corporations. 

Mr. Wiis. Mr. Mills, you have a very excellent point. 

As a matter of fairness, while it is preliminary now, I probably 
should tell you that the section of taxation likes our proposal in the 
field of parnerships so much that they have one going through chan- 
nels now to copy most of it into the section 248 corporate area. It 
is too early, of course, to say that this is a proposal of the section of 
taxation of the American Bar Association because it has not been 
approved yet, but it is going through channels and it may be up to 
you in time. 

The CuarrmMan. We should then view this suggestion in connec- 
tion with the possibility of having to extend this treatment. 

Mr. Wiuuts. I think it is fair to view it with that consideration; 


sir. 
the CuarrMaAn. Let me ask you this: Is there any basis on which 
we could do this for partnerships and refrain from doing it for cor- 
porations ? 

Mr. Wixuis. As a matter of fact, I am not sure that there would 
be any objection from our advisory group if a prohibition were 
placed in the statute against the deduction of costs incurred in con- 
nection with the acquisition of capital. We have omitted such a pro- 
vision because we felt it was an unnecessary complication, but if it 
is a matter of balancing off with section 248 so that it was felt de- 
sirable to put it in, I don’t believe we would have any strong ob- 
jection. 
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Do you agree with that, Mr. Williams? 

Mr. Wiiu1aMs. Completely. 

The Crarrman. Do you believe there is any basis in theory or in 
fact for making a distinction between a partnership and a corpora- 
tion. 

Mr. Wiu1aMs. If there is, it was not the basis upon which we 


acted. We acted on the basis that in the average case in our ex- 


perience we had not seen any situations in which the cost of acquisi- 
tion of capital contributions was consequential in partnerships. That 
was the sole basis for our failure to exclude that class of expense. 

The Cuarrman. You make your recommendation largely, as I see 
it, because corporations can capitalize these organizational expendi- 
tures. That is the basis of the argument for your recommendation ; 
is it not ? 

Mr. Wiis. Mr, Mills, there are really two prongs to our recom- 
mendation. One is if it can be done in connection with the ex- 
penses of pectoris you should do it, and that is to aid the tax- 
payer, and the other is that by BR rarace, this in the statute they will 
perhaps be writing it off immediately anyhow, which will aid the 
revenue. 

The Cuarrman. Let us look beyond this and see if we can do it 
in one instance and not do it in the other and not be guilty of dis- 
crimination. 

These organizational expenses in section 248 in the case of corpora- 
tions actually have no effect, do they, on the basis of the shareholder 
for his stock ¢ 

Mr. Writs. No, sir; they do not. 

The Cuamman. However, do they not affect the basis of the partner 
for his partnership interest ? 

Mr. WitiiaMs. Yes, because if allowed as a deduction they will enter 
= the computation of the income for the year, which in turn affects 

sis. 

The Cuarirman. Is that not some ground, then, for doing it in the 
instance of one and not having to do it in the interest of the other? 

Mr. Wiis. Yes, I think that is one ground of distinction. I think 
it is a valid one. 

The Cuarrman. Are there any other grounds of distinction ? 

Mr. Wuuis. I think that one of the questions which will have to be 
faced eventually in 248, and it comes up here, is the question of the 
allowance of deduction over a 5-year period of legal expenses incurred 
subsequent to the original formation. We feel that the cost of rewrit- 
ing a partnership agreement or writing a new buy-and-sell agreement 
to reflect the changes that are being considered now, for example, 
should be subject to the same amortization as well as the initial 
pee in connection with the formation of the partnership. 

am sure that you are going to have the same problem thrown at you 
in connection with the reorganization expenses of a corporation, 
expenses of incorporating are deductible over a 5-year period. Why 
should not the reorganizational expenses be deductible, too? 

The CHarrMan. Do you have anything further to say on organiza- 
tional expenses ? 

Mr. Wituts. No, sir. 

The Cuarrman. Are there any questions on this point ? 
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Go right ahead, Mr. Willis. 

Mr. Wuuis. Recommendation No. 5, which appears on pages 11 and 
12 of the revised report, deals with the determination of basis of a 
partnership’s interest. 

It is material to know a partner’s basis for its partnership interest 
if he receives distributions dren the partnership in excess of that basis, 
which would result in gains to him, or if he sells his partnership 
interest. 

Now, the present statute employs two rules; a general rule and an 
alternative rule. The general rule is the historical rule. 

You start off with a man’s original contribution to the partnership 
capital. You increase his basis by his share of partnership earnings, 
You reduce his basis by his share of partnership losses. You reduce 
his basis by his share of withdrawals se the partnership. 

The alternative rule set up in the statute is that the basis of a part- 
ner’s interest in the partnership may be determined by reference to 
each partner’s share of the partnership’s adjusted basis of partnership 
property as if the partnership were terminated and distributed all of 
its property. ; 

Mr. Mark Johnson, one of the members of our group, gives a very 
excellent illustration of this operation. He says that he and his 
partner, Rabkin, have been partners in excess of 20 years. If you 
asked either of them the base of his partnership interest he could 
very quickly look at the partnership balance sheet and tell you it was 
so many dollars, but if you went through the historical method of 
starting back 20 years ago and looking at the original capital contri- 
bution, each item of addition and subtraction that occurred over the 
20-year period, he said that you probably could not figure it out. 

We feel that the alternative rule will work in the great majority 
of all cases. 


Therefore, as a matter of simplification, we are recommending a | 


reversal of the two rules, that the present alternative rule become the 
general rule and that as a general rule you can determine each part- 
ner’s base of his partnership interest by taking his proper propor- 
tionate share of the adjusted basis of all partnership property. 

The partners may elect to use the alternative rule if they so desire 
and, furthermore, the partners may be required by the Internal Rev- 
enue Service to use the alternative rule if the Service establishes that 
there is a substantial difference between the two methods, and if it is 
not possible to make specific adjustments to the short-cut method to 
eliminate those differences. 

The professional groups who have commented on our report gen- 
erally favor this proposal. There are a few objections that I would 
like to bring to your attention. 

First, the comment has been made that there is some vagueness in 
the language of substantial difference. The advisory group would not 
object to some other more precise test providing it is not too restrictive. 

Secondly, it has been suggested that it places a burden on the serv- 
ice to establish the existence of a substantial difference, and we agree 
that it does. 

However, the advisory group is confident that there will be very 
few cases which will necessitate the use of the historical approach an 
consequently, these problems will be very rare indeed when the matter 
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wil! come up as to what is a substantial difference and as to the 
requirement that the Internal Revenue Service prove that there is a 
substantial difference between the two methods of computing basis. 

We believe that this is a good step in the direction of simplification 
of the tax law. | 

The Cuarrman. Mr. Willis, let us understand for the purpose of 
the record. , 

The general rule and the alternative rule that are in the code, you 
would suggest be reversed? The general rule, as I understand, re- 
quires a partner to determine the adjusted basis of his interest by 
taking the basis of the property originally contributed to the partner- 
ship or the basis of the interest at its purchase price, then increasing 
this by the partner’s distributive share of the income to the partner- 
ship and decreasing it by the partnership basis of assets distributed to 
him, and by the partner’s distributive share of losses of the partner- 
ship. 

Is that a fair statement of the general rule. 

Mr. Wits. Yes, sir. 

The Cuarrman. The alternative rule provides that the Secretary or 
his delegate may prescribe the conditions under which the adjusted 
basis of the partner’s interest may be determined by reference to 
what his proportionate share of the adjusted basis his partnership 
property would be if the partnership were to be terminated at that 
time; is that right? 

Mr. Witutis. Correct, sir. 

The Cuatrman. You suggest that these two rules be reversed. 
You put the burden of proof under that suggestion, did you not, on 
the Interna] Revenue Service / 

Mr. Wuuts. Yes, sir. 

The Cuarrman. Rather than upon the taxpayer? 

Mr. Wiiuts. Yes, sir. 

The Carman. I do not know anything about what their position 
is at the moment, but heretofore the Service has always opposed a 
shift in rules that results in the burden being placed on the Service 
rather than on the taxpayer. 

What are the compelling reasons in this instance for the Congress 
departing from the usual established practice of placing the burden 
on the taxpayer 

Mr. Wiis. Mr. Mills, we feel that there will be very few cases 
where the shortcut rule cannot be used. 

In those few cases where it cannot be used, we feel it is going to be 
so abundantly clear that there is a wide discrepancy that placing the 
burden on the Commissioner to show the sibetaritial difference would 
not be an undue hardship. 

What we are seeking to avoid, and we fear this is a very real, 
practical fear, is that if it is not essentially expressed this way an in- 


experienced revenue agent may force a taxpayer to go to a great deal 
of work in building up the historical approach, because he fears that 
it might result in a different basis than is obtained under the shortcut 

he Cuarrman. How can the Secretary or his delegate determine 
what the results would be under the more exact rule if no computa- 
tion is made by the taxpayer? 
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Mr. Wiis. Usually, you have some specific transactions which 
would be sufficient to show that there is a wide variance, such as a 
sale of a partnership interest in the prior year when no election was 
made to increase the partnership basis of property to reflect that sal 
or where you have had a distribution of. partnership property an 
there has been no election for an adjusted basis or when a partner has 
reported a partnership interest with a fair market value that is either 
higher or lower than his adjusted basis of the property at the time of 
contribution. 

Those are pretty much the categories of situations where you may 
be gm to use the historical method rather than the shortcut 
method. 

And we believe that the Commissioner would have little difficulty in 
showing there is enough variance there so that you should not use the 
shortcut method unless you can make an adjustment under the short- 
cut method to overcome that difference. 

The Cuarrman. I am trying to follow that. Is it your thought 
that, if you leave it as it is, in some instances we create unintended 
hardships and that we could avoid this by shifting the burden; is that 
the philosophy ? 

r. Wiis. Mr. Mills, I don’t think it is an unintended hardship in 
taxation which results. The hardship only comes in in having to do 
a lot of pencil-pushing which we feel in most instances is needless. 

We think the same result is reached under the shorteut approach 
and, therefore, it should be permitted as a general rule and that there 
should be a rather unusual rule requiring the Commissioner to show 
why it should not be used. 

e CuarrMan. I know, but the alternative rule is evidently here 
because of the difficulty in some instances in applying the general rule; 
is that right? 

Mr. Yes, sir. 

The CuHarrman. Why should not the general rule which is more 
exact be age in those cases where it is possible to apply it without 
going to t 
compute ? 

If you let everybody use the less exact rule, I still do not understand 


e alternative rule which is not as exact but easier to 


how the Secretary would have this information so he could reach this © 


conclusion that there was no substantial difference without the tax- 
payer going through the same procedure anyway. 

r. Witu1AMs. Mr. Mills, we recognize the problem and I think we 
in the advisory group would be very happy with some other approach 
than the one that we have. Our approach perhaps adopts the un- 
usual expedient of shifting the burden to the Commissioner on this 
matter. We felt there should be a strong statement in the committee 
report that it was certainly the intention of the committee and of the 
Congress that the shortcut rule should be applied in the great bulk 
of cases and that the Commissioner should not require the longer 
method simply because he feared there might be some difference. 

The Cuarrman. Mr. Mason. 

Mr. Mason. You are placing the burden on the Treasury if they 
say and they believe that it is necessary and the taxpayer will take 
the shortcut unless the Treasury says, “No, sir; you have to take the 


long method, because we believe the difference is so great that we do 
not want to permit you to use the shortcut.” 


th 
ex 
( 
an 
ma 
its 
of 
a 
the 
wh 
eve 
tax 
anc 
ma 
cla 
we 
pos 
to. 
, gre 
7 
sect 
of : 
to 
you 
ame 
I 
me! 
basi 
able 
Jan 
figu 
mos 
may 
that 
poli 
ship 


AMEND INTERNAL REVENUE CODE 39 


Is that the idea? 

Mr. WituraMs. Yes, sir. 

Mr. Mason. There is good reason then to place the burden upon 
the Treasury. If they imsist that the shortcut is going to be very 
expensive to them, they ought to prove their case. 

r. WituiAMs. We thought so, sir. 

Mr. Mason. That is all. 

The Cuarrman. Are there any further questions on this point? 

Go right ahead, Mr. Willis. 

Mr. Wiuuts. Recommendation No. 6, appearing on pages 13, 14, 
and 15 of the report, has to do with section 706(b) dealing with chang- 
ing or adopting a taxable year. 

tion 706(b) (1) of the present law provides that a partnership 
may not change to or adopt a taxable year other than that of all of 
its principal partners unless it establishes a business purpose therefor. 

Phe adoption of the taxable year by a new partnership where all 
of the principal partners do not have the same taxable year creates 
a problem. ‘The statute is silent with respect to this problem and if 
the statute were construed literally, a newly formed partnership, 
whose partners had different taxable years, would have to apply in 
every instance to the Commissioner for approval to establish an 
taxable year at all. The regulations took a very sensible prosssions 4 
and provided that in this situation the new partnership may as a 
matter of right adept a calendar year as its taxable year. 

We believe that is a very sound result in a situation that needs 
clarification, but we feel that it should be in the statute itself and 
we recommend codification of that rule into the statute in our pro- 
posed section 706(b) (1). There have been some objections in respect 
to this part of the recommendation from some of the professional 

roups. 
The Crairman. On that point, Mr. Willis, you are talking about 
section 706(b) (1) I believe. 

Mr. Wits. Yes, sir. 

The Cuatrman. There are some people who feel that in the case 
of a formation of a new partnership, the partnership should be free 
to select any fiscal year it may desire. Your report indicates that 
you do not recommend this, apparently because of the substantial 
amount of tax deferral which this otherwise would permit. 

Is that the thinking of the group? 

Mr. Wits. Yes, Mr. Mills, it is. 

There are two points with respect to that. 

First, we attempted to obtain statistics from the Treasury Depart- 
ment as to the number of partnerships that were on a fiscal year 
basis. I think it would have been very revealing if we had been 
able to find out how many partnerships were on fiscal years ending 
January 31, et cetera, throughout the year. Unfortunately, those 
figures are not available. 

We do feel, based on our personal experiences, that in the past 
most. partnerships have adopted fiscal years that would result in a 
maximum deferment of the payment of tax on the partners. For 
that reason we did not believe that we could recommend a change in 


ney in reversal to the free election of a fiscal year for a new partner- 
ship. 


ich 
= 
ler 
of 
‘ay 
in 
che 
rt- 
rht 
fed 
rat 
in 
do 
ich 
ere 
OW 
ere 
le; 
ore 
out 
to 
his 
aXx- 
we 
ach 
his 
tee 
the | 
ulk 
ger 
hey 
ake 
the 
do 


40 AMEND INTERNAL REVENUE CODE 


Second, there has been a possible change in the picture as the result 
of the adoption in 1958 of subchapter S. 

Subchapter S, which of course deals with the election of a corpo- 
ration to have its income taxed directly to the shareholders, affords 
certain types of partnerships which previously could not elect a fiscal 
year the opportunity to form a corporation, to elect to have the income 
taxed to the shareholders, and put that corporation on a fiscal year 
basis, consequently you can, through subchapter 5, obtain a fiscal year 
and a deferment of the payment of income tax which you cannot 
obtain through the formation of a partnership. 

We felt that that was a difference between a partnership and a sub- 
chapter S corporation, and we did not feel sufficiently aggrieved by 
the fiscal year situation to recommend that the partnership should be 
given a free choice as to taxable year. 

There are considerable advantages in subchapter S as compared 
with subchapter K. However, there are areas where subchapter K 
is preferable to subchapter S. We felt if we were going to say that 
all of the advantages given to taxpayers in subchapter S be adopted 
in subchapter K, it might just as well be recommended that all the 
advantages of subchapter K go over to subchapter S. And that would 
be a real headache. 

Section 706(b)(2) deals with the change of a taxable year of a 
principal partner. The present section 706(b) (2) says that a partner 
may not change to a taxable year other than that of a partnership in 
which he is a principal partner, unless he establishes a satisfactory 
business purpose for the change. 

It is possible to read into the present statute the right of a partner 
in a partnership to automatically change his taxable year to coincide 
with that of the partnership without obtaining any approval from 
the Internal Revenue Service. 

The regulations have taken a contrary position, and we believe 
soundly so. Once again we feel this should be made clear in the 
statute. Accordingly, we recommend that section 706(b) (2) spell 
out that a partner may not change his taxable year except as provided 
in section 442. 


In the process of this amendment, we also deleted the requirement | 


that the partner show a business purpose for change in his taxable 
year. We felt this reference was unnecessary, since business purpose 
is necessarily a part of the process of obtaining permission to change 
the taxable year under section 442. 

The Cuatrman. Mr. Willis, are you concerned about the regulations 
under section 442 because they apparently deny the taxpayer the right 
to change his taxable year where he has a valid, substantial business 
reason for doing so, if this change also happens to result in significant 
tax benefits 

Mr. Wiis. Yes, sir; we are concerned with that, and we discuss 
it on page 14 of our report. We feel that the fact that there is a 
substantial deferment in the reporting of income from a partnership 
is a matter that should be examined and considered along with other 
facts in determining whether or not the primary purpose for the 


changing of the taxable year of the partnership is a sound business — 


purpose or is for tax deferment. 
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We believe that the regulations at the present time place undue 
emphasis on the tax-deferment aspect, and we believe this results in 
it being extremely diflicult to obtain an approval for a change in the 
taxable year if there is any tax deferment at all. We would appre- 
ciate the help of the committee in at least stating the thought that 
this should not be as important a criterion as seems to be indicated in 
the Treasury Department regulations. 

The Cuairman. The general theory, of course, of section 442, as I 
understand, is to prevent a change for purposes of obtaining a sig- 
nificant tax benefit. Is that true 

Mr. Wiis. Yes, sir. 

The Cuairman. And the regulations relating to the partnership 
problems in this area would of necessity follow the same thinking? 

Mr. Right. 

The Cnarrman. If we make a change here with respect to partner- 
ships, new could we avoid making a change with respect to other tax- 

avers ¢ 
: Mr. Wiis. We think the change should be made with respect to 
all taxpayers. We think that the emphasis placed in the regulations 
under section 442 is wrong with respect to all taxpayers. 

The CuHairmMan,. Has the advisory group analyzed the possible effect 
in some taxable year upon revenue of making such a decided change 
with respect to all taxpayers 4 

Mr. Wituts. Mr. Mills, I don’t believe there will be any significant 
change. We all agree that the fact that there is a deferment of the 
payment of tax is a proper matter to be examined in determining 
whether permission should be given to change the taxable year. 
However, if there are business purposes that can be advanced that 
outweigh the tax deferment as the primary cause for the change of 
taxable year, we think the permission to change should be granted 
even though there is incidentally a deferment in tax. 

The CuHarrman. I would imagine that you could find some legiti- 
mate business reason for the change in most every case involving sig- 
nificant revenue effect, could you not ? 

Mr. Wituts. Yes, sir; but the Internal Revenue Service has been 
through lots of these reasonable causes and has not too much difficulty 
in separating the chaff from the wheat. 

The Cuainman. I am just fearful that if we go along with this 
and apply the same thinking to all taxpayers, we may well be openin 
up some situation that would come back and haunt us as we procee 
in some taxable year. 

Mr. Wituis. Mr. Mills, the language of the regulation which we 
take exception to is: 

If the effect of the change is to defer a substantial portion of the taxpayer's 


income, or to shift a substantial portion of the deductions, from one year to 
another so as to reduce substantially the tax liability of the taxpayer, the 
change will ordinarily not be approved. 


Now, we feel that is too strong language. We have no objection 
at all to that being considered as a factor. But the regulations say 
that when there is a substantial deferment the change of the account- 
ing period ordinarily would not be approved. We feel this is almost 
a mandate to the ruling section not to grant permission to change an 
accounting period if there is any deferment of income. 
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The CuairMaAn. What you are suggesting is this: That even though 
there may be a significant revenue effect, you would still permit the 
Secretary or his delegate to allow deferral where in his opinion there 
was a sound business reason for the change even after due regard is 
given to the revenue consequences ! 

Mr. Yes, sir. 

The CHairRMAN. You are not making it mandatory at all? 

Mr. Wits. No, sir. 

The CHairman. You are popes for a continued use of discre- 
tion, but based upon different considerations. Is that fairly stated? 

Mr. Wits. Yes, sir; very well stated. 

The Cuarrman. Are there any further questions on this point? 

Go ahead, Mr. Willis. 

Mr. Wiis. Recommendation No. 7 on pages 15 and 16 of the re- 
port deals with section 706(c), close of a taxable year upon the death 
of a partner. 

Under section 706(c) (2) (A) (ii) the taxable year of a partnership 
does not close upon death of a partner during the partnership taxable 
year. This provision prevents the bunching of income in the final 
return of a deceased partner in the case where the taxable year of the 
partner differs from that of the partnership. 

However, the present provision overlooks the fact that you may 
have a case where bunching is not important because the partnership 
and the partner have the same taxable year, say the calendar year. In 
that case, if the partnership taxable year does not close as of the date 
of the death of a partner, solely with respect to that partner, this 
denies the deceased partner the opportunity to offset in his final return 
income from the partnership against personal deductions and personal 
exemptions. It may also deny the tax saving that would result from 
the filing of a final joint return by the deceased partner and his surviv- 
ing spouse. 

The regulations recognize this deficiency in the statute. They went 
as far as possible in providing that if there were a binding agreement 
for the sale of a partner’s interest as of the date of his death and all of 
the terms were specified and all were ascertainable as of the date of 
death, then the taxable year would close with respect to that partner 
as of the date of his death. 

However, the situation described in the regulations is a highly un- 
usual one and we do not believe it can be en er in many cases where 
it is desirable to close the partnership year as of the date of death. 
We think there should be a more readily available rule. Accordingly 
we propose that in section 706(c) (2) there be established a general 
rule that the partnership year does close with respect to a deceased 
partner as of the date of his death. 

This general rule will take care of the ordinary run-of-the-mine case 
where the partner and the partnership are both on the calendar year 
basis, the partner dies, and it is taxwise desirable that the partnership 
tax year close as of the date of his death. 

owever, under our proposal the successor in interest of the de- 
ceased partner, usually his executor, may elect not to have the partner- 
ship taxable year closed with respect to the deceased partner as of 
the date of his death, in which event the income would flow over and 
be reported by the executor in the fiduciary return and would be 
income in respect of a decedent. 
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Further, under our proposal if there is a buy-and-sell agreement 
which provides for the sale of a partner’s interest as of the date of his 
death, which is not an uncommon provision, the successor in interest 
may elect to close the partnership taxable year for the deceased part- 
ner as of a date following his death even though technically his inter- 
est is sold as of the date of death. 

The election permits the income to flow over to the estate of the 
deceased partner. We believe there should be some sort of time limi- 
tation inserted by the committee. One limitation that appeared to 
be satisfactory would be the period for filing the partnership tax 
return for the year during which the partner died. Our report con- 
tains no provision limiting the time for making the election, although 
we now concede that a reasonable time limitation is desirable. 

With respect to other professional groups, the American Bar Asso- 
ciation has made a similar legislative recommendation. One other 
professional group believes that we are on the right track, but that 
our general rule and the alternative rule should be reversed. The 
general rule should be the continuation of the partnership year and 
the alternative should be the closing. 

We feel that the general rule is properly expressed in our recom- 
mendation, both because it is one that we feel is most apt to protect 
the uninitiated, which is our primary concern, and also because it tends 
to reduce the very troublesome problem of income in respect of a 
decedent. If the partnership year closes with respect to a deceased 
partner we do not have income with respect to decedent as to his 
interest in the partnership. If the partnership year continues until 
its regular end, notwithstanding the death, then the deceased partner 
has the problem of income with respect to the decedent. 

So we feel our approach, one, protects the uninitiated and, two, 
avoids complexities of income in respect of a decedent. 

The Cuarrman. Mr. Willis, does the advisory group consider this 
one of its more important recommendations ¢ 

Mr. Wits. Yes, sir. We consider it very important. If we were 
to raise the most important ones, I think we would include the re- 
ite a this one, section 736 revision, and the collapsible part- 
nership. 

The CHatrman. Do you believe that this recommendation needs 
prompt action ? 

Mr. Wiis. We considered recommending retroactivity in this one 
provision because we felt the present rule was unfair. We ran into 
so many complexities in trying to set up retroactivity and alternative 
rules not to have retroactivity that we finally decided that it was just 
as well to let those cases go as they might in the prior years. 

However, I would certainly feel that if there is anything that is 
noncontroversial and desirable from the viewpoint of protecting the 
small deceased partner, it would be this provision, and we would feel 
most happy to see more prompt action taken on it than could be taken 
on the balance of our recommendations. 

The CHatrman. This is perhaps as drastic a recommendation, so 
far as its effect upon the existing situation is concerned, as any that 
you made? 

Mr. Wituts. Yes, sir. 
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The Cuarrman. You suggest here a complete reversal of the pres- 
ent situation. I would like to know more about your theory for making 
this recommendation. Does it result from some belief that you have 
that under the present situation there are undue hardships created ? 

Mr. Witiiams. Yes. Perhaps an illustration might be helpful. As- 
sume a man is a member of a partnership that reports on the calendar 
year and he himself reports on the calendar year. 

Assume he «dies on December 29 and the partnership year does not 
close. In that situation the partnership year does not close as to him, 
There will be nothing reflected in his final income tax return repre- 
senting any income from that partnership for that year. Thus his 
final return will not show any partnership income. It may be prac- 
tically all of his income. His normal eaieape. his charitable con- 
tributions, his exemptions, and so forth, are in effect lost. 

There is no right to split this partnership income with the spouse, 
because the partnership year actually terminates 2 days after his 
death. The partnership income attributable to the deceased partner is 
now taxable to the executor, who can’t file a joint return with the wife, 
who can’t take the individual exemptions and deductions for charit- 
able contributions, interest paid, taxes, and so forth. Thus, under 
existing law, you can get some unconscionably inequitable results be- 
cause there was no buy-and-sell agreement under which the partner- 
ship interest was sold as of the date of the death, and therefore the 
partnership year didn’t terminate as to that deceased partner at the 
date of his death. This is a situation in which the code is operating 
inequitably and creating an unintended hardship that probably was 
not anticipated by anyone. 

The CHarrMan. Then generally speaking, we can conclude, I pre- 
sume, that it is to the benefit of the heir of the deceased partner to 
close the partnership year at the time of the death of the partner? 

Mr. Witurams. Normally, but not where you have a bunching situa- 
tion. It was with the bunching situation in mind, I assume, that the 
code took its present form in 1954. It was to prevent the hardships of 
the bunching of income where the partners’ taxing period was. 
different from that of the partnership itself, and as a result of death 
and closing of the partnership year as to the deceased partner, in ef- 
fect you had 2 years taxable income of the partnership going into one 
single return of the partner. 

That was what they avoided in the 1954 code, but in doing it left 
this gap that I have tried to describe. 

_The Cuamman. Under your suggestion you still avoid that situa- 
tion. 

_ Mr. WituiaMs. It would because it would allow an election in those 
cases where you would otherwise have bunching. 

The CHatrrman. What would be the effect on revenue of this sug- 
gestion, if any ? 

Mr. Wiu1aMs. We really have no basis to estimate it, except we do 
not feel it would be very substantial. 

The Cuatman. If this thing is so important that it needs to be 
acted upon promptly because there are so many of these cases of hard- 
ship, I wonder whether the Government is taking sizable amounts 
of revenne in a way that constitutes a sizable number of hardships. 
Then if we eliminate the sizable number of hardships it would appear 
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that we also might be eliminating revenue the Government otherwise 
would be taking. 

Mr. Witiams. Mr. Mills, I don’t know what the statistics would 
show as the number of partners who die during any 1 calendar year. 
It would be interesting to know that. Perhaps we could evaluate the 
seriousness of the problem if we had that information. 

The Cuarrman. Is it possible if we should run into a situation of 
discovering or learning from the Treasury that there is a sizable 
amount of revenue involved in this that we could answer that problem 
and still do what you suggest ? 

Mr. Wuutas. Mr. Mills, I don’t think that there is going to be a 
substantial amount of revenue loss for the reason that this provision 
will be of primary importance to the small partnership of two or three 
men running a corner grocery store or the equivalent, where they 
hardly know anything about the tax law. The first time they become 
acquainted with the problem is when a partner dies and a revenue 
agent comes around and they find that they cannot throw into that 
partner’s final return his share of partnership income. 

It has to go over into an estate income tax return. The whole amount 
is very small. I don’t think that the revenue significance is great. If 
I get into a more substantial partnership, ways and means can be 
worked out under present law to close the partnership taxable year 
as the date of his death, if that is significant to do so. 

The Cuarrman. That is the information I was seeking. Then the 
very result that you would provide as a general rule can prevail under 
existing law with respect to those who have substantial amounts in- 
volved and therefore are more likely to plan their partnership affairs 
in this respect quite carefully ? 

Mr. WiuiraMs. Yes, sir; it can. 

The CuHarrman. However, in the process of applying the general 
rules of existing law, there are many people who are not as well in- 


_ formed, representing the smaller partners or the estates of smaller 


partners, that might well be foreclosed from receiving what the larger 
estate could receive under existing law. Is that correct? 

Mr. Yes, sir. 

Mr. WiixraMs. Of course in estimating the revenue loss also you 
have a problem of when during the year does the average partner die, 


_ because the deaths are going to occur daily throughout the taxable 


period. When death occurs at the end of 15 days of a new taxable 
period, you haven’t much distributive share involved. If it occurs 
at the end of 360 days, then it is the bulk of the partnership year’s 
pose, so to make a revenue estimate itself is going to be a difficult 
roblem. 

r The CHairman. Let me ask you, Mr. Williams, are you in the case 
of a death of a partner applying a general rule comparable to that of 
the individual ? 

Mr. Witrtams. Yes. Also, what we are proposing as a general rule 
would be the general rule under the State law applicable to partner- 
ships. It would be the result the average partner would expect to have 
occur. 

The Cuamman. If he were not a partner that would happen to him 
under the law anyway ? 
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Mr. WiuutaMs. That is correct. If he were in a sole proprietorship 
= would terminate his year at the date of his death and take into 

is final return his income up to that moment. 

This brings the general rule of partnership in line with the general 
rule applicable to individuals, that is correct. 

The Cuarrman. That is what I am getting at. 

Mr. Kxoex. Do you not run into again the philosophical question as 
to whether we are justified in retaining a pression seemingly, and in 
some cases concededly, inequitable just because the change in that 
pean might have an adverse effect on revenues, however large or 
small ? 

The Cuarrman. Of course this committee is always concerned about 
revenues. 

Mr. Keocu. I understand that. 

The Cuarrman. We always take that into consideration. 

Mr. Keocu. Are we not also equally concerned with revenues in- 
equitably obtained ? 

The Cuarrman. Oh, yes; the record of the committee clearly dem- 
onstrates that. 

Mr. Wis. Mr. Mills, I might point out that the situation with 
which we are most concerned is the commonplace case of the partner- 
ship on a calendar year basis and of course the partner would nor- 
mally be on a calendar year basis too. 

The statistics developed by the Treasury Deparetment in its 1953-54 
report showed at that time that the age of almost half of the partner- 
ships reporting was less than 4 years. 

The HAIRMAN. Mr, Willis, if you have concluded now with respect 
to your seventh recommendation, let’s adjourn until 2 o’clock. 

Mr. Wiis. Very good, sir. 

The Cuarrman. We will reconvene at 2 o’clock. 

(Whereupon, at 12:50 p.m., Tuesday, February 24 
mittee adjourned, to reconvene at 2 p.m., the same day.) 


AFTERNOON SESSION 


The Cuatrman. The committee will please come to order. 

We had reached your eighth recommendation, I believe, Mr. Willis. 
We will have to make better time this afternoon than we did this 
morning to cover all of them. But we do hope we will be able to cover 
all the recommendations. I realize some of your more important ones 
are yet to be discussed. 


STATEMENT OF ARTHUR B. WILLIS, CHAIRMAN OF THE ADVISORY 
GROUP ON SUBCHAPTER K, ACCOMPANIED BY LAURENS WIL- 
LIAMS, MEMBER OF THE ADVISORY GROUP—Resumed 


Mr. Wriu1s. That is correct, sir. 

Mr. Williams has a comment he would like to add to the last recom- 
mendation we have been discussing, No. 7. 

Mr. Wiiu1ams. My attention was called during the noon hour by 
one of the men who had acted as a technical adviser to this advisory 
group, that the Congress has amended the Self-Employment Tax Act 


1959, the com- 
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- in such manner with respect to the self-employment income of a de- 


ceased partner to tie in completely with the advisory group recom- 
mendation No. 6. 

The Cuarrman. All right. 

Mr, Wis. The next recommendation is No, 8, section 707(b), 
which deals with certain sales or exchanges of property with respect 
to controlled partnerships. This appears on pages 16 through 19 
of our report. 

The present statute provides in section 707(a), that as a general 
rule a transaction between a partner and a partnership, where the 
partner is not dealing in his capacity as a partner, shall be recog- 
nized as though it were between the partnership and a stranger. 

Section 707(b) provides exceptions in certain cases of sales between 
a partner and partnership or between two partnerships where there 
are certain specified relationships. 

The first situation with which section 707(b) deals is losses incurred 
on such sales. The loss is disallowed under the present law if the 

artner owns directly or indirectly more than a 50 percent interest 
in the partnership, or in the case of a sale between two partnerships, 
if the same persons own directly or indirectly more than a 50 percent 
interest. The present provision is patterned apparently after section 
267 (a) (1) dealing with losses between related taxpayers. 

The present law in the area of gains on sales between a partner 
and a controlled partnership or between two controlled partnerships 
provides that if the property sold is other than a capital asset and 
if the partner involved owns directly or indirectly more than an 80 
percent interest in the partnership or if there is a common interest 
of more than 80 percent in the case of a sale between two partnerships, 
the gain is taxable as ordinary income. 

The advisory group has several recommendations for changes in 


section 707(b). In both the gain and loss provisions the advisory 


group suggests that the word “partner” be changed to “person.” This 
is to make it clear that the loss may be disallowed or a gain may be 
taxed as ordinary income, even though the person making the sale 
is not. directly a partner, if the person selling the property is so re- 
lated to a partner that the rule should be in operation. 

Further, in connection with both the gain and loss provisions, the 
advisory group recommends that the words “directly” or “indirectly” 
be deleted as being unnecessary because of the prescribed areas of 
relationship. } 

We also have some changes affecting the loss provisions only. We 
recommend that the provisions be expanded to cover losses between 
& partnership and a corporation or a trust where there is a common 
ownership of more than 50 percent. These are our proposed sub- 
paragraphs (C) and (D) of section 707(b) (1) Ntesytay on page 19. 


Also an expansion is proposed in section 707(b) (2) (C) as to alloca- 


tion among the partners of gains on a subsequent sale by a partner- 
ship of property which was acquired from a partner in a transaction 
in which a loss was not allowed. 

There seems to be little controversy among the professional groups 
who have reviewed our recommendations A oh 
that I have discussed to this point. 


ut any of the changes 
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In addition the advisory group recommends certain changes affect- — 


ing the gain provisions. 

t is recommended that the recognition of ordinary income rather 
than capital gain on a sale between a partner and controlled part- 
nership a ply only when the property sold is depreciable property, 
This would bring section 707(b) into conformity with section 1239, 
after which it is apparently patterned. 

Second, the constructive ownership would be limited as in the 
= section 1239, to a spouse, minor children, and minor grand- 
children. 


The professional groups who have commented on our recommenda: | 


tion in this area are in agreement that there should be conformity 
between the partnership provision and section 1239 dealing with sale 
to a controlled corporation. However, the thought has been ex- 
pressed by some of these professional groups that section 1239 is itself 


deficient and rather than to amend section 707(b) to conform to sec- 


tion 1239, there should be amendments to section 1239. 

We thought this outside the scope of our advisory group, and we 
are hoping by this recommendation to focus the attention of the com- 
mittee on the disparity in the treatment of the two situations and sug- 
gest that there should be a correlation between the two of them, what- 
ever direction that might take. 

One further recommendation that we have deals with a transaction 
between two partnships. Under our recommendation the loss would 
be disallowed only if there is a common interest of more than 50 per- 
cent. The gain would be taxed as ordinary income only if there 
were a common interest of 80 percent. Under the present statute 
if the A-B partnership in which A has a 90 percent interest and B 
has a 10 percent interest sells property to the B-A partnership in 


which B has a 90 percent interest and A a 10 percent interest, a loss | 


would be disallowed and a gain, if it resulted from sale of propert 
other than a capital asset, would be taxed as ordinary income. We 
fee] in this case there is not such a common interest as should result 
either in disallowance of a loss or taxation of the gain as ordinary 
income. The common interest is only the 10 percent that each owns 
in both partnerships or a total common interest of 20 percent. And 
it is our feeling that that is not a sufficient common interest to bring 
into operation the rules for the disallowance of the loss or the taxa- 
tion of the gain as ordinary income. 

The Cuairman. Mr. Willis, this is one of the really difficult areas of 
the entire code, not just with respect to partnerships as you point out, 
but with respect to other situations within the code. 

Here we are talking about so-called arms’ length transactions, talk- 
ing about controlled partnerships, where the partnership deals with a 
partner and vice versa, and how to characterize the income derived 
from such a transaction. Generally speaking what you are trying 
to do in your recommendation is to conform the treatment in the case 
of the partnership-partner situation to that of the corporation and 
the stockholder ? 

Mr. Wiiu1s. That is correct, sir. 

The Cuamman. You have indicated dissatisfaction, as I understand 
your statement, with the general treatment even in the case of the 
corporation and stockholder, have you not ? 
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emcee We have not expressed any dissatisfaction, but the 
thought 

The CuarrmMan. I am sorry. I thought you did in your oral pre- 
sentation just a few minutes ago. 

Mr. Wis. No,sir. I did not mean to. 

The CuarrMan. I misunderstood you then. 

Mr. Wiiu1s. The various professional groups that commented on 
our advisory group recommendation with respect to the gain provi- 
sion have suggested that section 1239 is not sufficiently restrictive, that 
there should be more areas where gain is taxed as ordinary income on 


- the sale by an individual to a controlled corporation. This would be 


accomplished by an expansion beyond the depreciable property con- 
cept and also by including a wider scope or relationship than the 
spouse, minor children, and minor grandchildren. The advisory group 
has taken no position with respect to whether section 1289 should be 
amended. We merely suggested that the partnership provision should 


_ be made to conform with the provisions of section 1239. 


The Cuatrman. May I impose upon you, and I have great respect 
for your legal ability, both of you, to inquire whether you are presently 
entirely satisfied with the rules which apply in the case of corporations 
and stockholders, because here we are making the rules of the part- 
nership-partner transaction conform generally with the rules of the 
corporation and stockholder. 

Mr. Wits. Mr. Mills, I think these are the areas of problem in the 
section 1239 problem. One, should it be confined to depreciable prop- 
erty. Perhaps depletable property should also be included, because 
if the property sold to the partnership is subject to cost depletion you 
can obtain the same kind of benefit through a sale and a resulting 
stepped-up basis that you get through depreciation. Part of the an- 


| swer to that suggestion is that in many instances percentage depletion 


allowed under the code is so far in excess of cost depletion that the tax 
basis of depletable property is a relatively immaterial factor. 

The second area of question is whether or not the degree of rela- 
tionship including only the spouse, minor children, and minor grand- 
children is sufficient to take care of some of the major areas of tax 
avoidance. I believe there may well be areas where brothers and sis- 
ters and others of somewhat broader relationship than those specified 
™ section 1239 might make a sale to a corporation to get. a stepped-up 

asis. 

The third question is whether the 80-percent point is too high. Un- 
der present section 1239, it may be desirable and worthwhile as a tax- 
avoidance device to make a sale to a corporation in which you own 
only 79 percent even though the other 21 percent was owned by people 
unrelated to the stockholder making the sale. Mathematically it could 
work out that the seller’s tax benefit from the stepped-up base, with 
respect to his 79-percent interest, was more than sufficient to pay him 
for the capital gain that he paid individually on the sale. 

The Crramman. You are saying in your recommendation, as I un- 
derstand it, that capital gains treatment will not be available in the case 
of a controlled partnership situation when property involved in the 
transaction is depreciable. Is that what you are saying? 
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Mr. Wuuis. And if there were the 80 percent interest. We agree 
that there should be ordinary income, corresponding to section 1239, in 
such a case. 

The Carman. Should the same rule apply in the case of the amor- 
tization of leaseholds not coming under section 167 ? 

Mr. Wis. Yes, perhaps the same rule should apply. Once again 
if it applies in the partnership area, it probably should apply to a sale 
to a controlled corporation under section 1239. 

The Cuarrman. What I am getting at, Mr. Willis, is your thought 
with respect to whether or not it might be well for the committee to 
look to the rules that apply with respect to the corporate-stockholder 
situation before we conform the rules of partnership to that. 

Mr. Wiuts. Mr. Mills, I have no delegation of authority from the 
advisory group to recommend anything about section 1239. We feel 
the partnership area should conform to section 1239. We thought asa 
matter of fairness to the committee I should refer to the fact that some 
of the people who commented on our report criticized section 1239 as 
presently constituted. We have no recommendations with respect to 
what should be done in section 1239. 

The Cuarmman. I have been somewhat critical of the existing sec- 
tion 1239. And I am asking you these questions because I am some- 
what intrigued with your new idea of defining a common interest; I 
thought this idea might be usable in a larger scale than merely in the 
case of partnerships. 

Mr. Wiuus. It certainly could be used in a sale between two cor- 
porations. 

The Cuarrman. That is right. 

Any further questions? 

Mr. Wuu1aMs. Mr. Chairman, I think I might say, Mr. Willis, that 
there is no question but that the advisory group believes that whatever 
the committee does in this area should be correlated with what it does 
in the corporate area. In other words, we see no policy reason why 
there should be either stricter or less strict rules in the partnership 
area than we have in the corporate area. 

The Cuamman. What are you trying to do here actually? Now let 
me see if I can get back of your reasoning. 

In the adoption of this new concept, are you trying to more accu- 
rately define this matter of substantial adverse interest between the 
parties? Is that what you are trying to more accurately define? 

Mr. Wiis. Yes; that is a part of it, Mr. Mills, although, I think 
that as Mr. Williams stated, the primary concern is that this is an 
area where we feel the problem is the same in the sale to a controlled 
corporation as a sale to a controlled partnership. We do feel there 
should be a correlation in the tax results and the tax rules. 

The Cuamman. Do you help us, though, with respect to the thought 
of trying to prevent these schemes that may be developed purely for 
purposes of tax advantage ? 

r. No, sir, in a way we do not. To do that we would have 
to make recommendations on a complete overhaul of section 1239. We 
did not understand that that was within the scope of our advisory 
group. 

The Cuarrman. It was not. But when you get to the situations 
that cannot be corrected with a certain area of the code, without the 
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correction in another area, we are always interested in any thoughts 
you may have aside from your specific responsibilities which will be 
of help to us in the broader field with which we must work. 

Mr. Wixuis. Speaking personally, Mr. Mills, I certainly think it 
would be appropriate to reconsider the rules in the present section 1239. 
That was one of the principal purposes in making this recommenda- 
tion, to obtain a focusing of attention on the rules of section 1239, as 
well as the rules in the partnership area. 

The CuarrMan. You say that because, in your opinion undoubtedly 
under section 1239, there can be cases of tax avoidance. 

Mr. Wiis. Mr. Mills, I will say this: I have used section 1239 on 
behalf of my clients to obtain tax benefits. 

The Cuatrman. That isright. Iam sure you have. 

Mr. Mason. 

Mr. Mason. He would not be a good lawyer if he did not. 

The Cuatrman. We already qualified him as being a very able 
attorney. 

Mr. Mason. Mr. Chairman, your statement is that we are now trying 
to conform this partnership relationship with the corporation rela- 
tionship to the stockholder, and yet the corporation relationship is not 
perfect. It is very far from being perfect. So perhaps before we 
make this change to conform with the corporation relationship we 
ought to go into that first. 

The Cuatrman. I think the advisory committee’s position is sound, 
that. whatever the relationship is in the one instance we should make 
the other conform. 

Mr. Mason. Yes. 

The Cuairman. However, you have doubt in your own mind as I 
have doubt in my mind, and as Mr. Mason may well have in his mind, 
that conforming these provisions solves the overall problem. But still 
whatever we do in the area of section 1239 we should be mindful of 
the area within subchapter K, to be on all fours with it. 

Mr. Wits. Yes, sir, precisely. 

The Cuarmrman. Any further questions on that ? 

Go ahead, Mr. Willis. 

Mr. Wits. Recommendation No. 9 deals with section 708(b) (1) 

(B). It appears on page 20 of the revised report. It has to do with 
termination of a partnership on sale to another partner of an interest 
of 50 percent. or more. 
_ Section 708(b) (1) (B) of the code now provides that a partnership 
is to be considered as terminated if, within a 12-month period, there 
is a sale or exchange of 50 percent or more of the total interest in 
partnership capital and profits. 

The sale of a partnership interest by a partner to another partner 
will terminate the partnership if the interest sold is 50 percent or 
more. So that if C with a 50 percent or ter interest in the part- 
nership sells his partnership interest to his partners A and B, the 
partnership will be terminated. 

However, the regulations provide that if the interest of a partner 
is liquidated by distribution from the partnership, there is no termi- 
nation even though the interest liquidated is in excess of 50 percent. 
This disparity in treatment of the two transactions places too much 
emphasis on form in our opinion. We feel there should be no dif- 
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ference with respect to the termination of the partnership in the one 
case as contrasted with the other. Accordingly, we propose an addi- 
tion to section 708(b) (1) (B) specifying that if the sale is made to 
other partners, who have been members of the partnership for a period 
of at least 12 months, such sale shall not be included in determinin 
whether there has been a sale of a 50-percent interest such as woul 
cause a termination of the partnership. 

The reco Bar Association has submitted a similar legislative 
proposal. 

e Cuarrman. Mr. Willis, just for purposes of this record, what 
is the difference between a liquidating distribution and a sale of a 
partnership interest ¢ 

Mr. Wiis. In a liquidating distribution, the entire amount for 
the retirement of the interest of the partner is paid by the partner- 
ship, out of its assets. In the case of a sale, which we commonly refer 
to as a cross purchase arrangement, some of the partners individually 
buy the interest of the partner who is being retired and thereafter 
they own his interest: by virtue of that purchase and it does not affect 
the partnership, as such, directly. 

e Cuarrman. There is a distinct similarity then between the mat- 
ter of a liquidating distribution and a sale. 

Does it follow, then, that the same rule applicable to one with 
respect to a termination of a partnership should apply in the case 
of the other? 

Mr. Wiis. We think it should, Mr. Mills, for this reason: In the 
A-B-C partnership where we have C with a 50-percent interest, and 
he wants to get out, the partnership may have sufficient cash to be 
able to liquidate his interest. If it does not, and frequently it will 
not, A and B may be required to contribute to the partnership enough 
cash to fund the retirement of C’s interest. Particularly in that situa- 
tion there appears to be no substantial difference whether the inter- 
est is sold by one partner to the other two or whether the other two 
contribute money to the partnership and that money in turn is dis- 
tributed by the partnership in liquidation of C’s interest. 

The CHatrman. What is wrong with having just the reverse of 
your recommendation? In place of your recommendation why do 
we not say that a liquidating distribution of an interest of 50 per- 
cent or more terminates a partnership ? 

Mr. Wiuis. That is the other thing that might be considered, Mr. 
Mills. Certainly, the two should be made parallel so to reach the 
same result whether there is a purchase or a liquidation. 

The Cuarrman. Which is the better way in your opinion? 

Mr. Wits. It is our opinion that it is better not to have the termi- 
nation, that there are very few reasons from the viewpoint of the 
protection of the revenue why there should be an enforced termina- 
tion of the partnership. 

The CHarrMan. What is the difference taxwise, whether there is a 


termination of the partnership or not? 

Mr. Wituts. The principal difference is the loss of the taxable vear 
and perhaps a bunching of income, if the partnership has a fiscal 
year other than the calendar year. 

The Cuarrman. It distorts the income? 

Mr. Writs. It distorts the income of the partner. 
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The CHairmMAn. It does not reflect the true income of the partner 
in the taxable year 

Mr. Wits. That is correct. 

The Cuarrman. To terminate the partnership? 

Mr. Wuuis. That is correct. 

The Cuamman. Are there any further questions? 

Go ahead, Mr. Willis. 

Mr. Wiuus. Legislative recommendation No. 10, appearing on 
pages 20 through 24, inclusive, of the report, deals with section 721 
and section 722 of the present statute and a proposed new section 724. 

The entire area has to do with an interest in partnership capital 
exchanged for services. ‘This, gentlemen, is one of the most contro- 
versial problems that we hit in the whole area of our recommendations. 
The present law provides in section 721 that no gain or loss will be 
recognized to a partnership or to any of the partners in the case 
of a contribution of property to the partnership in exchange for an 
interest to the partnership. Some people have argued that this also 
covers the case where A and B who have a partnership and want C 
to come in and run the partnership agree that they will give C an 
interest in the capital of the partnership if he will come in to perform 
the operating functions. The regulations recognized the problem and 
provide that this was not a transfer of property to the partnership 
since services were being exchanged for the capital interest and there 
are cases holding that services do not constitute property for this 
purpose. 

Accordingly, the regulations say that the service partner who re- 
ceives a capital interest for his services is subject to income tax at 
ordinary income tax rates to the extent of the fair market value of 
the capital interest that he acquires. 

The advisory group believes that the approach of the regulation is 
sound in general, but that it should be embodied in the statute. It is 
a very significant point, and one that the taxpayers have a right to 
be alerted to as a basic part of the statute itself. 

The proposal takes the form of a new section 724 with conforming 
changes suggested in section 721 and section 722. 

Section 724(a), which you will find on page 28 of the report, deals 
with the service partner. It provides that he is required to include 
in income the amount determined under subsection (c). Now this 
service partner, who has income from the capital interest that he 
acquires, is considered under our proposal to have been paid for his 
services in money and to have contributed that money in turn to the 
partnership. Thus he acquires a basis for his interest in the part- 


nership. 


This applies only to a capital interest received for services. If in 
the case cited C were to receive merely an interest in future profits in 


_ exchange for his services, he would have no immediate taxable gain 
_ because he would be taxed on his share of income as it was earned. 


Section 724(b) deals with the partners relinquishing part of their 
interests in partnership capital. Those partners are entitled either to 
deduct as an expense item the value of the interests they give up or 
they get an addition to basis of their partnership property, depending 
on whether the transaction basically is an expense in nature or whether 


_ it is a capital improvement in nature. 
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Section 724(c), and this perhaps is the most controversial part of 
our entire recommendation, deals with the amount taken into account, 
If the partnership interest is not subject to limitations as to trans- 
ferability at the time acquired, then the income of the service partner 
is realized when he acquires the capital interest and it is whichever 
is the lesser of (1) the fair market value of the partnership interest 
at the time he acquires it, or (2) the transferee partner’s proportionate 
share of the partnership’s adjusted basis of its property. 

On the other hand, if the interest is subject to restrictions or limita- 
tions on transferability, taxable gain is deferred until such time as 
those restrictions or limitations are removed and the taxable gain 
then becomes whichever is the least of three alternatives. 

Mr. Keogh, we have noted your correction of last year’s print, and 
we apologize for our grammatical error in using the “lesser.” It 
should be the “least.” 

The income to the service partner who acquires a capital interest 
that is subject to restrictions or limitations is whichever is the least 
of the following 3 items: (1) The fair market value of the services, 
(2) the fair market value that the interest in the partnership capital 
would have had at the time received by the service partner had it 
not then been subject to limitations or restrictions, or (3) the trans- 
feree partner’s proportionate share of the partnership’s adjusted basis 
of its property. 

I would like to point out as we have read over the draft since 
the last meeting of the advisory group we believe that in reference 
to restrictions or limitations it should be expanded a bit and probably 
refer to substantial restrictions or limitations. 

Subject to that, we believe that the recommendation proposed is a 
sound one and should be adopted. The other professional groups 
have commented on this and about the only real objection that we have 
had is the matter of limitation of the transferee service partner’s 
income to his proportionate share of the partnership’s adjusted basis 
of the property. It has been pointed out that this is contrary to 
general tax concepts that where a taxpayer receives payment for his 
service in the form of property he is ordinarily subject to tax on the 
fair market value of that property. Our recommendation creates 
an exception to that well-recognized principle. The reason we in- 
serted the exception is that we also propose to give a deduction 
to the other partners. If there should be appreciation in the value of 
the property, it would also be necessary to recognize a gain on the 
capital that was transferred to the service partner, because in theory 
there would be a disposition of that property in satisfaction of a money 
liability for a greater amount. So we would have (1) taxable income 
to the service partner, (2) a deduction to the other partners, who 
were giving up some of the capital interest and (3) sort of an artificial 
creation of taxable gain to the partners giving up some of their part- 
nership interest. We felt that that was too complicated to justify 
its insertion even though we can see that theoretically it is more nearly 
correct than what we hava proposed. 

I might point out that the suggestion has also been made that 
perhaps a solution to it is to tax the service partner on the full fair 


market value of the capital interest that he acquires, but to allow a 
deduction to the other partners only to the extent of the proportionate 
share of the partnership’s adjusted basis of property given up. If that 
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f were done, it would avoid the problem of creating the artificial gain 
3 that I referred to. The objection to this is that it seems to be unfair. 
. Jt is'taxing the service partner on a greater amount and is allowing 
r  udeduction to the other partners ona lesser amount. 
r I think we are quite willing to submit this to the committee, pointing 
t out the fact that it is a difficult problem, that we do not necessarily 
e stand completely on our report with respect to this limitation of the 
roportionate share of the adjusted basis. We recognize the problem. 
While we feel that the result reached is a desirable one from the 
s viewpoint of simplification and we do not feel it would be abused too 
1 many times we do recognize the problem. Should the committee 
prefer to go some other route but follow the balance of our recom- 
1 | mendation we would not be unhappy. 
t The Cuatrman. Mr. Willis, let me see if I understand this: Are 
we here talking about the determination of what the basis should be 
t in the service partner’s hands of this capital interest that is trans- 
t ferred to him for services rendered ¢ 
I Mr. Wis. We are talking, first, about the amount of income on 
| which he will pay a tax. 
t The Cuairman. We are talking in that respect about how we meas- 
- wethat income in his hands? 
Mr. Wits. Yes, sir. 
The CHatrman. Under existing law what he gets for this service 
e that he renders to the partnership is ordinary income, is it not? 
" Mr. Wiuts. It is under the existing interpretation of the laws 
y embodied in the regulation. However, some very respectable attor- 
'  neys feel that the regulations exceed the statute, that you cannot tax a 
service partner on the receipt of a capital interest. They argue that 
section 721 is explicit in its terms and that such a transaction comes 
within the scope of section 721, which says there is no tax to the part- 
nership and no tax to any of the partners. 

The Cuarrman. All right. That is a problem. These types of 
arrangements are commonly used in the oil industry, are they not ?. 

Mr. Wiis. Yes, sir. 
| The Cuarrman. Are they commonly used in any other industry ? 

Mr. Wixuis. Yes. And they certainly could be used in other in- 
dustries to achieve quite a bit of tax avoidance, if something along 
the line that we suggest were not firmly in the law. 

For example, I can conceive that in my State of California where 
there is the motion picture industry, a studio might be willing to agree 
to contribute capital to a partnership to make a motion picture and to 
transfer a capital interest to high-salaried stars and producers, who 
would then take a lesser percentage interest because they would get 
some of their compensation at capital gains rates rather than get it as 
ordinary income. 

The CuatrMan. What I am trying to get in my mind to help me 
analyze your recommendation, is what is it about your recommenda- 
tion that is different from the regulations. Are not you telling us 
on the one hand that we should for purposes of being explicit in the 
statute enact the regulations themselves! Is that in part what you 
are saying ¢ 
| Mr. Wiiuts. We said that we feel that you should adopt specific 


recognition of the fact of ordinary income to the service partner 
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receiving the capital interest. Thereafter we deviate substantially 
from the regulations. 

The Cuarmman. You think that under existing law there might be 
an application to the service partner of the theory of no gain or loss? 

Mr. Writs. Yes, sir. 

The CHarrMan. Hecagmition of no gain or loss in these situations 
where service is rendered 4 

Mr. Wuuts. Yes, sir. 

The Cmairman. As a result there might be no tax paid at all. 
Your fear is that no existing law may provide that? 

Mr. Wuiuis. I think it is subject to that argument. 

The Cuairman. Therefore, what you are saying, is this: The regu- 
lations which try to interpret the situation, do properly assess this as 
being ordinary income? 

Mr. Wuus. Right. 

The Cuamman. And that we should in the interest of clarification 
make the statute so read ? 

Mr. Wiis. That is correct. 

The Cuarmman. But then you get to the question of what the basis 
is.. How do you measure the amount of the ordinary income? 

Mr. May interject a thought ? 

The Cuarrman. It is at that point that I have some question about 
your recommendation. Pardon me, Mr. Williams. Yes. 

Mr. Witu1aMs. The draft statute reaches the basis problem as the 
second step. 

The CHamman. Yes. 


Mr. Wituams. If you look at section 724(a) you will find that it | 


makes two provisions. 

Mr. Wuuis. Mr. Williams, excuse me. You are doing the same 
thing that I did. Mr. Mills is not using the basis as a technical term 
of art as we as tax attorneys use it. He is referring to measurement 
of gain rather than the basis of the interest. 

The Cuatrman. That is right. 

Mr. Witurams. That is what I am coming to. 

Mr. Wuuis. Excuse me. 


Mr. Wit1aMs. It says first this service partner shall include in his | 


taxable income an amount as ordinary income and, second, that that 
amount shall be deemed to have been contributed by him to the part- 
nership as in effect his capital contribution, therefore, that would be 
the measure of his basis of his interest in the capital of the partner- 


ship. 

Fie Cyaan. Let me ask you this question, then, to see whether 
or not this example is appropriate and if this result would occur 
under what you are talking about: 

If the value of the capital interest being transferred is $1,000 and 


the basis of this interest in the hands of the partners transferring the | 


interest is only $600, would the $600 then be the measurement of in- 
come for income tax purposes in the hands of the partner ? 

Mr. Wi1aMs. It would under this; yes, sir. 

The Cuarrman. That is what I am talking about. He has received 
$1,000. There is no way around that. That is the value of it. Why 
do we not include the $1,000 in place of the $600? 
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y Mr. Wis. If we include the $1,000, we would give the other part- 
ners a $1,000 deduction. 
The That is ible. 
? Mr. Wiis. We would also have a $400 gain to the other partners 
on the transfer of this capital interest with a basis of $600 and a pres- 
s ent value of $1,000. So that a fairly simple transaction now has three 
tax implications. One to the transferee, one as a deduction item to 
the transferors, and one as a gain item to the transferors. We felt that 
|. that was more complicated than was required for the circumstances, 
The Cuamman. Do you necessarily have to get into that situation 
just because this service partner must include this at $1,000 in his 
.. . meome? In this case do you of necessity have to give a deduction to 
3 | the old partners of the $1,000? Could it not be for them even 
though it is $1,000 for the service partner ? 
Does it necessarily follow that because it is $1,000 of income to the 
n ‘person providing the services that so far as the partnership is con- 
cerned, the old members have to have a deduction of $1,000? 
Mr. Wuuis. If we were going to have 5 fect symmetry in this 
ig particular provision, my answer would be “Yes.” If the service part- 
ner is going to be taxed on $1,000 by virtue of the transfer to him of 
the property having the basis of $600 but a fair market value of 
it $1,000, the other partners should be entitled to a deduction of $1,000. 
The Cnatrman. By the same token, though, Mr, Willis, if we fol- 
1e «low your recommendation we are not establishing true income in the 
hands of the service partner for tax purposes. 
Mr. Wixuis. Yes, sir; that is correct. 
it The CHarrMan. Clearly we are not. Now, this thing could become 
_abig matter. 
Mr. Wis. Mr. Mills, we do not feel it is likely to. We feel 
that there is a very important loophole, if we do not provide clearly 
nt in the statute for the recognition of ordinary income to the service 
cabage But the number of cases where you would have had a low 
sis and high value property that you could handle this way we 
believe would be sufficiently infrequent that we do not like to see 
the statute become unnecessarily complex to take care of probably 
is handful of cases. Now, we can be wrong in that estimate. Perhaps 
at it will be more than we think. 
t- The Cuarrman. I just know that when we treat something differ- 
be | ently for tax purposes from what it is in reality we run the risk of 
r- getting into difficulty because I have seen these provisions become 
used far beyond any person’s concept at the time of their enactment. 
er | Whenever we tax less than the value involved, as we would under 
ur this recommendation, I would think we would be opening the door 
to the use of partnership arrangements for purposes of reducing 
taxable income. 
he Mr. Wiis. Mr. Mills, your statements are very correct. And we 
n- | certainly recognize that. I think that the dilemma that your com- 
mittee is faced with is: one, whether for the purpose of simplicity 
to adopt the recommendation of our advisory group; two, if you do 
ed | not and are going to include the capital interest at its full fair mar|:et 
ry | value, whether a deduction should be allowed the other partners also 
for that full fair market value. 
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The CuarrmMan. I am interested in that. I think very frankly that 
this should be income at fair market value in the hands of the service 
artner. I am concerned about the thought that you advanced earlier 
that because we do that we must allow an equivalent deduction in 
the hands of the partnership. 

Now, do we or do we not in the interest of fairness and equity have 
to make that kind of arrangement ? 

Mr. Wiis. Mr. Mills, I think that you do have to make that kind 
of an arrangement, because if the partnership were well advised they 
could sell this property, report its gain, and use the sales proceeds 
to pay the service partner. In fact, they could even sell the interest 
to the service partner outside of the partnership in an independent 
transaction and you would get the same result. And I do not believe 
the step transaction rule would apply to that case because I think it 
reaches a technically proper result. ' 

The Cuarrman. You understand that my question is with reference 
to your word “lessen,” I guess, in trying to reach this basis. 

y further questions ? 

Mr. Mason. To clarify in my mind this transaction, if I can, there 

are five partners in a partnership having property worth $50,000 and 


each of them has a share in this amounting to $10,000. The business — 


is not running very well and they want to get in a man who knows 
how to handle it better than they have, so they give him a partner- 
ship interest worth $10,000, just like they have. Well, the total value 
of the partnership then is still only $50,000. So each of the other 


five original partners would have only $8,000 apiece and so each — 


has sacrificed $2,000 with the hope of making the partnership prosper. 
That is the situation that we are facing; is it not? 

Mr. Wuuts. Yes, sir; that is the situation. 

The Cuarman. Mr. Willis, for the purpose of the record, give us 
the kind of a situation that would likely result in this kind of con- 
tractual relation developing or being used. Give us an example of 
what kind of a situation. 

Mr. Wituts. If there were not a clear provision for the taxation? 

The Cuarrman. No., sir; I am talking about a partnership in which 
Mr. Mason, Mr. King, and I are partners. In this case suppose Mr. 
Ikard has some kind of a service that we want. 

_ Give us a concrete example of what it is we are talking about. 

Could he be the driller, for example, where we own the oil land?! 
Is that what we are talking about ? 

Mr. Wiu1s. I would rather keep away from the oil and gas situa- 
tion, because we have a specific exception. 


The Cuarrman. It is perfectly all right for me to stay away from | 


it. I merely want a specific illustration. 
Mr. Wuuis. We have a specific “eopiee in our proposed subsection 
(d) saying that this section shall not apply to any case where the 


transfer of interest in property would not create taxable income under 
existing rules and court decisions if a partnership were not involved. 
We put that in primarily because we recognized that in the oil and 
gas industry there were many situations where there was an interest 
acquired in property for services and the Treasury Department’s rul- 
ings, and the decisions by the courts have held that the service person 
did not realize any taxable gain in that situation. We felt that we 
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should not try to rewrite the existing tax law that might exist out- 
side of a partnership to create a trap that only applied to a partner- 
ship capital interest. 

The CuairmMan. What I am trying to establish is this, Mr. Willis: 
What kind of facts would have to exist for the four of us? Mr. Ikard 
wants to render a service and Mr. King and Mr. Mason and I are 
partners. Suppose we come to you as an attorney skilled in partner- 
ship matters and you advise us that we should enter into one of these 
arrangements wherein we transfer capital to the person performing 
the service and then make him a partner for the service he renders. 
What type of circumstances would exist for you to make that rec- 
ommendation tous? That is what I am getting at. 

Mr. Wixu1s. Let us assume that you are going to put up an apart- 
ment building, that Mr. Ikard is an architect. He agrees if you take 
him in as a pee 9 give him 25 percent of the capital as well as the 
profits, that he will do all the architectural work without making any 
charge at all to the partnership. 

The CHairMAN. fou are saying specifically in your recommenda- 
tion that whatever he gets for doing this in his hands is ordinary in- 
come ¢ 

Mr. Yes, sir. 

The CHarrman. Then we come to the point of determining how 
much income he has received ? 

Mr. Wiis. Yes, sir. 

The Cnamman. And if that 25 percent interest has a fair market 
value of $1,000 but a book value to us of $600, your recommendation is 
that he pay tax on $600 and not on the $1,000 ? 

Mr. Wits. That is correct. 

shee CuarrMan. Does everybody understand what we are talking 
about ¢ 

Mr. Ikarp. If I may inquire. 

The Cuarrman. Mr. Ikard will inquire. 

Mr. Ikarp. Now, what basis, and I use that in the loose, broad sense, 
would Ihaveinthis? Would it be the $1,000 or the $600? 

Mr. Wruis. Under our recommendation, if your taxable income 
were $600, your basis for the partnership interest would be $600. 

Mr. IKxarp. Yes. 

Mr. Mason. And you can be an expert in the grocery business and 
the four or five partners in it now are not doing very well and they 
can put you in asa partner because you are an expert. 

Mr. Ikarp. What you are actually talking about is the general man- 
agement service type of operation where a person performs a service 
rather than makes a capital contribution ? 

Mr. Wiis. That is an example of it. I think it could take al- 
most any form you want to visualize. 

Mr. IKxarp. It happens not infrequently in the legal profession. 

Mr. Wituts. Yes, sir. 

Mr. Ixarp. Where a complicated transaction is put together by a 
lawyer. 

Mr. Wits. Usually in the legal profession the interest acquired is 
only an interest in the profits because capital is immaterial. 

Mr. Ixarp. Yes. I see. 

The Cuamman. Mr. Betts. 
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Mr. Berrs. Could I ask a question ? 

In the example that was given, could a partner receive compensation 
other than the interest in partnership property? That is not clear 
to me. 

Mr. Wis. The only compensation that he receives is a capital 
interest in the partnership and he will be taxed on that capital interest. 

Mr. Wuu1aMs. It is as though if they were using corporate form 
the agreement was in exchange for the architect services, he would 
receive so many shares of stock in the corporation. There the law 
today would impose a tax on the architect as ordinary income on the 
fair market value of that stock. 

Mr. Berts. Yes. 

Mr. Wuu1Ms. In the partnership field we are suggesting that you 
test it on a fair market value of what he receives, analogous to the 
stock. However, his income would be limited to his share of the ad- 
justed basis of the property, the reason being that if we do not do that 
we get into some pretty difficult complications if we try to equate 
the partner who transferred a part of his capital interest to the archi- 
tect by giving him a deduction equal to the amount which is taken 
into income by the architect. 

Mr. Berrts. Mr. Chairman, to continue the analogy to the corpora- 
tion—I understand that the person who is given a share of the stock 
for his services becomes a shareholder in the corporation. 

Mr. Wiuurams. That is correct. 

Mr. Betts. The person who is given a part of capital of a partner- 
ship for services, is he a partner only up to the time his services are 
completed ? 

r. WituiaMs. No. This transaction contemplates that as a result 
of rendering services he will become a partner and will be the owner 
of a share of the capital of that partnership. For example, let us 
= take the apartment building. Assume that 10 men say, “We 
will each put up $50,000, we are the investors.” We go to the archi- 
tect and say, “If you will render all the usual services we will give 
you a 9-percent interest in the partnership.” Now the partnership 
is going to own a completed apartment building. So that in a sense 
even though title is in the partnership, this architect has income, the 
equitable owner, at least of one-eleventh, it would be, interest in that 
apartment building, you see. 

Mr. Berrs. He owns a share of it then as a partner / 

Mr. Wituiams. As a partner. 

Mr. Berrs. And shares in the profits after that ? 

Mr. Yes. 

Mr. Betrs. That is what I wanted clear. 

Mr. Mason. Yes. 

The Cuamman. Mr. Willis, let us get down to this business of doing 
something other than building apartments. There have been court 
decisions that have held, as T understand it, that income derived in 
certain situations for the performance of services is not for tax pur- 
poses treated as income. I do not know whether the Treasury has 
ever acquiesced in those decisions or not. But I think these decisions 
originated in the oil and gas business. You come along here in your 
recommendation and in the process of establishing a new section 724, 
you add a subsection which it can be argued oldatie the position 
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taken by the court in these instances, so that, if this is true, it then 
would be a matter of specific law, not just a matter of a court decision 
here and there, which would hold that services rendered in these 
instances will not be included as income. This occurs because you 
make these cases an exception to your general rule, do you not? 
Mr. Wis. Yes, sir. 
The CuatrmMan. May I ask you this: You may have in mind here 


_ clarifying the situation. But did you go into the question whether 


legally you think these old court cases are valid under the aang 
circumstances and whether you need to validate a situation which 
think under these court cases, is actually to be deplored ¢ 

Mr. Wis. Mr. Mills, once again we felt that the question of the 
correctness of the results reached by the courts in the general area of 
the acquisition of an interest in property in exchange for services was 
outside of the scope of our advisory group. We had a Texan on our 
advisory group who reminded us of the fact that these exceptions did 
exist and after kicking it around extensively we finally decided that 
we had no authority to create income simply because of a partner- 
ship transaction if there was no income under existing statutory law 
and particularly under existing judicial pronouncements. 

The Cuatrman, Actually, did this situation develop from an old 
ruling or from some old court cases ? 

Mr. Both, sir. 

a cap anarae What are the circumstances now under these old 
rulings 

Me WitutaMs. I think it might be helpful if I would suggest-—— 

The Cuarman. Mr. Williams, pardon me just a second. 

Mr. Wuuiams. Yes. 

The Cratrman. I am trying to find out what the circumstances 
are that gave rise, under these old rulings or old court cases, to a 
determination that there isno income. 

Mr. Wuutams. I am of the impression, sir, that they arise out of 
a very elemental and fundamental consideration. If I receive prop- 
erty in a taxable exchange in exchange for my services but that prop- 
erty has no ascertainable market value, you just do not know what it 
is worth, if it is worth anything, obviously you would not have any 


_ way of determining what amount I ought to include in income. And 


I believe that that was the basis originally of the growth of these rul- 
ings. In the early stage of development of a property before any- 
body had the remotest idea whether there was or was not any oil and 
gas on the property. ! 

The Crairman. Pardon me for interposing at this point. But 
here IT think we are satisfied that there is income arising in this case 
and that it should be treated as such. I think we are justified in taking 
that position regardless of old rulings or old court cases. 

Mr. Wiis. We thought it would be most unfortunate if in one 
case a taxpayer acquired an interest as co-tenant for services and 
under existing court laws and rulings he were not subject to tax and if 
in a second case just because of a little more activity of the individuals 
involved it were held to be a partnership for federal income tax 
purposes, he were subjected to a tax. That is the reason for the 
exception that we have in the suggested subsection (d). 

The Cramman. Any further questions ? 
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Go ahead, Mr. Willis. 

Mr. Witx1s. Recommendation No. 11 on page 24 of the revised report 
deals with sections 731 and 732 having to do with the extent of gain 
or loss on a distribution by a partnership and the basis of distributable 
property other than money in the hands of the distributee. 

The changes here are purely technical, primarily to delete the refer- 
ence to unrealized receivables and inventory items and change to 
section 751 assets. 

- If you do not mind, sir, I will not spend any more time on that. 

Recommendation No. 12 has to do with section 734, the optional 
adjustment to basis of undistributed partnership property. You will 
find this on pages 25 and 26 of the report. 

The present law in section 731(a) states that the basis of partner- 
ship property shall not be adjusted as a result of a distribution of 
property unless the partnership has elected under section 754. Section 

34(b) relates to the method of determining the adjustment where the 
appropriate election has been filed. Paragraph (1) provides for an 
increase in basis of partnership property to the extent of either the 
gain recognized to the distributee or the excess of the partnership’s 
basis of the distributed property over the basis that that property 
takes in the hands of the distributee. The present statute also provides 
for a decrease in the basis of the remaining partnership property to 
the extent of the loss to the distributee on the distribution and also 
for the excess of the basis of the distributed property in the hands 
of the distributee over the basis of that property in the hands of the 
partnership prior to the distribution. 

Now, the intended purpose of section 734 was to maintain an ad- 
justed basis for the partnership property that would conform to the 
aggregate of the adjusted bases of all partnership interests. However, 
because of prior partnership transactions, it may be that the partner- 
ship interests have already gotten out of kilter. For ensiagphe, there 
could have been a sale of a partnership interest and no election made 
to increase the basis of partnership property following that sale. 
Therefore, we have recommended that the adjustment be measured by 
a completely different rule; namely, by the difference between the 
partnership’s basis of the distributed property and the reduction in 
the distributee’s proportionate share of the adjusted basis of partner- 
ship property. 

Last year I gave an extensive example of that in my testimony on 
this point. I shall not repeat that at this time. I will point out that 
under the present law, under a given set of hypothetical facts, the 
gain recognized upon the distribution of the same dollar amount in re- 
tirement of the interest of either A, B, or C could vary depending 


upon the basis that A, B, or C had for his partnership interest. We do — 


not propose to change the determination of the distributee’s profit. 
However, under the existing law, the adjustment to the basis of the 
partnership Le tai would also vary depending upon whether the 
distribution of the money were made to A, B, or C because it is meas- 


ured by the amount of the gain to A, B, or C. Under our proposal the 
adjustment to the basis of the undistributed property would be the 
same regardless of which partner receives the distribution. By so 
doing we would be conforming to the general practice of the similar 
provision in section 743(b) dealing with the adjustment to basis of 
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the partnership property following the sale or transfer of the part- 
Eechip interest. This proposal has the approval of the professional 
groups that reviewed our report. 

The Cuatrman. Mr. Willis, does that complete your statement on 
recommendation No. 12? ! 

Mr. Yes, sir. 
_The Carman. Do you not have another point you wanted to 
make? 

Mr. Wuiuts. Thank you, sir. We also have suggested the adoption 
of a de minimis rule so that the adjustment will not have to be made 
even though there is a prior binding election if the amount. of the 
adjustment to partnership property which would result is not greater 
than $1,000. This is the de minimis rule intended to avoid the annoy- 
ance of having to make trifling adjustments to partnership property. 

The CuatrMan. You are giving further alternatives, are you not? 

Mr. Wuuts. Yes, sir. 

The Cuairman. Actually, did you consider whether or not in place 
of simplifying the situation you might be bringing on greater com- 

lications ie taxpayers having to go through another alternative to 
unin whether or not their tax situation has improved under this 
one or that one? 

Mr. Wis. No, sir; we do not think so. We feel that in any case 
where it is at all significant the amount is going to be considerably 
in excess of $1,000. This is to take care of the very small case and 
we do not think that the Treasury Department or the taxpayers either 
one will be concerned over the application of this de minimis rule. 

The CuatrmMan. Does it bother you that they may have to go 
through different computations in order to determine which repre- 
sents the greatest advantage to the taxpayer ? 

Mr. Wits. No; I do not think that will be a problem, sir. 

The Cuarrman. I see. 

Mr. Knox. 

Mr. Knox. Mr. Willis, you stated that the rules under 734 had the 
meceval of the professional groups that were subject to the provisions 
of the recommendations; is that correct ? 

Mr. Wiis. There was no disagreement to it. Yes; it seemed to be 
generally accepted in the reports they filed with us. 

Mr. Knox. At any time were any of the nonprofessional partner- 
ships consulted as to whether they agreed with the provisions of the 
tule as set forth and recommended by your study committee ? 


Mr. Wiuuts. No, sir; because the ——— groups that I re- 
ferred to were reviewing this from the viewpoint of application to 
‘partnership other than professional partnership. They by virtue of 
their interest will probably be the only ones looking into this. 

Mr. Knox. Thank you. 

The CuHarrman. Really the ones you are referring to, Mr. Willis, are 
various bar groups and various other organizations that you submitted 
this matter to? 

Mr. Wits. Yes. 

The Cuarmman. Go right ahead, Mr. Willis. 

Mr. Wuu1s. Recommendation No. 14 deals with section 735(a),. 
character of gain or loss in case of sales or exchanges of distributed 
property. This is on pages 26 to 28 of the report. Under the present 
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law if a partnership distributes unrealized receivables and thereafter | 
the distributee partner sells those unrealized receivables, the dis. 
tributee partner realizes ordinary income on the sale. If a partner. 
ship distributes inventory and if the distributee sells the inventory 
after holding it for a period of less than 5 years he would have 
ordinary income. If the distributee holds the inventory for a period 
in excess of 5 years he may or may not have ordinary income. It is 
not necessarily fixed by statute that he would have ordinary income, 

The advisory group has three proposals in connection with section 
735(a). First we deal with the donee or transferee of the distributes 
partner. The statute as it is presently drafted covers merely the dis- 
tributee partner himself so that if an unrealized receivable or an in- 
ventory item were distributed to A, A could not sell that property | 
without having ordinary income. However, it is possible to interpret 
the statute as suggesting that if A made a gift of that distributed 
pe arid to his children or to someone related to him or if he trans- 

rred it to a corporation in a nontaxable exchange that perhaps the 
transferee could thereafter sell that item of inventory or that 
unrealized receivable and obtain capital-gain treatment. 

We felt this should not be done and therefore we have recommended 
an amendment to the statute which you will find about half way 
down on page 27 providing that this applies not only to a distributee 

artner but also to any person whose basis for the property received 
is determined in whole or in part by reference to the basis of such 
property in the hands of the distributee partner. In our written 
comments we perhaps made the mistake of emphasizing too much 
the donee part. That is only one example. Certainly it should be 
understood it is our intention this would apply to any transferee who 
took a basis dependent upon the original distributee’s basis. | 

The second change that we have proposed in section 735(a) is the 
elimination of the 5-year holding period rule. As we shall cover 
later this afternoon, our advisory group has recommended the deletion 
of section 751(b) dealing with the recognition of gain upon the non- 
prorata distribution of unrealized receivables or appreciated inven- 
tory items. We felt in view of that deletion that we should give 
greater protection to the revenue, by deleting the 5-year rule in sec- 
tion 735(a) so that inventory no matter how long held would con- 
tinue to be inventory. 

Lastly, we propose certain technical changes to reflect the deletion 
in section 731 of the definitions of unrealized receivables and inven- 
tory items. | 

The professional groups have commented on this recommendation. 
The only query that we have had as to the advisability of our recom- 
mendation is the deletion of the 5-year rule. I should point. out to 
you, too, that the advisory group in subchapter C is proposing the 
addition of a 5-year rule in case of a distribution by a collapsible | 
corporation of inventory or other ordinary income property. This - 
is in section 343(c) of the proposed changes as will be presented to 
you by the subchapter C advisory group in the next day or two. | 

I think this is one of the areas of inconsistency that perhaps will 
have to be ironed out. 

The Cratrman. Actually, is it an inconsistency? Are the facts | 
in the two types of cases really the same? 
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Mr. Wiiuts. No, sir. There can also be cases where there will be 
no tax under their proposal because they are adopting a basis over. 
basis approach to the distribution. If each stockholder receives an 
aliquot share, in their terminology, of all of the assets of the corpora- 
tion, there would be no gain on distribution attributable to appre- 
ciated assets. 

The CuatrMan. In case of a donee of the distributee you are just 
merely transferring this right through with the basis of the property ; 
are you not ¢ 

Mr. Wiruis. Yes; and the character. 

The CHairman. So the donee would be treated when he sells the 
property just as the distributee would have been treated ? 

Mr. Wiis. Yes; he would have the same basis. 

Mr. Wrixiams. And character of the property. 

The Cuatrman. That is right. That sounds to me like a very 
satisfactory rule. Your elimination of the 5-year limit is necessary, 
is it not, in view of the changes you made in section 7514 

Mr. Wituts. We believe it is, sir. 

The CHarrman. If we adopt your recommendation with respect to 
751 we have to do that? 

Mr. Wuuts. We think so. 

Tho Cuarrman. All right. Go right ahead. 

Mr. Wutuis. The next recommendation deals with one of the most 
important sections in subchapter K. It is recommendation 14, sec- 
tion 736, dealing with amounts paid to a retiring partner or to the 
successor in interest of a deceased partner. This is on pages 28 to 
34 of the revised report. 

Prior to the 1954 code, there was great confusion concerning the 
tax treatment of payments made to a retiring or deceased partner in 
excess of the fair value of his interest in the specific partnership prop- 
erty. The 1954 code sought, in a very commendable manner, to solve 
that confusion and to lay down specific rules so that the taxpayers 
would know whether the payments in excess of the payment for the 
interest in the partnership property would be treated as income pay- 
ment or would be treated as a property payment, a capital expendi- 
ture. Section 736 as it presently is constituted is also an outstanding 
example of the flexibility of subchapter K. It is intended to and does 
afford the partners the opportunity to agree among themselves as to 
whether certain kinds of payments ny a income payments or cap- 
ital payments. 

Under the present statute the payment for a retiring or deceased 
partner’s interest in the partnership property must be treated as a 
capital payment. There is no option with respect to that. Payments 
other than for the interest in partnership property may, under con- 
ditions specified in the statute, be treated either as income payments 
or as capital payments. 

There are two exceptions to these general rules, One is that if 
the partnership has unrealized receivables, those unrealized receiv- 
ables necessarily fall into a special category and payment made for the 
retiring or deceased partner’s interest in the unrealized receivables 
is an income payment. That cannot be controlled by agreement 
among the partners. 
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The second exception deals with goodwill. If the partnership 
agreement specifies that a payment is to be made for the retiring or 
deceased partner’s interest in partnership goodwill then that also is 
treated as a capital payment. If the partnership agreement does not 
so specify then this payment is nse 4 as an income payment. There 
are several significant proposed changes. 

I will discuss each separately and state the areas of possible dis- 
agreement on our recommendation and then invite your questions 
with respect to each one of these subpoints, Mr. Mills, if that meets 
with your approval. 

There are several suggested legislative changes. All of the sug- 
gested legislative changes appear in section 733 and section 734. 

Now, the first significant proposed change is in the concept of a dis- 
tributive share. Under the present code, section 736(a) (1), a dis- 
tributive share is a payment made to a partner that is based upon 
partnership income. A guaranteed payment is one that is not based 
upon partnership income. There is a possible distinction between the 
two as to the time of the deduction of the payment by the partnership 
and the time of the inclusion of the payment in the return of the 
recipient. 

In section 736(a) (1) the advisory group proposes the addition of 
a new limitation which is to the effect that the amount must be paid 
or payable by the 15th day of the 4th month after the close of the 
partnership year in order to constitute a distributive share even though 
it is based on partnership income. Thus if a retiring partner or the 
successor of a deceased partner is to receive 10 percent of partnership 
income but if under the buy-and-sell agreement that is not payable 
until some time after April 15, assuming a calendar year partnership 
this would be transformed from a distributive share to a guaranteed 
payment. And it would make a difference to both partners. It would 
make a difference because if it were a distributive share it would be a 
reduction of the income of the partnership for the year by which it was 
measured. If it were a guaranteed payment it would be a deduction 
by the partnership and hence includible in the return of the recipient 
in the year the payment was accrued or paid. 

We felt that there was a need for this because cases could arise where 
the payment is to be made to a retiring partner or to the successor of @ 
deceased partner, based on the percentage of partnership income for a 
specified year such as the year 1959 but payable over a period of 5 years 
or 10 years. Under the present law there is confusion whether that is 
distributive share each year or a guaranteed payment. 

The professional groups have reviewed this. One group suggested 
that our proposed section 736(a) (2) would create problems in estimat- 
ing income for purposes of filing a declaration of estimated tax. We 
were not persuaded this was a valid point. 

It was also suggested that confusion could arise over the year in 
which the amount is paid or payable. We think there is no confusion 
but we are quite willing to leave that for further consideration by the 

legislative draftsmen and by your committee. 

The tax section of the American Bar Association felt that the 

neral provisions of the — law satisfactorily cover the matter. 

o legislation was required. 
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My own conclusion, as I have stated, is that the statute should be 
clarified, with a provision along the lines of our recommendation. 

That is the first proposal in 736. 

The Cuamman. Mr. Willis, you spell out, here, the definition of 
what might be called billed receivables, which have not previously 
been reported for income tax purposes. 

These, I believe you state, must always be treated as section 736 (a) 
payments; therefore they would result in ordinary income to the 
retiring partner or heir of the deceased partner. 

However, in your supplementary report of December 1958, you pro- 
vide that other unrealized receivables, which might be called unbilled 
receivables, may be treated as either section 736(a) payments, there- 
fore as ordinary income to the recipient, or as section 736(b) payments 
and therefore as a capital distribution. 

First of all, is this difference in treatment justified? If it is, does 
it bother you that there is a possible conflict, or not? Why should not 
all of it be treated as ordinary income to the recipient ? 

Mr. Wiuuis. If I may, I would like to go back to subchapter K as 
it presently exists and the definition of unrealized receivables. 

Section 751(c) defines unrealized receivables as being the rights to 
payment, to the extent not previously included in income, for services 
rendered or to be rendered or for goods delivered or to be delivered. 
We felt that this was too broad a definition, and that it tended to 
overlap into the normal area of what is goodwill. 

For example, it is quite possible, under the broad definition of un- 
realized receivables in the present code, to reach the conclusion that 
if a manufacturing partnership has firm orders on its books for the 
delivery of merchandise over a period of a year or 2 years in the 
future, and if a retiring partner received payments for his interest in 
that partnership, he might realize ordinary income, to the extent at- 
tributable to his interest in the unrealized receivables. We were satis- 
fied in this particular case that the backlog of business on the books 
of the partnership was really goodwill. That is part of what goodwill 
is, the expectation of making future profits. So we decided that we 
ely like to get away from this concept of defining unrealized receiv- 
ables. 

In our first approach, we referred to accrued income items. We 
meant accrued in a straight accounting sense, not in the broad sense 
that the Supreme Court adopted in the case of Helvering against En- 
right. 

nthe comments received from the professional groups, two of them 
took exception to our proposal, stating that we were only applying 
this concept to actually billed time, and if we were considering, for 
example, a professional partnership the unbilled time for services 
already rendered should be just as much ordinary income as the billed 
time for services already rendered. 

We were not fully persuaded, but we were partially persuaded. It 
seemed to us that this work in process, this unbilled time for services 
rendered, also had some aspects of goodwill. 

Accordingly, in our supplementary report, we have adopted a com- 
promise. We have suggested that where there are other rights to un- 
realized income they should be included in the concept of income 
items, just as in the case of the billed items, unless the partners agree 
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to the contrary. So we have given the partners the option amon 
themselves to determine whether these unbilled items are to be treat 
as payments for goodwill or as payments for an income item. 

he CuarrMan. Even if the present definition of unrealized receiv- 
ables is too broad—and that seems to be the position of the advisory 
group—-is the correct line of demarcation one between the billed and 
the unbilled receivables? 

Now, how can we say that we should treat the unbilled receivables 
as resulting in capital gain? How does the element of goodwill enter 
there? Do we have the line of demarcation properly drawn if we at- 
tempt to distinguish between billed and unbilled receivables? 

r. Wituis. You can carry it one step further and take the case 
of a wealthy client of a law partnership who died the day before a 
partner is selling his interest in that partnership. 

We will assume that under the State law in this particular State 
there is a statutory fee allowed for probating an estate. It is obvious- 
ly going to produce a very handsome income to the partnership, but 
not a bit of work has been performed. 

In a sense, it is hard to distinguish that case from the value of this 
unbilled time, which, in the professional partnership, is frequently 
extremely difficult to value, because no agreement has been reached 
by the client as to the amount to be billed for the services up to that 
time. And in fact, you have got to increase the service and get certain 
results before you know what, if anything, you have done. 

The CHarrman. What I am disturbed about is that it is just a mat- 
ter of chance, really, as to whether one is billed and one unbilled. 

I might be a partner in this business that does the bookwork. And 
I am busy right now expecting to bill everybody. But I get down 
through the C’s and I drop dead of a heart tod Well, I have got 
some receivables that I included in the billing before I died, but there 
pa . lot of other things that were not included at the time of my 

eath. 

Now, do we want to draw a line of demarcation on that kind of a 
happenstance, and say that in one instance we may accord capital 
gain or loss treatment and in the other instance ordinary income? I 
cannot escape the conviction that both of them ought to be ordinary 
income. 

Mr. Wiuis. Are you disturbed about it from the viewpoint of the 
revenue 

The CHarrmMan. Well, no, not necessarily. I just cannot justify a 
line of demarcation in tax law that is predicated upon a happenstance. 

Mr. Wiis. Mr. Mills, suppose that we have agreed in the same 
partnership agreement among the partners that the goodwill of the 
partnership is worth $100,000, and we have four equal partners. 
Under the present law, we permit the partners to agree among them- 
selves as to whether that $25,000 payment for the interest in goodwill 
is an income payment or a capital payment. We suggest the same 
treatment with respect to the payments for this unbilled time. We see 
no reason why we should, in the statute, force a certain conclusion upon 
the partners, but feel rather that it should be left to them to decide. 
We give them an alternative here. 

The Cuarrman. But not in respect to those that are billed. 

Mr. Wits. No, sir. 
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The Cuairman. Now, what is the difference ? . 

Mr. Wits. Because, as to the amounts billed, we feel there is no 
question that that is the fruit that is hanging on the tree, and it cannot 
be transferred. 

Mr. Mason. The fruit is hanging on the tree whether billed or 
unbilled. 

The Carman. I am not treating it lightly. I know it is a very 
serious problem. But I just raise the question whether or not a line 
of demarcation—providing that this is capital gain, and that is ordi- 
nary income—should be predicated upon just chance. 

Mr. Wiiuts. We felt that there was no doubt about the necessity 
of treating billed time as an ordinary income item. We agreed the 
partners should have no opportunity to convert that into something 
else. Once we got beyond that, the whole area as to what constitutes 
unrealized rights to receive income is so vague and shadowy that we 
thought it better to leave it in the area of the decision by the partners 
themselves. 

If we go to the contrary, I fear that we would have more litigation 
over the concept as to what is included in this definition of “other 
rights to unrealized income” than we would be happy to have. 

The Cuarrman. Your fifth recommendation in this group on see- 
tion 736 has to do with the case where all of the distributions are made 
ina 12-month period, does it not ? 

Mr. Wis. Yes, sir. 

The Cuarrman. As I understand it, this is intended to provide for 
the ordinary case where an individual is simply withdrawing from a 
partnership. There is no intention on the part of the partnership then 
to provide him with what might be classified as ordinary income. Is 
that the situation we are talking about ¢ 

However, it has been suggested to me that if this rule is applied in 
the case of a deceased partner, there will be a step-up in basis with re- 
_ to all of the payments made to him, since then only capital 

istribution would be involved. 

Now, is that true, or not ? 

Mr. Wixu1s. I am going to have to go back with you, sir, and re- 
establish the picture. 

Are we still on this unbilled time ? 

The Crarrman. I am talking about No. 5, the one dealing with 
distributions made in a 12-month period. 

Tam sorry. I am looking at the summary. 

Do you have that before you? Page 9. I am talking about the 


_ one that is characterized there as being your fifth specific rule. 


Mr. Wuu1s. Yes, sir. 
The Cuarrman. At the bottom of page 9. Is that a valid critici 
in your opinion? If it is, should this rule apply only in the case o 
the retiring, and not the deceased, partner ? 
Mr. Wits. I do not think that is completely true, sir. 
ag — I think that is a matter that probably would need fur- 
study. 
| The Crarrman. I do not know what the Treasury position is, but 
I would imagine that on Friday they would want to discuss the possi- 
bility of applying this rule only in the case of the retiring partner. 
Mr. Wiius. I think that is a defect in our draft, Mr. Mills. If you 
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look on page 32 of the revised report, the last sentence preceding 
(f) states: 

However, if the amount received is greater than the value of the former 
partner’s share of the partnership property, this excess may be treated as an 
amount coming under subsection (a) if the partners so agree. 

Once again, we say “if the partners so agree.” I think it should be 
further examined. 

The Cuamman. Had you gone into whether or not it should apply 
to the deceased partner? I know what you are saying is that this rule 
should apply to the retiring partner. Should it also apply to the de- 
ceased partner ? 

Mr. Wixuts. Here is what we were really trying to cover: Ina 
situation where the partners agreed on a lump-sum payment, we felt 
that for the most part they contemplated a capital transaction. They 
are buying a whole bundle of property interests and not intending to 
make it an income payment at all. Where you have payments spread 
out over a period of time, we felt there was more an inclination to have 
some portion of it as an income payment. 

We were trying to put ourselves into the position of the uninformed. 
We thought that the restriction of this 12-month rule would be desir- 
able to tend to express the intention of the parties with respect to the 
transaction. I cannot recall the reason that this is in our draft. It 
ties in again to the proposed elimination of section 751(b). 

The Cuarmmnan. I will not pursue that point any further, Mr. 
Willis. 

In your treatment under section 736, you are providing various 
alternatives that can be used or that vol permit agreements to be 
reached outside of the partnership agreement, and, actually, after the 
death of the deceased partner. Is that not true? 

Mr. Yes, sir. 

The CuarrMaNn. Does this involve any problems, in your opinion, in 
determining what agreement is reached where the heirs of the de- 
ceased partner want one and the remaining partners want another. 

Mr. Wis. If the parties cannot reach an agreement, then the gen- 
eral rule specified in the statute will apply. 

The CHarrman. You have made provision for that ? 

Mr. Wituis. Yes, sir, we have made provision where no agreement 
can be reached. We have rules set up as to what happens then. 

The CHarrMan, So there must be an agreement between the heirs 
of the deceased partner and the other partners as to the alternative! 

Mr. Writs. That is correct. And the purpose of this, once again, 


was to take care of the poorly planned partnership, where the matter | 


was not thought about until one of the partners died. We wanted 
to give them the opportunity to work out the section 736 payments. 
The Cuamman. Did you have anyhing further to say on 14? 
Mr. Wiis. Yes, sir. I would just like to call your attention to the 
fact that we have some concern over this concept of the unrealized 
rights to income that you questioned me about a little earlier and 


whether or not it would constitute income in respect of a decedent | 


under our present definition. 
_ I do not want to get into the technicalities of it except to point out 
that I think there may be a technical deficiency in the tie-in between our 
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recommendations in section 736, including the supplementary report, 
ioe the enggeated definition of income in respect of a decedent under 
section 

The Cuarrman. Let me ask you: Has that been corrected in the bill 
that we introduced ? 

Mr. Wits. No, sir. 

The It has not? 

Mr. Wits. No, sir. 

The Cuarrman. No. 15 is not anything more than conforming? 

Mr. Purely technical. 

The Cuarrman. No. 16 is merely the de minimis rule applied in that 
situation ? 

Mr. Wis. Plus the separate election. It really comes under sec- 
tion 754 and the elimination of the two-basket allocation under sec- 
tion 755(b). 

_ The Carman. Let us go then to collapsible partnerships. This is 
the one you mentioned earlier. 

Mr. Wiis. Yes, sir; this is one of the most important ones. 

Under the present law, a part of the sales price of a partnership 
interest is allocated to the selling partner’s interest in unrealized re- 
ceivables and substantially appreciated inventory of the partnership, 
and the amount so allocated is treated as derived from the sale of 
property other than a capital asset. 

There are problems of definition to which I previously referred in 
connection with unrealized receivable. 

There are also, unfortunately, problems in the present law of defini- 
tion of inventory items, with the unfortunate and unintended inclu- 
sion of trade accounts receivable arising from the sale of goods as 
being inventory for the purpose of this particular provision. f 

Under the present statute, there is a twofold test of substantial ap- 
preciation of inventory. 

- First, the fair market value of the inventory must exceed 120 per- 
cent of the adjusted basis of the inventory. 

Second, the fair market value of the inventory must exceed 10 per- 
cent of the fair market value of all partnership property other than 
money. 

: Uroler the present law, under section 751(b), if a partnership is a 
collapsible partnership, and if it makes a distribution to its partners 
that 1s non-pro rata with respect to the unrealized receivables or ap- 
preciated inventory items, then taxable gain is recognized to the 
partners. 

_ The most controversial recommendation that we have in this field is 
TICb). I shall take up first. It is the proposed elimination of section 

Under the present code, it operates in this way: In the ABC partner- 
ship, which has substantially appreciated inventory, if a distribution 
of money is made to C in retirement of his interest, then C has ordi- 
nary income to the extent that he received payment for his share of 
the partnership’s unrealized appreciation in its inventory. If a dis- 
tribution is made to C of property that has a fair market value greater 
than its adjusted basis to the partnership, then taxable income is rec- 
ognized on both sides. It is recognized as to C because he has sold 
his interest in the inventory, and he has ordinary income. It is also 
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recognized as to A and B, because they have exchanged their interest 
in the property distributed to C for his interest in the inventory. 

It is a very complicated provision, particularly in its application 
to current distributions by a partnership. If the partnership has un- 
realized receivables or has appreciated inventory, you always have 
the question as to whether any unbalancing of the capital accounts is 
to be treated as a distribution in partial liquidation that would bring 
into operation section 751(b). 

We have proposed the complete elimination of section 751(b) feel- 
ing that its complexities overshadowed its significance as a revenue 
protector. 

However, we proposed an amendment to section 755(b)(1) that 
would prohibit any adjustment being made to section 751 assets, a 
term I will define later. In general, the term encompasses something 
akin to the old definition of unrealized receivables, plus inventory. 

Also, we propose, as previously mentioned, a tightening of the rules 
in section 735 dealing with the subsequent sale of distributed partner- 
ship property. 

Our proposal will prevent the conversion of ordinary income, trace- 
able to unrealized receivables or inventory items, into capital gain, 
However, very clearly, our proposal does permit a certain amount of 
potential shifting of ordinary income among the partners. 

Objections have been raised to our proposed elimination of section 
751(b) on the ground that it might result in detriment to the revenue, 
and it has particularly been pointed out that this could be true in the 
case of a family partnership. 


We believe that the area of possible shifting of ordinary income — 


among partners through a distribution is a fairly narrow area, and 
that not too much is involved in the way of potential loss through the 
use of it as a tax avoidance device. 

We also point out that the general rule with respect to the alloca- 
tion of property contributed to a partnership under section 704(c) (1) 
permits a similar shifting of ordinary income in the case of a con- 
tribution to a partnership of appreciated inventory. That is the 
general rule, and there are no nadieds laced around it. We do not 
believe that it is likely that there will be any more abuse of the dis- 
tribution provision than there is of the contribution of inventory items 
to a partnership. 

The objection has also been raised that we are drawing a distinction 
in the case of a collapsible partnership between a sale of a partnership 
interest and a distribution by the partnership in retirement of that 
interest. If the individual sells his partnership interest, he will have 
ordinary income to the extent of his gain attributable to his section 
751 assets. If he receives a distribution in retirement of his interest, 
he would have no more than capital gain, and it has been suggested 
that this is a result that should not be reached solely because of the 
difference in the approach to the two problems. 

The answer, in part, to this second argument is that if a partner 
sells his partnership interest, the partnership may elect to adjust the 


basis of partnership property and get a ee, basis with respect _ 


to the section 751 assets. Therefore the collection of tax on ordina’ 


income upon the first transaction is offset by the absence of taxa 
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income with respect to the transferee partner, upon the conversion 
of the section 751 assets into money. 

Further, it should be pointed out that where the interest is liqui- 
dated, as I previously stated, there is no adjustment that can be made 
under our proposal to section 751 assets. 

Now, the American Bar Association has recommended the reten- 
tion of section 751(b), but only in connection with the distribution 
and complete retirement of a partner’s interest. Thus, it would be 
eliminated in its application to a distribution in partial retirement 
of a partner’s interest. The advisory group feels this does not go 
far enough. 

If the possibilities of tax avoidance under the advisory group’s 
proposal are considered significant, then it is suggested that considera- 
tion be given to adding a provision somewhat similar to that of pres- 
ent section 704(b), to the general effect that if a distribution of — 
nership property is made for tax avoidance purposes and not for a 
business reallocation of interests among the partners, then the rules. 
of nonrealization of gain or loss would not apply. Instead the 
partner receiving the distribution would be taxed as though he had 
sold his partnership interest to someone else. We would rather see 
that sort of an in terrorem provision put in as a club against the 
misuse of the distribution area, and eliminate, as we have suggested, 
the complexities that we have under present section 751(b). 

Mr. Mason. Who would be responsible for determining that fact, 
the Treasury, or the taxpayer? 

Mr. Wituis. Which fact, Mr. Mason? Whether or not it had been 
misused ¢ 

Mr. Mason. The fact of whether or not it was done for tax avoid- 

ance 
Mr. Wittis. Mr. Mason, one of the very interesting factors with 
respect to these in terrorem provisions is that you accomplish a lot 
more good than you perhaps realize. It is men like Mr. Williams 
and I who are responsible for a fair proportion of tax avoidance by 
skillful reading of the law. 

On the other hand, when we read this kind of an in terrorem pro- 
vision, we know from prior experience that maybe we can lick it in 
court, but the client must be willing to take the matter to court, if 
necessary. Therefore, the tendency is to say, “Let’s not try it unless 
you understand all of the risks.” 

I think the in terrorem provisions, carefully drawn, have a very 
salutary effect in discouraging misuse. 

Mr. Mason. You think the risks involved would check that ? 

Mr. Wuus. Yes, sir. 

Mr. Wiii1aMs. If IT may add, Mr. Mason, in direct answer to your 

uestion, of course a part of the burden would be on the Internal 

venue agent to apply that provision. However, that sort of a pro- 
vision, I believe, would give him all he needed to attack it. Because if 
there were any major tax avoidance involved, it would be obvious to 
him that it had occurred. 

So I believe he could identify the transaction without too much 
difficulty, and if he identified it, then he should not have too much 
difficulty in applying the law. 
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Mr. Mason. It seems to me you get back to the skill, shall we say, of 
his lawyer in drawing up the situation. 

Mr. Wiutu1aMs. I think not in this instance. Not unless there were 
- cro at concealment. Because the transaction itself would speak 

or itself. 

Mr. Mason. I make this proposal so that I can avoid taxes, let us say, 
and you are very skillful, and you will see to it that it is very difficult 
to detect the fact that it was done for that purpose. 

Mr. Wiu1aMs. I do not believe Mr. Willis or I would recommend 
concealment. I think if we recommended to a client that they engage 
in such a transaction, a part of our advice and insistence would be that 
the facts with respect to it be stated on the return. 

Mr. Wits. Mr. Mason, I also might point out that one of the areas 
that concerned the American Bar Association group particularly is 
the fact that this would be misused in family situations. I think the 
revenue agents would have little difficulty if this kind of a provision 
were put in there, in overturning the distribution within a family 
partnership. 

Mr. Mason. That is all, Mr. Chairman. 

The Cuarman. Mr. Willis, while you have made a number of 
recommendations for change in the collapsible partnership area, prob- 
ably your most important is making this provision inapplicable in the 
case of distributions, is it not ? 

Mr. Wiuuts. That is correct, sir. 

The Cuatrwan. Would I be correct in assuming that this would 
then mean a much more liberal rule in this respect for partnerships 
than exists in the case of corporations? 

Mr. Witu1s. It would be a completely different rule; yes, sir. 

The Cuatrman. More liberal than that which I understand is con- 
feed in the recommendations of the Advisory Group on Corpora- 
tions 

Mr. Yes, sir. 

The Cuarrman. Are we justified in having the more liberal rule 
with respect to collapsible partnerships than with respect to collapsible 
corporations ? 

Mr. Wituts. We think so. Because we are nenediang it in other 
areas by not permitting any adjustment to the basis of this property. 
And we are certain, under the procedure that we are recommending. 
that eventually somebody is going to pay tax on the correct amount of 
ordinary income. 

The Cuarrman. Now under existing law, as I read it, I think there 
is some opportunity for the shifting of income between partners under 
the provisions inthis area. Have I read the law right? 

. Mr. Wiiuts. You are correct, sir. Section 704(c)(1) is a good 
example of that. 

The CuarrMan. It has been suggested to me, however, that the dele- 
tion of section 751(b) would substantially expand the opportunity 
for a shifting of income between partners. Would it? 

Mr, Wirxis. It would expand some of the opportunity of doing it; 

es, sir. 
, The Cuatrman. You say “some.” But it has been suggested to me 
that it would substantially expand this opportunity. 
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Mr. Writs. We are confident that if a provision were inserted for 
the protection of our rule, the area of possible abuse would be rela- 
tively small. 

The Cuarrman. Let me ask you this: Would it be possible under 
a our suggestions, In some cases at least, to convert ordinary income 
x into capital gain ? 

Mr. No, sir. 
nd The Cuarrman. It would not? 
| Mr. Wits. It would be possible to convert a particular partner’s 


: interest in the ordinary income assets into capital gain, but, in the 
_ overall, it would not possible to convert ordinary income into 
ve | capital gain. 


he CuarrMan. Let me ask you this, then. Would it be possible, 
4 under your recommendations, where, under section 734(b), an adjust- 
ment of partnership property is required, and the distributee gives up 
] an interest in 751 assets? 
y Mr. Wiuuts. We specifically provide in section 755(b), which deals 
with the allocation of the 734(b) adjustment, that no portion of it 
of | may be allocated to any section 751 assets. 
The CHarrman. But in that situation you do not see any possibility 
he of a conversion of ordinary income into capital gains? 
Mr. Writuts. Let me give you this example, Mr. Mills. We have a 
cb-omigen that has inventory with a basis of $15,000, and a fair 
iq -—s Market: value of $30,000. The fair market value of all partnership 
Sept is $90,000—$30,000 is paid out in retirement of the interest of 
. Under our 


7 a C would have a capital gain upon retirement 
| of his partnership interest. So he would be able successfully to con- 
, | vert into capital gain his share of the partnership’s unrealized appre- 
ciation in value of the inventory. 
However, the partnership still has this inventory with a basis of 
$15,000. And when the A-B partnership sells the inventory for 
le $30,000, A and B will have $15,000 of ordinary income. That is the 
le same amount of ordinary income that would have been realized had 
| the A-~B-C partnership continued, and had that partnership sold the 
inventory. 
The Cuarrman. Can this basis be applied to non-751 assets, which 
é nevertheless are depreciable, and which therefore can be written off 
; against ordinary income ? 
Mr. Wiis. Yes, sir; it can. 
‘ The Cramman. Does not that mean that the answer, then, to my 
question would be yes, that it would be possible to convert ordinary 


income into capital gain ? 

1 Mr. Wiis. Yes, sir; it would be possible to that extent. 
_ Mr. Mason. It would be possible in connection with that one part- 
ner. But the partnership itself would be liable for the tax as ordinary 
income. 

Mr. Wits. On the inventory. That is correct. 

; The CHamman. That isa permanent one, is it not? 

, Mr. Wits. Of course, Mr. Mills, forgetting all about your col- 
lapsible partnership, if you have a partnership having nothing but 

, cash and depreciable property, and if you retire the interest of one 

of the partners at a gain, you could and would get a stepped up basis 

for your depreciable property. 
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I do not see why you should be concerned over the increase in basis 
of depreciable property. That is rather commonplace except in these 
rr where there are specific statutory restrictions on how you ean 

it. 

The Caiman. It is growing late. I do not want to pursue these 
points. 

Mr. Wuut1aMs. I realize it is getting late, but I would like to add 
one footnote. 

One of the basic considerations of the advisory group in arriving at 
this recommendation was our belief that ordinarily the saandecwall 
interests of the partners themselves dealing at arm’s length, as they 
must, most of the time, assuming that each partner is aware of the 
tax result to him, is a built-in protection against a great deal of shift- 
ing of income here, except in your family situations. And there is 
ene — interrorem provision, we believe, would step in and be 

elpful. 
he CuHatrman. 1 had intended to discuss a question about 
family partnership when we got through, because you do not 
treat with it in your report. But since you have mentioned it twice, 
here, already, in connection with this 17th suggestion, let me ask you 
whether you consider the problem of the family partnership rule to 
be sound, or whether it in fact actually constitutes a loophole. 

Now, that is outside the purview of your report. 

Mr. Wiuu1ams. The advisory group did not spend much time con- 
sidering it. I think the correct answer to your question would simply 
be that it was not a major item of consideration on the advisory 
group’s agenda. 

The CHarrman. In your consideration, along with the verifying 
of the report and recommendations of the advisory group, however, 
does your experience suggest that possibly we should ant to this mat- 
ter to see whether or not it, in fact, constitutes a loophole ? 

Mr. Wuiu1ams. I can only answer out of my own experience, and 
that is this: I should preface this by saying that as a private prac- 
titioner, Mr. Mills, going back to 1948, 1949, and 1950, I was ve 
active in attempting to bring about the family partnership amend- 
ae but I believed that in principle and conceptually they were 
sound. 

My experience under them in the practice of law has not evidenced 
to me any abuse whatsoever of it. My experience under it has been 
very limited but I have not personally seen anything I would consider 
an abuse at all. 

Mr. Wis. I would certainly second that. 

If there are any defects at all, I think it is in the followthrough 
on family partnerships. ; 

It has been my experience that revenue agents now feel all family 
partnerships are all right, whereas they used to feel no family part- 
nership was right. I think if they would apply some of the existing 
statutory law and regulations they might flush up a few deficiencies. 

The CHAIRMAN. That is a question of administration. 


Mr. Wuu1s. Purely a question of administration. The law and the 
regulations, I feel, are sound. 

The Cuairman. Let us return again to this 17th suggestion. The 
substantial appreciation test of the present law, as I understand, in- 
volves two applications; that is, the gain in the inventory asset must 
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be more than 20 percent of the value of the inventory, and the inven- 
tory itself must be more than 10 percent of the total value of the part- 
nership assets other than money. That is right, is it not? 

Mr. Wiu1s. That is correct. 

The Cuairman. In lieu of these two tests, you substitute a single 
test, applying the collapsible partnership rule only if the gain with 
respect to section 751 assets represents more than 15 percent of the 
selling price of the interest. That is right, it is not? 

Mr. Wits. Reduced by a share of the liabilities of the partnership. 

The Crairman. Have you tested this in specific instances to see 
what the result would be ¢ 

Mr. Wits. Yes, sir. We are satisfied it leaves a very minute area 
for possible tax avoidance. I also might point out that on this par- 
ticular approach we are in quite close harmony with the Subchapter 
C Advisory Group. They are using a test very similar to this. 

The CHarrMan. Well, it has been alleged to me that it is quite a 
substantial liberalization of the present Reeatvenution rule. 

Mr. Wiis. Quite to the contrary, sir, under the present rule, 
since it is based on the relationship of the fair market value to the 


adjusted basis without any regard to the money borrowed against it. 
_ In subdivision partnerships, for example, it is possible to acquire land, 
subdivide it, build homes on it, and because you owe such a large 


amount of money in proportion to the amount of the profit, your gain 
will be less than 20 percent on the total cost, although it ma . a 
hundred percent of your net equity investment in the property. ere- 
fore it is possible, under the present law, in the case of the subdivision 


_ partnership, to sell a partnership interest and be more certain of get- 
| ting capital gain than it was possible to do prior to the 1954 code. 


Under our tests, since we get down a ratio of the gain to the net 
equity, you would not have that latitude, and we believe there are a 
great number of cases that are excluded under the present test. 

The CHarrman, Then your basic thinking is not an intention to 
liberalize the rule but to bring about simplification. 

Mr. Wriuis. And to tighten. 

The Crarrman. To tighten and to simplify at the same time. 

Mr. Wius. That is correct. 

The CuarrmMan. So you would suggest that we follow your recom- 
mendation here with respect to this point, even though the Advisory 
Group on Subchapter C may have finally gone back to the two tests? 

Mr. Wuuis. The latest report—and I was reading it just last 
night—keeps with this test. They have this 15 percent test. 

The Cuarrman. But even if they did change with respect to sub- 
chapter C, you would suggest this? 

Mr. Wiuus. I think that we would want to reexamine it. I think 
it would be worthwhile to have a similarity in treatment of the two. 
We feel that this is a satisfactory test in the partnership area. 

The Crarrman. Under the proposal, you make it quite clear that 
the gain on section 751 assets is not to be treated as ordinary income 
where there is an offsetting capital loss with respect to other assets? 

Mr. Wiis. Yes, sir. 

The CHarrmMan. Give me a little bit more of your thinking that 
resulted in your taking this position, if vou will, please. 
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Mr. Wiis. Under the present statute, it would be quite possible 
to have a gain attributable to section 751 assets, and an offsetting logs 
on other property owned by the partnership, so that the partner sell- 
ing his interest is getting less than the basis of his partnership inter- 
est. He has an overall loss. But it is broken down into ordinary in- 
come and capital loss if we follow the present pattern under the code, 
We felt that in that situation there should be only one type of final re- 
sult. Either he had an income—if he had income, then it could be frag- 
mented—or he had a loss. If he had a loss, that is the end of it. It is 
a capital loss. 

The theory of our approach is somewhat similar to the so-called 
ceiling limitation in the allocation under section 704(c) (3), which 
ceiling limitation is found in the committee reports and not in the 
statute itself. There, too, it was felt that in making an allocation of an 
item of gain to the partnership, or of loss, it showid not be fragmented 
into gain for some partners and loss for other partners. 

Now, the objection has been raised to our proposal that it might 
be possible to contribute to the partnership, prior to the sale of an 
interest, a capital asset that had a basis considerably higher than its 
fair market value. 

I have sufficient confidence in the Internal Revenue Service and the 
courts that I do not think for a moment that an abortive attempt like 
that to avoid the collapsible partnership provision would succeed 
even in the absence of any specific provision covering such an attempt. 

The Cuatrman. Any further questions on 17 ¢ 

Let us go to 18, then. 

Mr. Knox. Mr. Chairman, I would like to know what a collapsible 
partnership is. 

Mr. Wits. A collapsible partnership is one that has assets which, 
if sold by the partnership, would produce ordinary income. 

Under our test, the gain attributable to such collapsible assets must 
be, as Mr. Mills pointed out, more than 15 percent of the excess of 
the selling price of the interest over the habilities transferred to 
the purchasing partner. But, basically, a collapsible partnership 
is one that has assets that, if sold or realized, would produce ordi- 
nary income, and under the law, prior to the 1954 code, it was 
possible for a partner to collapse his interest by selling it and get 
capital gain on the sale of his partnership interest even though per- 
haps a great portion of the total sales price tied in to the right to re- 
ceive ordinary income. 

Mr. Knox. That is all right, if I follow you, though I doubt if I 
do. | 

In other words, if the man had remained a partner and received 
a distribution from the partnership, it would have been taxed as ordi- 
nary income ? 

Mr. Wituts. His distributive share would be ordinary income. 

Mr. Knox. But in this way he probably sells out all or a portion of | 
his interest. 

Mr. Wuuis. That is correct. 

Mr. Knox. He takes a capital gain or loss on it rather than ordinary 
income. 

Mr. Wiuuis. It is the modern equivalent of the conversion of water 
into wine. The term “collapsible” really goes back to the corporate 


area. 
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We had a plan that was very prevalent in California, whereby a 
group of people would get together to produce a motion picture. They 
would get the whole picture produced at a cost of, say, a million dol- 
lars, within the corporation. They have a very interesting system out 
there, where they have experts who can review a picture and tell you 
after seeing it, and seeing the stars, and all, within a very small frac- 
tion, how much that picture will gross. 

So it is quite possible to know the fair market value after these ex- 
perts have reviewed it. 

Prior to the 1951 act, it was possible to liquidate that corporation 
before you started distributing the picture and collecting rental in- 
come from it, and the picture would take a valuation equal to the fair 
market value at the date of distribution in the hands of the stock- 
holders. They would pay capital gains tax on the appreciation, and 
then they would amortize the larger value, which means they would 
realize all of the appreciation at capital gains tax rates. First the 1951 
act and then the 1954 code attempted to deal with this problem of the 
collapsible corporation. 

Now, in the corporate area it is more easy to see the collapsible 
terminology. In the partnership area, we borrowed the term because 
it became a sort of a term of art to apply to any situation dealing with 
this change, through artful maneuvering of ordinary income into 
gain. 

r. WiiutaMs. Maybe it would help if I would point out that this 
is sort of the reverse of the ordinary operation of converting ordinary 
income into capital gain. What you do here is convert into a capital 
gain transaction at a price much higher than its cost to you and thereby 
you are paying tax on this appreciation in value of what would ordi- 
narily produce ordinary income. Having now acquired this at this 
higher cost on which you will have to pay capital gains tax, you re- 
cover that cost tax free before you start paying any more tax. So 
you have, in advance of realizing the ordinary income, paid the capi- 
tal gains tax, but, of course, at infinitely lower rates than you other- 
wise would. 

This was acquired from the corporate area. They put this under 
the corporate tent, and then after they produced the picture or built 
the building or constructed the project, then they collapsed the cor- 
poration. That is, they liquidated it. They dissolved it and dis- 
tributed its assets to the stockholders as a taxable transaction. 

Mr. Knox. At a higher figure? 

Mr. Yes, sir. 

Mr. Kroou. When you apply that term “collapsible” to a partner- 
ship, you are describing something like, but not the same. 

Mr. WiittaMs. That is right. 

Mr. Berrs. What about this matter of fragmented income? 

Mr. Wuuts. That refers to a fragmentation of the gain. 

If you follow the entity concept all the way through, when you sell 
a partnership interest, you are selling an interest in an entity. There- 
fore you could have only one kind of gain. It would have to be a 
capital gain; that, in fact, was the result the courts reached prior to 
the 1954 code. 

Under the 1954 code, you are required to allocate or fragment your 
gain partially to these assets that would produce ordinary income 
if you continued the partnership operations solely. 
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Mr. WiuxiaMs. It might help if I spelled that out a little. Suppose — 


I am the proprietor of a grocery store. I own a delivery truck. | 
have scales and other physical assets that I use in the business, de- 
preciable property, a cash register, and so forth. And I have an in- 
ventory, and so forth. I sell my business. The law has always saj 

the tax law has said, I have to fragmentize, I have to break this down, 
I am not treated as though I sold a single asset, a business. I am 
treated as though I sold the different assets that comprise that business, 

That is the origin of the term “fragmentize.” 


So when I sel] an interest in a partnership, I am deemed now not to | 


have sold a single asset, but I have sold my interest in each of the 
different classes of assets that the partnership owns. 

Mr. Berts. Thank you. 

The Cuarrman. Mr. Willis, are we ready for recommendation 18! 

Mr. Wits. It was pointed out to us that under the present statute 
if a partnership has a loss that exceeded the partner’s investment in 


the partnership, his share of partnership liabilities, he would not get 


the loss for income purposes in that year, even though he might have 
a liability to repay his share of the loss to the other partners. 

It was felt this was an unfair result, and therefore we have suggested 
an amendment to section 752, to make it clear that the basis of the 
partner’s interest was increased by his share of liability to the partner- 
ship as well as his share of liabilities to others. 

There is a small technical defect that we are aware of and that we 
have called to the attention of the joint committee and the Treasury 
 ggunaaate and that I am sure will be taken care of in the final 

raft. 

The Cuarrman. Is that the one that would give a partner an addi- 
tional basis for a partnership interest, where he merely borrowed 
money from the partnership for his own personal use ? 

Mr. Wiis. Yes, sir, it is, and we have already unofficially sug- 
gested language that will cure the defect. We were aware of the 
defect. 

The Cuarman. No. 19? 

Mr, Wits. Mr, Mills, this is a rough one: Section 753 deals with 
income in respect of a decedent. I would like to have your guidance 
as to how you would like to have this covered. 


We have covered quite a few of the difficult areas already. What | 
is left is still quite complex, but I think it is set forth very fully and 


perhaps quite adequately in our report, and I would be quite willing 
to submit it on the basis of the written record, unless you feel that 
you would like to have the oral explanation. 

The Cuarmman. Well, it is growing late. And you do not make any 
change with respect to suggestion 19, do you, from your original ree- 
ommendation of December 31, 1957 ¢ 

Mr. Wrruts. No, sir, we do not have any changes. 

The Cramman. We covered that completely in the hearing before, 
did we not ? 

Mr. Wiis. Yes, sir. 

The Cuarrman. Let me get you to state, if vou will, in this pres- 
entation, very briefly, what the present law provides, and your recom- 
mendations for a change in present law, very briefly. 


pa 
sh 
to 
in 
= 


| 
gi 
of 
nu 
ex 
fu 
be 
co 
ne 
th 
in 
if 
th 
sh 
fe 
un 
in 
| de 
de 
nu 
Tra 
| th 
wl 
re. 
it. 
fu 
sh 
69 
wi 
we 


ore, 


om- 


AMEND INTERNAL REVENUE CODE 81 


Mr. Wiis. The present law provides that any right of a deceased 
partner to payments that come within the scope of section 736(a) 
shall be treated as income in respect of a decedent. No basis is allowed 
to the estate of the deceased partner for the right to receive such 

yments, and when eventually collected they become ordinary income. 
MMhe defect in the present law is that it is not broad enough in its 
coverage. We have suggested substantial changes in the concept of 
income in respect of a decedent, and specifically to include the accrued 
amounts of income which we previously alluded to in connection 
with section 736. 

As I mentioned there, I feel that further consideration should be 
given to the item of unbilled time in connection with the definition 
of income in respect of a decedent. 

The CuarrMan. Let me ask you: in the case of section 753, and your 
number of detailed recommended changes, I have wondered if to some 
extent these are properly matters for regulation rather than statute. 

Mr. Wis. No, sir. I do not think so. I believe they are too 
fundamental to leave to regulations. I think that we have at the 

resent time a very real and significant area of possible tax avoidance 

cause of a deficiency in section 753. 

Assume, for example, that a partnership has unrealized receivables 
consisting of billed work at the time of a partner’s death. If the part- 
nership agreement provides for the purchase of his interest, then 
that would be a section 736(a) payment to the extent of his interest 
in this billed time. It would be income in respect of a decedent. But 
if the partnership were well advised, it would be quite possible to have 
the partnership agreement provide for a continuation of the partner- 
ship, at least for the purpose of collecting these receivables. And we 
feel that the statute is so designed that it would be possible to elect, 
under section 754, to get a stepped-up basis for the decedent partner’s 
interest in the partnership’s unrealized receivables, which would 
mean that there would never be any tax collected with re to the 
decedent’s share of those unrealized receivables at the date of his 
death. 

The Cuarrman. I realize that you are right, that there should be 
statutory language on the point you are discussing, but there are a 
number of other changes. 


Aside from that one, could the others be handled by regulation, 
rather than spelling it out in the statute? : 

Mr. Writs. I would hate to do it. And also I should point out that 
the Subchapter J Advisory Group report virtually abdicates the 
whole field of income in respect to a decedent whenever it has any 
relation to subchapter K. They simply say, “We wash our hands of 
it. Look over in subchapter K for the answer.” 

The CuarrMan. What I was getting at, is there any need to specify 
further at the present time as to a deceased partner’s share of partner- 
ship income? Is that not already adequately covered by section 
691(a) and the regulations in existence under section 753? 

Mr. Wiis. Mr. Mills, I think that the regulations in connection 
with subchapter K have undertaken quite a bit of legislating. 

My copartner, Mr. Williams, signed his name to regulations, and 
I worked unofficially in some of the thinking that went into it, so 
we are not complaining about the regulations engaging in legislating. 
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The Cuatrman. Does that conclude 19? 

Mr. Wits. Yes, sir, that concludes 19. 

The Cuarrman. Is there anything additional in 20 that should be 
called to our attention, over what you said last year? 

Mr. Wis. I think not. There is nothing new in 20. I think it is 
fairly clear. 

The Cuarrman. Is not the same thing true of 21? 

Mr. Wiis. The same thing would be true as to 21 and 22. 

The Cuairman. Let us devote the remainder of our time, then, to 
a discussion of suggestion 22. 

Mr. Very well. 

Under the present law an organization may be excluded from all 
or a part of subchapter K if it has been availed of either, (1) for in- 
vestment purposes only and not for the active conduct of a business, 
or (2) for the joint production, extraction, or use of property, but not 
for the purpose of selling of property produced or extracted. 

It is also required that all of the members must elect to be so ex- 
cluded, and income of the members must be adequately determinable 
without the computation of partnership taxable income. 

The advisory group has proposed several significant changes in 
section 761. 

First, we maintain the same two classes or organizations which may 
avail themselves of this privilege of being excluded from subchapter 
K. The exclusion, however, is not predicated on the adequate de- 
termination of members’ income without the computation of partner- 
ship income. The close resemblance of these organizations to coten- 
ancies, in our opinion, makes it unnecessary to have this requirement 
in the statute. 

However, to protect the revenue, we do provide, in section 761- 
(a) (4), that if an organization is excluded from the application of 
subchapter K, “it shall file such information with respect to the nature 
of its operations and the identity of its members as shall be required 
by regulation to be prescribed by the Secretary or his delegate.” 

We also have reversed the election-out procedure. Under the pres- 
ent law, an organization may be mere A only if all of the partners 
elect to be excluded. 

We found, particularly in the area of the operating agreement in 
the oil and gas industry, that there may be a large number, frequent- 
ly hundreds, of members having an interest in the operating agree- 
ment, and it would be iciesaasiids to get everybody’s acquiescence to 
the election-out. 

Therefore, we have provided in our proposed draft that the partner- 
ship falling within this category would automatically be excluded 
from subchapter K unless it elects to come under all or a part of sub- 
chapter K. 

We believe this would have the wholehearted endorsement of the 
oil and gas people. It solves some very serious problems in that area. 

Once again, Mr. Mills, this is an area where the regulations have 
done an admirable job of solving a dilemma, but there could be a very 
serious question as to the legislative basis for the provisions in the 
regulations. 

The Cuarrman. Mr. Willis, I have had some very serious concern 
about this particular recommendation, frankly. Here you are revers- 
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ing existing law, as I understand it. You say that these organizations 
that, under existing law, may elect not to be treated as p pemcenen s 
are per se not partnerships for tax purposes unless they do elect to be 
treated as 

Under the regulations, does the Secretary or his delegate have any 


' authority under existing law to exclude one of these organizations 


from the partnership definition if they do elect not to be a partner- 
ship? Does he have any discretion ? 

an he say to them, “In spite of the fact that you have so elected, 
eaare to be treated as a partnership, under the regulations or the 
aw”! 

Mr. Wiu1s. No, sir. 

The Cuarrman. He hasno authority ? 

Mr. Wituts. He has no authority to do so. 

The Cuarrman. Now, what is the advantage to the taxpayer in this 
complete turn-around? They can get out if they elect todo so. Here 
oe are saying they are out, anyway. They can come in if they elect 
to do so. 

Now, what is the advantage to the taxpayer, under your sugges- 
tion, versus existing law? 

Mr. Wixtis. Because, Mr. Mills, the present statute says that you 
can elect out by the election of all of the members. The regulations 
practically reverse that by saying that the election can be made by 
the — and that if anybody objects to that he can file his ob- 
jection, but only if he also states that he has notified all of the other 
members that he is objecting. 

The regulations have gone as far as they possibly can under the 
present statute to reverse the present effect of the election out pro- 
vided in the statute. We have done it directly in our situation. And 
we felt that we should start off by specifying that an organization that 
was within one of these two categories I have described was not a 
partnership and not subject to subchapter K unless they elected in. 

The Carman. Earlier in the day, I asked you the question whether 
or not the advisory group had considered, with respect to these small 
partnerships, the possibility of letting the situation be treated as 
through the income were in the hands of the partner and just for- 
getting about the provisions of the partnership section, and looking 
to see whether we will give certain items certain characteristics or not. 
You said you had looked at that. 

Now, are not you really, for these particular specified partnerships, 
doing exactly here what you did not think was advisable with respect 
to the smaller ones ? 

Mr. Wituis. Yes, sir, we are. 

The CratrmMan. Now, how can you justify that? 

Mr. Wiut1s. Because these are ones that do not have the problems 
that create the necessity for subchapter K. These, by the very nature 
of their strictly confined operations, can hardly create the type of 
problem that you have in your truly operating partnership. 

The CHatrmMan. What if they are excluded per se this year, but as 
to the partnership, after it is excluded by law, the nature of its activ- 
ity may be somewhat changed? How would you ever know, to get 
it back under the partnership rules? 


be 
is 
0 
ll 
3, 
y 
r 
| 


84 AMEND INTERNAL REVENUE CODE 


You do say that _ want to report to the Secretary or his delegate 
If they are excluded, they file an annual report of some sort. Js 
that put in to cover the possibility that they might once get out and 
so change in characteristics that they would not any longer enjoy 
this exclusion ? 

Mr. Wuus. It is certainly broad enough to include that, too. 

The Cuarrman. And you proceeded on this for the reason of trying 
to bring about some greater simplification ? 

Mr. Wiis. That is correct, sir. 

The Cuarman. They should not be partnerships to begin with, 
you say. 

Mr. Right. 

The Cuarrman. Regardless of whether they elect to go out or not, 
still they are not a partnership, because they carry on certain activities, 

Now you do not broaden the activities, do you ? 

Mr. Wits. The same definition is under the present law. 

The CHamman. The same definition exactly. I do not know that 
IT am satisfied in my own mind yet, but I know you gentlemen were 
mee, copennnnt of all the possibilities when you gave consideration 
to this. 

Mr. Wuuts. We tried to examine them. We also called upon the 
Treasury personnel, who sat in on our meetings, to cover anything 
that might have escaped our attention. 

The Cuarrman. Was a recommendation made to the advisory com- 
mittee with respect to this, or was it the judgment of the advisory 
committee ? 

Mr. Wiis. The American Bar Association has a very similar ree- 
ommendation. 

The Cuamman. That is right. What I am getting at: Was it the 
thinking of the advisory group, or did some group make a recom- 
mendation of the consideration of this point? 


Mr. Wits. Mr. Mills, there was quite a bit of overlap. At the — 


time some of these recommendations were being processed through 
the ABA, I was chairman of the partnership committee of the section 
on taxation and had quite a bit to do with the preparation of a few of 
these recommendations. 

When we started our work in the advisory group, we took all of 
the criticisms that we could find with respect to the 1954 code, sub- 
chapter K, analyzed them, and laid out a schedule of the things that 
we wanted to consider and whether we could go in the direction of a 
particular recommendation or go in some other direction. We did 
not follow completely—in fact, there are some rather significant differ- 
ences, as I recall it, between our recommendation No. 22 and the 
—— Bar Association’s. But the general theory is the same for 
the two. 

The Cuarrman. I know what you are trying to do. You havea 
problem under existing law getting approval of exclusions under sub- 
chapter K. I know that pent a real problem to the organization. 
Why would it not be possible to handle that problem, though, through 
an election by the organization, rather than the membership, and not 
reverse the situation of existing law, as you recommend be done? 

Mr. Wiis. Mr. Mills, what is the organization? Some of these 
things are so loose that it is pretty hard to tell what is the organization 
and who has the authority to speak for the organization. 
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The Cuairman. Well, would not the majority speak for it? 

Mr. Wiu1s. That is too wide. You take one of these operating 
agreements in the oil and gas field, and you may have 1,000 or 2,000 

rticipants, and you just cannot poll them and get a consensus of what 
isthe majority. 

Mr. WittiaMs. An oil company operates more or less as an agent for 
each owner of a fractional interest, and to impose on him the obligation 
of making the election involves all sorts of problems. 

The CuarrMan. Do they not have some kind of management that is 
authorized to speak for the organization ? 

Mr. Witus. If they do, then they are in trouble. Usually they are 
very, very careful that they have nothing but an agency, which is rev- 
oeable on very short notice. 

Mr. WitttaMs. This came to the advisory group, Mr. Mills, as one 
of the suggestions for consideration by the staff. 

It was item No. 26 on the staff data, of suggested problems for this 
group, submitted September 4, 1956. 

Mr. Wiu1s. That staff data was merely a compilation of comments 
that came in from various sources. 

Mr. Witu1ams. This was one of the comments which caused hun- 
dreds, I suppose, of protests at the time the partnership regulations 
were issued in the proposed form. 

The Cuarrman. I can see the advantage of not having to elect to 
get out when you cannot get in touch with all the people entitled to 
elect under existing law, but if you have analyzed all the possibilities 
of this reversal and looked at some specific situations, and you think 
itis all right, I am satisfied. But I have a question in my mind about 
whether or not there is some advantage to be derived through a re- 
versal of this treatment, especially when it may come from some outside 

up as arecommendation. And this did not. But if you have gone 
into all the possibilities of it, you have more nearly satisfied the ques- 
tion that I had in mind about it. 

Mr. Wuuis. Mr. Mills, I would certainly like to say that the advis- 
ory group does not have an immutable opinion on anything; that we 
have come up with the best proposals that we are ie of. It could 
‘well be worth further thought. We could change our mind about the 

ection 761 recommendation and some of the others, but we are, as of 
the present time, satisfied that this is a desirable recommendation, that 
there is adequate protection of the revenue, and that it works for sub- 
stantial simplification of subchapter K. 

The CuarrmMan. Let me satisfy your thinking right now, Mr. Willis, 
and the members of this advisory group. We did not select you 
because we thought that your judgment was always without the pos- 
sibility of error. We knew that we could not find that kind of men. 
We wanted you because you were willing to render this type of public 
service. We knew you were thoroughly qualified to render it and that 
you would render it from the viewpoint of your best judgment. We 

know you have, and you have obviously done a very fine job. 

We want you to know again how much we appreciate the many 

hours that you have devoted to this. And had we not been utilizing 
your time, I know that some client would have come along in all 
instances and perhaps made your future more secure. 
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Mr. Berts. In regard to the recommendations, the majority of those 
were approved by the bar association ? 

Mr. Wits. Yes, sir; the majority of them have been so approved, 

The Cuatrman. These gentlemen have done a very fine ‘ob. They 
have worked for a long time. They began working in the fall of 1956, 
was it not, Mr. Willis? 

Mr. Wis. That is correct, sir. 

The CuHarrman. And you have tried to obtain from all possible 
outside sources every bit of criticism, constructive criticism, of your 
suggestions that you could obtain. As an advisory group you have 
evaluated all of these various suggestions, flattering and critical, of 
the opinions of the advisory group. Some of these criticisms have 
resulted in a change of position of the advisory group. In this con- | 
nection I am thinking of your modification of the proposal on see. 
tion 736. You have been eminently fair to all outside groups from 
whom you received technical advice and suggestions. I know that 
is true. 

Again I want to thank you for a very outstanding job of bringi 
to us these 22 su changes for K. | 

Mr. W111. T ank you. It isa pleasure to be here. 

The Cuarrman. I ask unanimous consent that the Summary of the 
Subchapter K Advisory Group recommendations, a by the 
staff of the Joint Committee on Internal Revenue Taxation, the Re- 


vised Report of the Subchapter K Advisory Group, and the Supple- 

mentary Report of the Subchapter K Advisory Group be included 

in the record at this point. Without objection, it is so ordered. 
(The above-mentioned summary follows :) 


SUMMARY OF 
THE SUBCHAPTER K ADVISORY GROUP 
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PARTNERS AND PARTNERSHIPS 


PREPARED FOR THE 
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U.S. HOUSE OF REPRESENTATIVES 
BY THE 


STAFF OF THE JOINT COMMITTEE ON 
INTERNAL REVENUE TAXATION 
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SUMMARY OF PARTNERSHIP ADVISORY GROUP 
RECOMMENDATIONS 


This document is a summary of two Subchapter K Advisory Group 
reports: the revised report dated December 31, 1957, which contains 
al but one of the group’s recommendations; and the supplementary 
report, dated December 8, 1958. This document presents the recom- 
mendations in these two reports in the same order and using the same 
numbers and headings as the report of December 31, 1957. This 
document presents a brief explanation of present law and the recom- 
mendation under each heading. For reasons given by the advisory 
group for recommendations, as well as the proposed statutory language, 
reference should be made to the advisory group report of December 31, 
1957, under the same numbered heading. 

A bill, H.R. 4460, containing the recommendations of the Partner- 
ship Advisory Group was introduced by Chairman Mills on February 
12,1959. This bill contains the new section numbers proposed by the 
' advisory group in its rearrangement. A cross reference table from 

the section numbers in existing law (or the numbers which would be 

used if there were no rearrangement) to those used under the rearrange- 
ment is shown at the end of this report. 


1. Rearrangement of subchapter K 
The present partnership provisions are divided into four parts 
with one of these parts subdivided into four subparts. The parts 
and subparts of existing law are as follows: 
Part I. Determination of tax liability 
Part II. Contributions, distributions, and transfers 
Subpart A. Contributions to a partnership 
Subpart B. Distributions by a partnership 
Subpart C. Transfers of interests in a partnership 
Subpart D. Provisions common to other subparts (including 
| the collapsible partnership provision) 
Part III. Definitions 
Part IV. Effective date 
The advisory group would rearrange the partnership provisions so 
that the provisions generally applicable to a “simple’’ partnership 
_ would fall in part I, the special provisions relating to collapsible 
partnerships would fall in part II, and the remaining or more technical 
provisions would fall in part III. The outline of the proposed rear- 
rangement by the advisory group is as follows: 
Part I. Rules generally applicable to partners and partnerships 
Subpart A. Determination of tax liability 
Subpart B. Contributions to a partnership 
Subpart C. Distribution by a partnership 
Subpart D. Transfers of interests in a partnership 
Subpart E. Treatment of certain liabilities 
Part II. Collapsible partnership transactions 
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Part III. Special rules for partners and partnerships 
Subpart A. Special rules in determining tax liability 
Subpart B. Termination of retiring or deceased partner's 
interest 
Subpart C. Special adjustments to basis of partnership 
property 
Part IV. Definitions 
Part V. Effective date for subchapter 


2. Section 702 (b) and (d). Level for determining character of income | 
and application of limitations 

Section 702(b) of the 1954 Code provides that only the items of 
income, gain, loss, deduction, or credit which were included in 9 
partner’s distributive share under paragraphs (1) through (8) of sub. | 
section (a) of section 702 are to retain their original character in the 
hands of the partner as though they were realized directly by him 
from the same source from which realized by the partnership and in 
the same manner. After excluding such items, the remaining income 
or loss, grouped in paragraph (9), became ordinary income or loss | 
without any character other than “partnership income or loss.”’ | 


(a) Character of items constituting distributive share.—The advisory - 


group proposes that the character of all partnership items, not just 
certain listed items, carry over into the hands of the individual 
partners. Therefore, it would amend section 702(b) so that the items 
covered by paragraph (9) of subsection (a), as well as the items listed 
in paragraphs (1) through (8) of subsection (a), are to retain their 
character in the partner’s hands. In effect the present regulations 
already achieve this result. 

In addition the partnership report stresses that the character of the 


income items is to be determined at the partner level but that account 


must be taken of the fact that the partnership is acting for the partners | 


and thus that they are engaged in whatever business the partnership is. 
Thus, for example, under the advisory group suggestion the sale of a 


property by a partnership might result in ordinary income to a partner 
who is a real estate dealer and capital gain to other partners. How- 
ever, just as it is possible for a real estate dealer who is a sole proprie- 


tor to have a segregated investment account (sales from which result | 


in capital gain), so also is it possible that a partnership interest repre- 
sents an investment account, sales from which will give rise to capital 
gain rather than ordinary income. This would be a fact question 
which would have to be determined separately in each case. 

(b) Limitations in computing tarable income.—Various sections of 
the code impose limits upon the amount of an item which is to be taken 
into account in computing taxable income. However, subchapter K 
does not make it clear whether the code imposes these limitations at 
the partnership or at the partner level. 

The advisory group recommends that the statute be made clear on 
this point by adding a new subsection (d) to section 702, providing 
that wherever a limitation is imposed upon the includability or the 
deductibility of an item, each partner is entitled to his full share up to 
the statutory limit and that the partnership is disregarded for this 


purpose. This is essentially the same result as is now obtained by the — 


present regulations. 
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$. Section 702(c). Gross income of a partner 

Section 702 (c) of the code states: 

In any case where it is necessary to determine the gross income of a partner for 
purposes of this title, such amount shall include his distributive share of the gross 
income of the partnership. 

Gross income of the partnership as used here is not reduced by any 
aranteed payments made by the partnership to the partners. Sec- 
tion 707(c), however, also provides that guaranteed payments are to 


- be included in gross income for purposes of section 61(a). 


As the result of the interrelationship of sections 702(c) and 707(c), 
the law may be interpreted as requiring the inclusion of guaranteed 
ayments in a partner’s gross income twice, once as a portion of his 
Histributive share of the partnership gross income and once directly 
as guaranteed payments. 
0 overcome this possible double inclusion in Gross income of the 
same amounts, the advisory group would amend section 702(c) to 


- jnclude in gross income of a partner only the part of his distributive 
_ share in excess of any guaranteed payments. 


| 4. Section 703(b). Organizational expenditures 


Decisions by the Tax Court hold that legal fees incurred in the 
organization of a partnership are capital expenditures and cannot be 
deducted by the partnership. Section 248 of present law permits a 
corporation, if it so elects, to deduct its orgamizational expenditures 


over a period of 5 years, 


The advisory group would add a new subsection (b) to section 703, 
permitting the deduction of expenses relating to the formation of a 
partnership or the revision of the partnership agreement similar to 
that provided by section 248. However, the term “organizational 
expenses”? is broadened to include costs of preparing or revising the 


partnership agreement after the partnership is formed and the costs 


of preparing or amending a buy-and-sell eement. Also, no 
attempt is made to exclude from “organizational expenses” the costs 
of obtaining capital contributions. 


5. Section 705. Determination of basis of partner’s interest 


Section 705 of present law provides two rules, a general rule and an 


alternative rule, for purposes of determining the basis of a partner’s 
interest. 


The general rule requires a partner to determine the adjusted basis 


_ of his interest by taking the basis of the property originally contributed 
to the partnership, or the basis of the interest at the time of purchase, 


and then increasing this by the partner’s distributive share of the 
income of the partnership and decreasing it by the partnership basis 
of assets distributed to him, and by the partner’s distributive share of 
losses of the partnership. 

The alternative rule provides that the Secretary or his delegate 
may prescribe the conditions under which the adjusted basis of a 
partner’s interest may be determined by reference to what his pro- 
prem share of the adjusted basis of partnership property would 

if the partnership were to be terminated at that time. 

The advisory group recommends that this alternative rule, with 
modifications, be made the general or standard rule, and that the 
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general rule be made the alternative rule. For this new general rule 
to apply, however, its application would be limited to those cases 
where the contributions, transfers, and distributions which have 
occurred will not result in any substantial difference in the basis for 
a partner’s interest than under the new alternative rule. However, 
if there is a substantial difference, under the proposal partners will 
still be permitted to use the new general rule if they are willing to 
make whatever adjustments are necessary to eliminate any substantial 
difference in basis computed under the two methods. The restric- 
tion on the use of the new general rule would apply, however, only if 
the Secretary or his delegate, or one or more of the partners, can 
establish that there woah be a substantial difference if the new 
alternative rule had applied. 

6. Section 706(b). Changing or adopting a taxable year 

Section 706(b)(1) of present law would appear to require estab- 
lishment to the satisfaction of the Secretary or his delegate of a bus- 
iness purpose before a partnership can adopt any year where its 

rincipal partners are on different taxable years. However, the regu- 
ations on this point provide that a newly formed partnership may 
adopt a calendar year as its taxable year without securing prior ap- 
proval from the Commissioner if all of its principal partners are not 
on the same taxable year. Presumably the authority for this is con- 
tained in sections 441(b)(2) and 441(g)(3) of the code. 

The advisory group recommends that the law (sec. 706(b)(1)) be 
amended clearly to permit a partnership to adopt the calendar year as 
its taxable year without the consent of the Secretary or his delegate 
_ where the principal partners have different taxable years. This has 

the effect o sacihellly conforming the statute to the present position 
of the regulations. 

Section 706(b)(2) of present law would seem to indicate that a 
principal partner may change his taxable year to that of the partner- 
ship without obtaining the consent of the Secretary or his delegate. 
However, the regulations on this section (Sec. 7.706—1(b) (2)) indicate 
that a partner may not change his taxable year without securing prior 
approval from the Commissioner. This requirement is based on the 
fact that section 442 provides that if a taxpayer changes his annual 
accounting period, the new accounting period is to become the tax- 
payer’s taxable year only if the change is approved by the Secretary 
or his delegate. The advisory group recommends that section 706 
(b) (2) be amended to make it clear that this consent must be obtained 
as is now required by the regulations. 

The advisory group, however, has certain doubts as to the general 


interpretation of the regulations under section 442 as to the cases | 


where it believes consent should be granted. It believes that a 
determination should be made as to whether there is a substantial 
business purpose and that tax benefits arising from any deferral 
should be taken into account as a factor in determining the bona fides 
of the substantial business purpose. The regulations apparently 
would generally deny consent where the change made a substantial 


difference in tax, even though there was a clear business purpose for | 


the change. 
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7, Section 706(c). Close of a taxable year upon the death of a partner 
Section 706(c)(2)(A)(ii) of present law provides that the taxable 


year of a tn ae with respect to a partner who dies shall not 
close prior to the end of the partnership’s taxable year. 

Keeping open the partnership year with respect to a partner who 
dies prevents the possibility of any “bunching” of income for tax 

urposes in the year of death of a partner whose taxable year differs 
fon that of this partnership. However, this also may deny the 
opportunity to offset this income against deductions and exemptions 
available in the year of death. In addition, it may deny the benefits 
of income-splitting with respect to this partnership income. 

The advisory group recommends that as a general rule the partner- 
ship taxable year in the case of a deceased partner close at the date of 
death. However, it suggests that the successor in interest of a de- 
ceased partner be given the option to continue the year with respect 
to the deceased partner’s distributive share of the partnership income 
to the normal ending of the partnership year where there has been no 
sale, exchange, or liquidation of this interest before that date. Where 
the interest has been sold, exchanged, or liquidated before the end of 
the year the successor in interest is to have the option to close the 
partnership taxable year for the decedent’s interest as of the date of 
the disposition. 


8. Section 707(b). Certain sales or exchanges of property with respect to 
controlled partnerships 
Section 707(a) of present law provides that as a general rule, if a 
partner engages in a transaction with a partnership, other than in his 
capacity as a member of the partnership, the transaction is to be con- 
sidered as occurring between the partnership and one who is not a 
partner. Subsection (b), however, provides certain exceptions to this 


e. 

Paragraph (1) of subsection (b) disallows losses in the case of sales 
or exchanges of property between a partnership and a partner owning, 
directly or iadieeatir, more than 50 percent of the capital interest, or 
profits interest, in the partnership, and also in the case of two partner- 
ships in which the same persons own, directly or indirectly, more 
than 50 percent of the capital interests or profits interests. 

Paragraph (2) of subsection (b) of present law provides in certain 
cases that any gain recognized on the sale or exchange of property 
other than a capital asset is to be ordinary income. The transactions 
referred to are sales or exchanges between a partnership and a partner 
owning, directly or indirectly, more than 80 percent of the capital 
interest, or profits interests, in the partnership or between two partner- 
ships in which the same persons own, directly or indirectly, more 
than 80 percent of the capital interests, or profits interests. 

The advisory group recommends a series of changes designed more 
dosely to correlate the loss provision and gain provision with the 
provisions relating to corporations. 

The most important modification suggested with respect to losses 
would expand the provision to cover losses which may arise in the 
case of sales or exchanges between a partnership and a corporation or 
trust or estate, where there is ownership of common interests of 50 
percent or more. 
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In the case of the gain provision two important modifications are 
suggested. First, under present law the partnership provision applies 
to all property other than a capital asset, while the provision in sec- 
tion 1239 for corporations applies only to property of a character 
which is subject to the allowance for depreciation provided in section 
167. The advisory group would conform the partnership provision 
with the corporate provision. 

Second, the partnership provision of existing law applies the rela- 
tively broad constructive ownership rules of section 267, while section 
1239 extends ownership to include only interests owned by a person’s 
spouse, his minor children, and his minor grandchildren. The advis- 
ory group in this respect also would conform the gain provision for 
partnerships with the rules provided for corporations. 

In both the loss and gain provisions, where the transactions are 
between partnerships, the advisory group would substitute ‘own com- 
mon interests of more than 50 percent’’ (or 80 percent) for the words 
“owning, directly or indirectly, more than 50 percent’’ (or 80 percent), 
This new wording is also applied in the case of. a transaction between a 
partnership and a corporation, trust, or estate. Thus, for example, if 
partners A and B shared the ownership of one partnership on a 10- 
percent-90-percent basis and the seins: a of another partnership ona 
90-percent-10-percent basis, the “common” ownership of A in the two 
partnerships would be 10 percent. The “common” ownership of B 
also would be 10 percent, with the result that the total common interests 
owned by the two partners in each partnership would be 20 percent. 
This would not constitute a controlled partnership under the proposal 
either in the case of a loss ora gain. Under existing law such ownershi 
would constitute a sale between controlled partnerships because both 
A and B are members of both partnerships and together own more than 
a 50 percent interest in each partnership (or more than 80 percent 
interest in the case of the gain provision). 


9. Section 708(b)(1)(B). Termination of a partnership on sale to another 
partner of an interest of 50 percent or more 


Present law provides that a partnership is to be considered as termi- 
nated if, within a 12-month period, there is a sale or exchange of 50 
alge or more of the total interest in partnership capital and profits. 

hus, the sale of a partnership interest to another partner will terminate 
the partnership if the interest sold is in excess of 50 percent of the total 
interest in the partnership capital and profits. However, no termina- 
tion occurs where a partner’s interest is liquidated by making distribu- 
tions to him of more than 50 percent of the partnership assets. 

The advisory group recommends that a partnership not be termi- 
nated by a sale (regardless of the percentage interest sold) to partners 
who have been members of the partnership for at least 12 months prior 
to such sale. The group also recommends a technical change. 


10. Sections 721, 722, and 724. Interest in partnership capital ex- 
changed for services 

Present law provides that no gain or loss is to be recognized to & 
partnership or to any of the partners in the case of a contribution of 
property to the partnership in exchange for an interest in the partner- 
ship. owever, the regulations (sec. 1.721-1(b\(1)) state that this 
provision does not apply to the extent a partner gives up a part of his 
contributions as compensation for services rendered by another person. 
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In such a case the value of the interest transferred is income to the 
person performing the services. The amount of the income in this 
case is the fair market value of the interest transferred at the time of 
the transfer in the case of past services, or otherwise at the time the 
services are rendered. 

With certain modifications, the advisory group approves of the 
general result obtained by the regulations. It recommends that: 

(1) The person receiving an interest in capital of the partner- 
ship in exchange for the performance of services include an amount 
representing this interest in his gross income and pay ordinary 
income tax on it. 

(2) The partners relinquishing parts of their interests in the 
artnership receive an expense deduction (or an addition t» the 
asis of partnership properties if the services performed added to 

the capital value of partnership properties) for the amount treated 
as ordinary income to the service partner. 

(3) The amount taken into account as ordinary income by 
the service partner and the amount treated as being transferred 
by the other partners, if the transfer is not subject to restrictions, 
is to be (a) the fair market value of the interest at the time of 
the transfer, or (6) the transferee partner’s share of the basis of 

artnership property, whichever is smaller. However, if the 
interest transferred is subject to restrictions, the amount to be 
taken into account is to be the least of (a) the fair market value 
the interest would have had at the time of the exchange had 
there been no limitations, (6) the fair market value of the services 
performed, or (c) the transferee partner’s share of the basis of 
the partnership property. 

(4) An exception is provided to the general rules set forth 
above. The service partner is not to be taxed (and the other 
partners not to receive an expense deduction or basis for partner- 
ship property) where the partnership interest acquired would 
not have been taxable if the interest had been acquired in the 
absence of the partnership form of organization. 

The advisory group’s proposal can be illustrated by the following 
example: First, it will be assumed that the transfer of the partnership 
interest is not subject to restrictions. In this case, if the value of the 
capital interest at the time of the transfer is $1,000, but the partners 
had a basis for this interest of only $600, the advisory group would 
have the individual receiving the interest include in his income the 
smaller of these two amounts, namely, the $600. In addition, the 
partners transferring the interest could claim an expense deduction of 
$600 unless the services performed increased the value of partnership 
property, in which case the basis of partnership property would 
increase by the $600. 

Second is the case where the partnership interest is subject to 
restrictions at the time of the transfer. For example, assume that 
the individual may not transfer or hypothecate his interest until after 
the performance by him of certain tasks for a period of, say, 5 years. 
Difficulties of valuing the interest transferred are likely to exist in 
this case. Assume, however, that the value of the interest, if it were 
not subject to the restrictions, would in this case be $1,000 but that 
the services to be performed are valued at only $500. Again assume 
that the basis of he interest being transferred is $600. In this case 
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the amount taken into income by the individual performing the service 
will be the least of these three amounts, or in this case the $500, 
representing the value of the services performed. This same amount 
can be claimed by the partners transferring the interest as an expense 
deduction or as an addition to basis of partnership property. 


11. Sections 731 and 732. Extent of recognition of gain or loss or dis- 
tribution and basis of distributed property other than money 
This is a conforming change required by changes made by the 
group in section 751. 


12. Section 734. Optional adjustment to basis of undistributed partner- 
ship property 

Present law provides that the basis of partnership property is not 
to be adjusted as the result of a distribution of property to a partner 
unless the partnership has so elected under section 754. Subsection 
(b) relates to the method of adjustment where such an election has 
been made. 

The advisory group would make technical revisions in the method 
of computing the optional adjustment to the basis of partnership 
at ai hese are made to conform this method of computation 
with that now used where there is a change in basis on the sale of an 
‘nterest. 

In addition to the change described above, the advisory group is 
also proposing a ‘‘de minimis”’ rule to be applied in the case of section 
734(b), It would provide that even through the partnership has 
elected to make the adjustments to partnership basis it need not 
make these adjustments where the total with respect to a distribution 
is less than $1,000. 


13. Section 735(a). Character of gain or loss in the case of sales or 
exchanges of distributed property 

Present law provides that if a partnership distributes unrealized 
receivables or inventory items to a partner which he iu turn sells, any 
gain realized by the distributee partner is to be ordinary income in the 
case of the inventory items, if they are disposed of within 5 years of 
the distribution, and in the case of unrealized receivables irrespective 
of how long after the distribution the sale occurs. 

(a) Donee of distributee—Both in the case of unrealized receivables 
and inventory items, present law refers to gain or loss ‘‘by a distributee 
partner.”” As a result a distributee partner may be Site to make a 
gift of the unrealized receivables or inventory items received by him 
and his donee upon the sale of the receivables or inventory items may 
not be subject to the ordinary income treatment which would apply 
if the distributee partner had made the sale. 

The advisory group recommends that the character of a gain or loss 
on the sale of unrealized receivables or substantially appreciated 
inventory items distributed to a partner be maintained shrenalt all 
subsequent transfers of the property where the basis of the transferor 
partner for the property is carried over to the transferee. 

(b) Elimination of 5-year limit on holding period.—The advisory 
group recommends that inventory items like unrealized receivables 
should result in ordinary income upon sale by a distributee partner 


without regard to whether these items have been held over 5 years. 
This is interrelated with the group’s recommendations on section 751. 
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14. Section 736. Amounts paid to a retiring partner or a deceased 
partner’s successor in interest 


Present law provides that, when amounts are paid to a retirin 
tner or successor in interest of a deceased partner in liquidation o 
a partnership interest, the amount is subject to the ordinary distribu- 
tion rules (i.e., it is a sec. 736(b) payment) to the extent it is in ex- 
change for the partner’s share of partnership property. However, 
amounts paid in excess of the fair market value of this share of the 
property are treated as a distributive share of partnership income or 
as a guaranteed payment (i.e., as a sec. 736(a) payment). There are 
two exceptions, however, to these general rules. First, a payment for 
unrealized receivables of the partnership is always treated as a section 
736(a) payment rather than as a distribution. Second, a payment in 
exchange for the retiring partner’s or successor’s interest in good will 
of the partnership is not considered to be a section 736(b) payment 
unless the partnership agreement so provides 
The advisory group in general approves of the tax results obtained 
under section 736 but recommends that the following specific rules be 


added: 

(1) It proposes that the time of taking section 736(a) pay- 
ments into account be clarified. Generally, under the proposal, 
section 736(a) amounts would be taken into account on the last 
day of the taxable year of the partnership in which they are paid 
or become payable. However, where amounts become payable 
by April 15 of the year following the close of the partnership year 
in which they are determined, the amounts are to be taken into 
account as of the end of the prior partnership year. 

(2) Amounts not taken into account until after April 15 of 
the year following the year in which determined are always to be 
classified as “guaranteed payments” and never as “distributive 
shares” and, therefore, in these cases there will not be carried 
over to the retired partner, or heir, any of the special character- 
istics of the partnership income. 

(3) Unrealized receivables are redefined more narrowly than 
under existing law. Also, to the extent these receivables repre- 
sent items “‘billed” before the death or retirement of the partner, 
they are to be classified as section 736(a) payments as under 
present law but to the extent they are not billed by that time 
they may, at the election of the partnership, be treated as either 
section 736(a) or section 736(b) amounts. (This is taken from 

(4) The election to treat good will as either a section 736(a) or 
section 736(b) amount, under the advisory group suggestion, can 
be made outside of the partnership agreement and also can be 
made between the remaining partners and the heir after the death 
of a partner. 

(5) Where all of the payments with respect to a partnership 
interest are made within a 12-month period, the entire amount, 
if the partners agree, may be treated as coming under the ordi- 
nary distribution rules with no part being classified as a section 
736(a) payment. 

(6) Where a distribution includes both money and other prop- 
erty, it is recommended that the money first be considered as the 
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section 736(a) payment with the other property generally being 
classified as the section 736(b) payment. 

(7) It is recommended that where a new partnership, corpora- 
tion, or other organization becomes a successor of a former part- 
nership, that the successor organization be treated the same as the 
former partnership with respect to any section 736(a) payments it 
is required to make on the account of the former partnership. 
This rule would apply, however, only to the extent that the 
successor had not received a basis for the liability to make the 
section 736(a) payment. In addition, the retired partner or 
heir receiving the section 736(a) payments from the successor 
organization to the former partnership is to treat these payments 
as ordinary income in the same manner as if he were still receiving 
them from the former partnership. 


15. Section 741. Recognition and character of gain or loss on sale 


This is a conforming change required by the changes made by the 
group in section 751. 


16. Section 743(b). Optional basis adjustment for transferee on sale of a 
partnership interest 

Present law provides that as a general rule the basis of partnership 
assets is not to be changed as the result of the transfer of a partner- 
ship interest on a sale or exchange or on the death of a partner. How- 
ever, section 743(b) provides that in these cases the partnership may 
elect (under sec. 754) to make an adjustment to the Casis of partner- 
ship properties for purposes of the transferee partner. If a partnership 
elects to make this saponins to the basis of partnership property, 
this election is binding with respect to all future transfers unless per- 
mission for revocation is received from the Secretary or his delegate. 

The advisory group recommends that a ‘de minimis” rule be added 
to the optional adjustment for transfers. This provides that even 
though a partnership has elected to make the adjustment to partner- 
ship basis for transferees it need not make this adjustment at the 
total adjustment with respect to a transfer is less than $1,000. (Also 
see sec. 755.) 


17. Section 751. Sales or exchanges of partnership interests resulting in 
ordinary income (collapsible partnership provision) 

Under present law the so-called collapsible partnership provision 
applies both to sales of partnership interests nae | also to distributions 
by a partnership where there is an exchange or distribution with respect 
to certain ordinary income-type assets, and these assets represent & 
significant element in the transaction. The types of property with 
which this collapsible partnership provision is concerned are “‘unreal- 
_ized receivables” and “inventory items which have substantiall 

appreciated in value.” The existing statute presents detailed defim- 
tions of unrealized receivables and inventory items. In addition, in 
_the case of inventory items, two tests are applied in determining 
whether there is substantial appreciation and, therefore, whether or 
not the collapsible partnership provision applies. In all cases, how- 
ever, the collapeib e partnership provision applies in the case of 


unrealized receivables. For the gain attributable to the inventory 
items to be treated as ordinary income their fair market value must 
exceed 120 percent of their basis and also the fair market value of these 
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g assets must represent more than 10 percent of the fair market value 
_ ofall partnership property other than money. 


. The advisory group makes substantial revisions in the present 
- | section 751. The most important of these changes are listed below: 

e (1) The group would make section 751 inapplicable in the case 
t of distributions. Thus, where distributions are made with 
), respect to unrealized receivables or substantially appreciated 
e inventory items, no longer would any ordinary income be realized 
e by the distributee or by the partnership. As an offset to eliminat- 
r ing this ordinary income treatment the advisory group would 
vr modify section 735 to provide that inventory items distributed 
is are always to result in ordinary income when sold by the dis- 
g tributee even though held more than 5 years. In addition, 


section 755 is modified to peers that where a partnership makes 
a distribution of partnership property, it in no case is to be per- 
mitted to make an adjustment to the basis of any remaining 
partnership property representing section 751 assets. 

(2) The application of section 751 would be limited to those 


a cases where the gains attributable to section 751 assets exceed 
$1,000 per transaction. 

ip (3) The section would be applied only where there is an overall 
r- gain on the sale or exchange of a partnership interest, taking 
W- into account not only the gain on section 751 assets but also any 
‘y loss which may be attributable to other assets. Thus, for ex- 
T- ample, if there is a gain of $5,000 with respect to section 751 
ip assets, but a loss with respect to capital assets of $3,000, the ordi- 
y, nary income gain to be taken into account is $2,000. 

(4) The “substantial appreciation test’? which under present 
e. law applies only in the case of inventory items would under the 
ed advisory group report be applied to all section 751 assets. 

en (5) The “substantial appreciation” test of present law would be 
af revised by substituting a single test for the two tests now in effect. 
he Under present law there is substantial appreciation if the un- 
so realized gain in the inventory represents more than 20 percent of 


the value of the inventory and if the inventory represents more 
than 10 percent of the total value of partnership assets other 
than money. Under the advisory group suggestion there would 
be “substantial appreciation” only if the unrealized gain with 


oa respect to the selling partner’s share of the section 751 assets 
ons represented more than 15 percent of the selling price of the 
ect interest. Assume, for example, that the selling partner’s share 
t 8 of section 751 assets has a value of $5,000 and a cost basis of 
ith $3,000. Therefore, the appreciation in value of the 751 assets 
Al in this case amounts to $2,000. Assume further that the selling 
lly price for the interest is $10,000 (and that no liabilities are in- 
ny volved). In this case the appreciation in value of the section 751 
Tos assets of $2,000 represents more than 15 percent of the $10,000 
Ing selling price of the interest. Therefore, the entire gain of $2,000 
Ss with respect to the section 751 assets is taxed as ordinary income 
“- to the selling partner. 


(6) The definitions of ‘unrealized receivables” and “inventor 


ory items” are deleted and in their place is substituted a rule whic 
provides in general that, if the sale or exchange of an item by an 
individual would result in ordinary income, it is to be classified as 
a section 751 asset. 
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(7) The definition of substantially appreciated section 75] 
assets is tightened by determining whether or not there is sub- 
stantial appreciation for purposes of the 15 percent test on a 
“net” rather than “gross’’ basis, eliminating assets attributable 
to partnership liabilities in this computation. 

8) Aspecial partnership basis is provided for a prior transferee 
who sells or exchanges his interest where there is no election to 
step up (or down) the partnership basis with respect to section 751 
assets and the sale takes place within 2 years of the first transfer, 


This is similar to a rule already available in the case of liquidating | 


distributions. 
18. Section 752. Limitation on partner’s distributive share of losses 
Present law (in sec. 704(d)) provides that a partner’s share of a 


artnership loss is to be allowed only to the extent of the basis for his | 


interest in the partnership. Any excess loss is to be allowed as a 
deduction only when the excess is repaid to the partnership. On the 


other hand, section 752 provides that an increase or decrease in a 


partner’s share of the liabilities of a partnership, or any increase or 


decrease in his individual liabilities as a result of a shift in liabilities 


between a partner and a partnership, is to result in an increase or 


decrease in the adjusted basis of the partner’s interest in the partner- 


ship. 

The advisory group recommends where a partner is fully obligated 
to pay a liability to the partnership that he receive a basis for his 
interest to the extent of his obligation. This will ordinarily make 


any losses which may have given rise to the liability deductible in 


the year incurred, 
19. Section 753. Income in respect of decedent 

Present law provides that the amount includible in gross income of 
an heir of a deceased partner under section 736(a) is to be considered 
income in respect of a decedent under section 691. Thus section 
736(a) amounts are includible in the gross estate of the decedent 


partner for estate tax purposes; then subsequently, when such amounts 
are paid, the recipient is subject to ordinary income tax and obtains 


no basis with respect to such amounts as a result of the transfer at | 


the decedent’s death. However, to mitigate the effect of imposing 
both an estate tax and an income tax on the same amount, a deduction 


presently is available to the recipient of these payments equal to the — 


portion of the estate tax paid which was attributable to them. 

The present section 753 makes no mention of the treatment of the 
decedent’s distributive share for the portion of the partnership year 
up to the date of his death, including any part of this share, which 
the decedent may have withdrawn before death. However, the 
regulations (sec. 1.753-1(b)) make it clear that such income is subject 
to section 691 treatment. 

The treatment which would be available if the advisory group’s 
recommendations are adopted with respect to section 753 can 
summarized as follows: 

(1) A deceased partner’s distributive share of partnership 
income in the year of his death, for the portion of the year before 
his death, is to be eligible for section 691 treatment. This is 4 
clarifying amendment since such treatment apparently is now 
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provided under section 691(a) of present law. In addition, it is 

made clear that the credit for estate tax against such income is 

to be oampied by taking into account the full share of income 

attributable to the part of the year before the decedent’s death, 

nancing amounts which may have been withdrawn before his 
eath. 

(2) Accruable items (the term substituted for the redefined 
unrealized receivables) are to be treated as income in respect of 
the decedent for purposes of section 691 whether or not the 
accruable items referred to come under section 736(a). This is 
true, however, only in the case of ‘“‘billed’’ accruable items. 
Unbilled accruable items are included only if they come under 
section 736(a). : 

(3) As under present law, it was provided that amounts in- 
cludible under section 736(a) constitute income in respect of a 
decedent. However, it is made clear that the only amount 
eligible for this treatment and includible in the gross estate for 
estate tax purposes is the fair market value of these section 736 (a) 
amounts at the time of the decedent’s death (or alternative valua- 
tion date). 

(4) It is made clear that the basis of an interest in a partnership 
acquired from a deceased partner is to be stepped up (or down) 
in the manner provided in section 1014(a) except to the extent 
that the fair market value at death reflects accruable items or 
amounts payable under section 736(a). 


20. Section 753. Manner of allocating optional adjustments to basis of 
partnership property 

Present law indicates the manner in which an election may be made 
to establish a special partnership basis for property in the case of a 
partner who acquired his interest by transfer. It also indicates the 
manner in which an election may be made for adjustments to partner- 
ship property as the result of a distribution of property to a partner 
where the property takes a different basis in the hands of the dis- 
tributee than it had in the hands of the partnership, or where gain is 
recognized to the distributee. At present if a partnership elects to 
make the adjustments with respect to a transferee partner it must also 
elect to make the adjustments with respect to distributions, and vice 
versa. Once such election is made it generally applies to all sub- 

uent distributions and transfers. 

he advisory group recommends that the elections with respect to 
transferee partners (provided in sec. 743 (b)) and with respect to 
distributions (provided in sec. 734(b)) be made separate elections. 

Under present law the manner or making an election with respect 
to section 734(b) or 743(b) adjustments is left to the regulations. 
The regulations have provided that this election must be made in a 
statement filed with the partnership return for the first taxable year 
to which the election applies. 

The advisory group recommends that a partnership be allowed to 
file or change either of the elections under section 754 at any time 
before the end of a 3-year period beginning with date prescribed by 
law for the filing of the partnership return. In determining this 
period, extensions of time for filing the return are not to further 
extend this period. 


a 
_| 
to 
51 
| 
4 
11S 
a 
he 
a 
or 
or 
ed 
Lis 
ke 
in 
of 
ed 
on 
ant 
nts 
ins 
at 
ing 
ion 
the 
the 
ear 
ich 
the | 
ect 
| 
hip | 
ore | 
is 
LOW 


102 AMEND INTERNAL REVENUE CODE 


21. Section 755(b). Special rules for allocation of basis 


Section 755 of present law contains the allocation rules which must 
be followed by a partnership in allocating basis among various partner- 
ship properties where either a transfer has occurred and an adjust- 
ment is required with respect to the transferee partner in the manner 
provided in section 743(b) or a distribution has been made by the 
partnership and an adjustment is required to the basis of partnership 
property in the manner provided in section 734(b). The general 
rule contained in subsection (a) provides that basis is to be allocated 
among the partnership properties in a manner which reduces the 
difference between their fair market value and their adjusted bases, 
However, partnerships are also permitted to allocate the basis to 
——— Hees in any other manner permitted by regulations, 

ubsection (b), however, imposes certain limitations on the allocation 
rules set forth in subsection (a). It requires the allocation rules to 
be applied separately between capital assets and trade or business 
properties on one hand and other property on the other hand. Thus, 
property distributed or interests transferred which give rise to a basis 
adjustment which fell in one of these two categories must be allocated 
to partnership property falling in the same category. The special 
allocation rules also provide that the basis of any partnership property 
may not be mateo» below zero. They further provide that in the 
case of a distribution where adjustments to basis of property is pre- 
vented by the absence of such property on the part of the partnership 
or an insufficient adjusted basis the adjustments are to be held in 
abeyance and then applied to subsequently acquired property. 

The advisory group would make the following changes in section 
755: 

(1) It would remove the requirement of present law that ad- 
justments to the basis of partnership property must be made 
separately for capital assets and depreciable property in the case 
of transfers of interests. 

(2) The advisory group recommends that in the case of dis- 
tributions the partnership is not to be permitted to make any 
allocation of basis to section 751 assets. This recommendation 
basically is a part of the section 751 proposal but is incorporated 
in section 755. 

(3) It recommends that the rule set forth in the regulations 
to the effect that no basis may be allocated to assets whose ad- 
justed basis is equal to or exceeds their fair market value should 

e incorporated in the statute. 

(4) It recommends omission from the statute of the reference 

to holding in abeyance any adjustment to basis which cannot 


| 


otherwise be made. Thus, if as a result of the application of | 


any of the spe allocation rules provided in subsection (b) with 
respect to distributions, no basis adjustment may be made to 


existing partnership assets, this adjustment will not be available, | 
under the proposed statutory language, to be applied to any | 
subsequently acquired partnership property coming in the 
appropriate category. 
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92. Section 761(a). Exclusion of certain organizations from partnership 
provisions 

Present law creates two special categories of organizations which 
are permitted to be excluded from the application of all or part of 
subchapter K if all of the members so elect and if the income of such 
members can be adequately determined without the computation of 
partnership taxable income. 

The advisory group excludes all such organizations from the statu- 
tory definition of partnerships in the first instance. However, the 
privilege granted such organizations to be treated as partnerships 
under existing law has been preserved by allowing any such organiza- 
tion (as distinguished from the members) to elect to te so treated for 
the ap of all or a part of subchapter K. In the case of organiza- 
tions which do not elect to be treated as partnerships for all or some 
part of subchapter K, the Secretary or his delegate is empowered to 
require the filing of such information with respect to the nature of 
the organization’s operations and the identity of its members as he 
shall deem necessary. 
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APPENDIX 


Cross reference table (from existing law arrangement to proposed rearrangement) 


Existing law Rearrangement Existing law Deeg 
sec. No sec. Ro. sec. No. 
703(a) (b), and (c)..-...... 732(a), (b), and (c) 
703 784 
704(a), (b), and (c)(1)-..-- 704(@), (b), and (c) 734 
704(d) 750 
706(a), and (c)(1)-- 706(a), (b), and (c) || 743 
764 || 743(b) and 782 
707(b) || 751(c) and 5 
722 || 755(a) and (a) and 
723 || 761(a), and (d)....| 788(a), (d) 
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LETTER OF TRANSMITTAL 


Wasuinaton, December 5, 1958. 


CHAIRMAN, COMMITTEE ON Ways AND MEANs, 
House of Representatives, Washington, D. C. 


My Dear Mr. CuarrMan: I am transmitting herewith a supple- 
mentary and final report by an advisory group appointed by the 
Subcommittee on Internal Revenue Taxation to study subchapter K 
of the Internal Revenue Code of 1954, relating to the tax treatment 
of partners and partnerships. This report is a supplement to a report 
issued on December 31, 1957. It is accompanied by the subchapter K 
proposed amendments. 

he advisory group was appointed by the subcommittee on Novem- 
ber 28, 1956, to assist the subcommittee in its study of subchapter K 
of the 1954 Code. The advisory group consists of the following mem- 
bers: Arthur B. Willis, chairman; Sirs Janin, vice chairman; Mark H. 
Johnson, Paul Little, Donald McDonald, Herbert B. Story, Laurens 
Williams, and Abner Hughes (resigned in May 1957). 

The revised report of the en group on subchapter K was 
published on December 31, 1957. Testimony with respect to the 
revised report was received by the Committee on Ways and Means 
during the course of the hearings on general revenue revision com- 
mencing January 7, 1958. This supplementary report reflects a 
further modification recommended by the advisory group as a result 
of its additional studies and as the result of the hearings and the com- 
ments and suggestions made to the advisory group. 

The revised report, the supplementary report, and the accom- 
sag bey proposed amendments have not been considered or approved 
y = Subcommittee on Internal Revenue Taxation, or any member 
thereot!. 

Respectfully submitted. 

D. MILs, 
Chairman, Subcommittee on Internal Revenue Taxation. 
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LETTER OF SUBMITTAL 


WasHIncton, December 4, 1958. 
Hon. D. MILLs, 

Chairman, Subcommittee on Internal Revenue Taxation of the 
Committee on Ways and Means, House of Representatives, 
Washington, D. C. 

My Dear Mr, CHAinMAN: We are submitting herewith a supple- 
ment to the revised report, dated December 31, 1957, of the Advisor 
or on Subchapter K of the Internal Revenue Code of 1954, We 
are also submitting, in the form of a bill, the proposed amendments 
to subchapter K to carry out the advisory group’s recommendations. 
The proposed amendments are presented as a separate document. 

This supplemental report contains a revision to a portion of recom- 
mendation 14 of the revised report. The change occurs in the pro- 
posed language of section 736 (b) (2). The reason for the change in 
the advisory group’s previous recommendation is set forth in the body 
of this supplemental report. 

The advisory group has had the benefit of excellent reports pre- 
pared by various professional groups commenting upon the revised 
report of December 31, 1957. The group has carefully studied all of 
these reports and as a direct result of one such report is revising its 
recommendation 14. The other comments and criticisms submitted 
by these professional groups concern concepts and policies which the 
advisory group felt had been orb gr considered in drafting the 
revised report. The group does feel that additional experience in 
Operation under subchapter K may make apparent at some future 
date the need for further statutory revisions. 

The matter of simplifying the taxing provisions applicable to small 
partnerships has been given thorough consideration. The proposed 
rearrangement of subchapter K (recommendation 1 of the revised 
report) was specifically intended to aid in the application of sub- 
chapter K to small partnerships. Careful consideration was given to 
possible legislation permitting small partnerships to report for income- 
tax purposes on a simplified information return form. This could be 
accomplished by special provisions that would make inapplicable to 
small partnerships the conduit concept of partners reporting their dis- 
tributive shares of various types of partnership income, gain, loss, 
deductions, or credits. (See sec. 702 (a) for the nine classifications 
which, under sec. 702 (b), carry through to the partners.) Alter- 
natively, it would be possible to permit small partnerships to elect to 
_ the character of the items through to the partners to the same 
imited extent as is now provided by the new subchapter S with 
respect to stockholders of certain corporations. 

It was the consensus of the up that no recommendation (other 
than the rearrangement of pat R) should be made at this time for 
legislative action on the problem of the small partnership. The 
Treasury Department and she Internal Revenue Service have adequate 
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legal authority under present law to provide for the filing of a simplified 
partnership return form by a small partnership having only items of 
income and deduction arising from the operation of its trade or 
business. The group is confident that this matter will continue to 
receive the serious consideration of the Treasury Department and the 
Internal Revenue Service and that appropriate administrative action 
will be taken if the need is evidenced. 

Since the publication of the revised report dated December 31, 1957, 
the advisory group has reviewed the broad connotations of subchapter 
S as added to the Internal Revenue Code by section 64 of the Technical 
Amendments Act of 1958 (Public Law 85-866). Some articles and 
editorial comments have referred to the distinctions between tax 
principles applicable to partnerships and those applicable to sub- 
chapter S corporations as if there should be a complete consistency. 
The advisory group feels that there are many areas of significant 
differences in the conceptual characteristics of partnerships and of 
subchapter S corporations. It is quite logical that their tax character- 
istics also should differ. 

We express our appreciation of the continuing cooperation we 
received from the staff of the Joint Committee on Internal Revenue 
Taxation, the Treasury Department, and the Internal Revenue 
Service. Their representatives attended our mevtings for the purpose 
of supplying information and were most helpful. 

Respectfully submitted. 

Artuur B. WILLI1s, 
Chairman. 

Harry JANIN, 

Vice Chairman. 
Mark H. Jounson. 
Litre. 
Donatp McDona 
Hersert B. Srory. 
Laurens WILLIAMS. 
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SUPPLEMENTAL REPORT OF THE ADVISORY 
GROUP ON PARTNERS AND PARTNERSHIPS 


1, Section 736 (b) (2). Treatment of amounts paid for a retiring or de- 


ceased tg te interest in income earned by the partnership but 
as to which the right to receive payment has not accrued (revision, 
in pert af recommendation 14 of the revised report, dated December 
31, 1967) 


Recommendation 14 of the advisory group’s revised report dated 
December 31, 1957, requires clarification with respect to the proposed 
amendment to section 736 (b) (2). The advisory group’s recommen- 
dation has been interpreted by one of the bar groups making a detailed 
study of our revised report as necessarily classifying earned but un- 
billed receivables of a partnership as partnership property. This 
would mean that any payment for a retiring or Sukeneed partner’s 
earned but unbilled receivables would be a capital payment falling 
under section 736 (b), even though the partners desired such payment 


» to be an income bg gs falling under section 736 (a). The advisory 
t 


group considered the inflexibility of such result to be undesirable and 
therefore recommends a clarifying revision in recommendation 14. 

In the normal case it is considered that the parties would expect 
that distributions on account of unbilled receivables and work in 
process would be treated as income payments, in the same manner as 
distributions on account of billed receivables. On the other hand, 


. insituations where such is clearly the partners’ intention, there appears 


to be no good reason for denying them the right to treat such unac- 
crued income as “property”’ of the partnership comparable to good- 
will. We wish to make our recommendation in the revised report 
clear that, as a general rule, rights to unrealized income are to be 
treated as section 736 (a) payments. We wish at the same time to 
revise the recommendation to allow an election to treat as “property” 
any rights to unrealized income other than “‘accruable’” items i - 
scribed in the proposed section 736 (b) (2) (A). Therefore, it is 
recommended that the following subparagraphs be substituted for 
subparagraph (B) in the recommended section 736 (b) (2): 
(B) other rights to unrealized income, except to the extent that the 
partners agree that such rights are included in goodwill of the partner- 
a that an amount is to be paid with respect to goodwill, or 


goodwill of the partnership, except to the extent that the partners 
agree that an amount is to be paid with respect to goodwill. 
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LETTER OF TRANSMITTAL 


Wasuineton, December 30, 1957. 


Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 

My Dear Mr. Cuarrman: I am transmitting herewith a revised 
report by an advisory group appointed by the Subcommittee on 
Internal Revenue Taxation to study subchapter K of the Internal 
Revenue Code of 1954, relating to the income-tax treatment of part- 
ners and partnerships. This — contains changes which the ad- 
visory group recommends for legislative consideration. 

The advisory group was appointed by the subcommittee on Novem- 
ber 28, 1956, to assist the subcommittee in its study of subchapter K 
of the 1954 Code. The advisory group consists of the following 
members: Messrs. Arthur B. Willis (chairman), Harry Janin (vice 
chairman), Mark H. Johnson, Paul Little, Donald McDonald, Her- 
bert B. Story, Laurens Williams, and Abner Hughes (resigned in May 
1957). 

The first report of the advisory group on subchapter K was pub- 
’ jished on May 8, 1957. For the convenience of those who may de- 
sire to find all of the advisory group’s proposals in one document, 
however, the recommendations contained in that report (with one 
modification) are repeated in this revised report. Also in this report 
are a series of additional recommendations developed by the group 
since publication of the first report. The prior recommendation 
which Nas been modified in this report relates to section 751. This 
report has not been considered or approved by the Subcommittee on 
Internal Revenue Taxation or any member thereof. The committee 
has scheduled public hearings commencing January 7, 1958, and this 
revised report of the Partnership Advisory Group is among the sub- 
jects to be considered in such hearings. 

Respectfully submitted. 

Wivsur D. MILts, 
Chairman, Subcommittee on Internal Revenue Taxation. 
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LETTER OF SUBMITTAL 


Wasuineaton, December 80, 1957. 
Hon. D. Mitts, 

Chairman, Subcommittee on Internal Revenue Taxation of the 
Committee on Ways and Means, House of Representatives, 
Washington, D. C. 

My Dear Mr. CuatrMan: We are submitting herewith the report 
of the Advisory Group on Subchapter K of the Internal Revenue 
Code of 1954. This report supersedes the first report dated May 8, 
1957, and contains all the recommendations for statutory change 
which we consider necessary at this time. With the exception of that 
on section 751, all of the recommendations in the first report have been 
incorporated without change in the present report. The present 
report contains a modified recommendation for the amendment of 
section 751, and a series of new recommendations with respect to 
other sections of subchapter K. In addition, the report recommends 
arearrangement of the subchapter. It is believed that this rearrange- 
ment, which places in part I the basic provisions likely to be used 
by the average partnership, will make the principal partnership pro- 
visions easier to understand for the taxpaying public and their 
advisers. 

No basic changes are recommended in the present statutory frame- 
work of partnership taxation. So far as the group can ascertain from 
the experience of its individual members and from the comments of 
others, the pattern introduced in the 1954 Code has been found to 
be generally satisfactory. When account is taken of the inherent 
complexity of the subject, it is noteworthy that this first attempt at a 
comprehensive codification of the partnership tax law should have 
been as successful as it has proved to be. Nevertheless, it was in- 
evitable that actual experience under these provisions would disclose 
situations not clearly covered by the statute, that there would be some 
instances of unintended benefits and hardships, and that some pro- 
visions would be found to create unwarranted complications in the 
operation of partnership businesses. Our recommendations are de- 
signed to clarify certain provisions, to produce more equitable results, 
and to simplify the operation of the statute whenever that could be 
done without jeopardy to the revenues and without substantial im- 
pairment of the taxpayers’ equities. 

Although some of the recommended corrections are obviously more 
important than others, we believe that in every instance the proposed 
change is sufficiently substantial to warrant legislative action. We 
have given serious consideration to many provisions other than those 
covered by our recommendations. In each such instance we have 
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decided either that the present statute is satisfactory, or that it is 
desirable to await further experience before resorting to statutory 
In submitting this report we desire to express our appreciation of the 
helpful cooperation we received from the staff of the Joint Committee 
on Internal Revenue Taxation, the Treasury Department and the 
Internal Revenue Service, representatives from which attended our 
meetings for purposes of supplying information. 
Respectfully submitted. 
Artuur B. 
Chairman. 
Harry JANIN, 
Vice Chairman. 
Mark H. Jounson. 
Litt 
Donatp McDonatp. 
Hersert B. Srory. 
WILLIAMS. 
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REVISED REPORT OF THE ADVISORY GROUP ON 
PARTNERS AND PARTNERSHIPS 


(Note: For the convenience of the reader this report contains 
recommendations made by the partnership advisory group in its 
first report, dated May 8, 1957. It also contains a series of addi- 
tional recommendations prepared by the group since that time. 
Notations in the headings of the items indicate in which category 
particular recommendations fall.) 


1, Rearrangement of subchapter K. To state separately provisions 
likely to be applicable to simple partnerships (new proposal) 

The present partnership provisions have been criticized on the 
grounds that they are too complicated and that the taxpayer who is 
a member of the average simple partnership cannot be expected to 
understand many of the present provisions. It is believed that 
some of the difficulty in this respect stems from the fact that, in 
actual practice, the operation of partnerships can vary significantly. 
Most of the difficulty probably arises from the fact that a partnership 
is viewed by some as an entity separate and apart from the partners 
while to others the partnership is viewed as an aggregation of the 
partners, each acting in his own individual capacity. The partnership 
provisions of present law take both this “entity” and this “aggregate”’ 
concept into account. The “entity” concept is most frequently 
applied by the statute, since it ordinarily operates more simply than 
does the “‘aggregate’”’ concept. Usually elections are available, how- 
ever, making it possible for the partners or partnership to follow the 
aperegate concept if they care todo so. These elections are necessary 
if the tax laws are not to freeze partnerships into a rigid mold, but, 
nevertheless, they are a complicating factor. Moreover, there are 
other relatively complicated partnership provisions, designed to pre- 
vent tax avoidance or undue hardship, which are unlikely to apply 
in the type of transaction which the simple partnership or partner is 
likely to engage. 

Your advisory group has concluded that, in actual practice, a 
substantial simplification can be achieved for the average simple part- 
nership by grouping in one part the provisions likely to be applicable 
to these partnerships and by grouping in another part the various 
elections and other technical provisions of a narrower application. 
Therefore, it is recommending a rearrangement of the -partnership 
provisions in the manner set forth below. 

Under this rearrangement the existing partnership provisions are 
grouped into five parts: Part I deals with the rules generally applicable 
to partners and partnerships and contains the provisions with which a 
simple partnership is most likely to come in contact. For the most 
part, these represent the general rules contained in the forepart of the 
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existing sections. Part II contains the so-called collapsible part- 
nership provisions which may result in ordinary-income treatment 
where an interest is sold or exchanged, or in the case of certain types 
of distributions. These provisions, although unlikely to apply in 
the case of simple partnership, probably will, nevertheless, havea a 
somewhat wider application than the special rules contained in part III, 
Part III contains the various elections and special rules which, for the 
most part, apply only in the case of the more complicated types of 
partnership arrangements. Part IV in the proposed rearrangement 
contains the definitions, and part V the effective dates for the sub- 
chapter. In this rearrangement, every effort has been made to retain 
existing section numbers for the provisions which are likely to be 
frequently applied. For example, section 751 would continue to be 
the provision defining unrealized receivables and inventory items. 

The subsequent recommendations in this report would, of course, 
require some modification in this rearrangement, but it is believed that 
these are, for the most part, obvious, and need not be referred to here. 

The material presented below shows the section and subsection 
headings under the proposed rearrangement, and in parentheses after 
these headings the section, subsection or paragraph of existing law 
which they represent. Modifications required in existing law by the 
rearrangement also are indicated in the parentheses. Provisions 0 
present law which have been transferred from present-law sections to 
proposed new sections are referred to in the bracketed material under 
the section numbers where they appear under existing law. 


Subchapter K—Partners and Partnerships 


Part I. Rules generally applicable to partners and partnerships. 
Part II. Collapsible partnership transactions. 

Part III. Special rules for partners and partnerships. 

Part IV. Definitions. 

Part V. Effective date for subchapter. 


PART I—RULES GENERALLY APPLICABLE TO PARTNERS AND 
PARTNERSHIPS 


Subpart A—Determination of Tax Liability 


SEC. 701. PARTNERS, NOT PARTNERSHIP, SUBJECT TO TAX. 
(Sec. 701 of present law.) 


SEC, 702. INCOME AND CREDITS OF PARTNER, 

(a) GENERAL RuLE.—(Sec. 702 (a) of present law.) 

(b) CHARACTER OF ITEMS ConsTITUTING DisTRIBUTIVE Suare.—(Sec. 702 (b) 
of present law.) 

) Gross INCOME OF A PARTNER.—(Sec. 702 (c) of present law.) 


SEC. 703. PARTNERSHIP COMPUTATIONS. 


(a) IncoME AND Depvuctions.—(Sec. 703 (a) of present law.) 

(b) ELECTIONS OF THE PARTNERSHIP.—(Sec. 703 (b) of present law.) 
SEC. 704. PARTNER’S DISTRIBUTIVE SHARE. 

(a) Errect or ParTNERSHIP AGREEMENT.—(Sec. 704 (a) of present law with 
the following modification: The reference to ‘‘except as otherwise provided in 
this section” is changed to read “except as otherwise provided in this section, 
section 761 (relating to special rules for contributed property), and section 762 
(relating to family partnerships).’’) 

(b) DistriBuTIVE SHARE DETERMINED BY INCOME OR Lcss Ratio.—(Sec. 704 
(b) of present law.) 

(c) ContriBuTED Property.—(Sec. 704 (c) (1) of present law with the follow- 
ing modification: The reference to “except to the extent otherwise provided in 

aragraph (2) or (3)’’ is changed to read ‘“‘except as otherwise provided in section 
61 Calstins to special rules for contributed property).”’) 
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[Paragraphs 2) and (3) of Sec. 704 (c) of present law become section 761 in the 
rearrangement. 

(d) Lim1TaTIon on ALLOWANCE oF LossEs.—(Sec. 704 (d) of present law. 

[Section 704 (e) of present law becomes section 762 in the rearrangement. 

SEC. 705. DETERMINATION OF BASIS OF PARTNER'S INTEREST. 

(Sec. 705 (a) of present law with the following modification: The reference to 
“except as provided in subsection (b)” is changed to read “except as otherwise 
provided in section 763 (relating to an alternative rule for determination of basis 
of partner’s interest).’’) 

ction 705 (b) of present law becomes section 763 in the rearrangement.] 
SEC. 706. TAXABLE YEARS OF PARTNER AND PARTNERSHIP. 
(a) YEAR IN Wuicu PartTNEeRsHIP INcoME Is INcLUDIBLE.—(Sec. 706 (a) of 
resent law with the following modification: The reference to “section 707 (c)” 
is changed to “section 707 (b).’’) 

(b) Apoprion or TAXABLE YEAR.—(Sec. 706 (b) of present law.) 

(ec) CLOSING OF PARTNERSHIP YEAR.— (Sec. 706 (c) (1) of present law with 
the following modification: The words ‘except as provided in paragraph (2)” 
are changed to read “except as provided in section 764 (relating to a partner 
who retires or sells an interest in a partnership).’’) 

{Paragraph (2) of Sec. 706 (c) of present law becomes section 764 in the rear- 
rangement. 

SEC. 707. TRANSACTIONS BETWEEN PARTNER AND PARTNERSHIP. 

(a) ParTNeR Nor ActinG In Capacity as PartTNER.—(Sec. 707 (a) of present 
law with the following modification. The words ‘‘and in section 765 (relating 
to certain sales or exchanges of property with respect to controlled partnerships) 
are added at the end of the phrase “except as otherwise provided in this section.’’) 

[Sec. 707 (b) of present law becomes Bee. 765 in the rearrangement.] 

(b) GUARANTEED PayMENTs.—(Sec. 707 (c) of present law.) 

SEC. 708. CONTINUATION OF PARTNERSHIP. 

(a) GENERAL RuLE.—(Sec. 708 (a) of present law.) 

(b) TeRMINATION.—(Sec. 708 (b) (1) of present law with the new paragraph 
(2) indicated below.) 

(2) Cross REFERENCE.—For special rules to be applied in the case 
- ee or consolidations and divisions of partnerships, see section 
[Sec. 708 (b) (2) of present law becomes Sec. 766 in the rearrangement.] 


Subpart B—Contributions to a Partnership 


SEC. 721. NONRECOGNITION OF GAIN OR LOSS ON CONTRIBUTION, 
(Sec. 721 of present law.) 

SEC. 722. BASIS OF CONTRIBUTING PARTNER’S INTEREST. 
(Sec. 722 of present law.) 

SEC. 723. BASIS OF PROPERTY CONTRIBUTED TO PARTNERSHIP. 
(Sec. 723 of present law.) 


Subpart C—Distribution by a Partnership 


SEC. 731. EXTENT OF RECOGNITION OF GAIN OR LOSS ON DISTRIBUTION, j 

(a) Partners.—(Sec. 731 (a) of present law with the following modification: 
The references to ‘‘section 751 (c)’”’ and “section 751 (d) (2)” are changed to “‘sec- 
tion 751 (a)’”’ and ‘‘section 751 (b) (2),”’ respectively.) 

(b) PARTNERSHIPS.— (Sec. 731 (b) of present law.) 

(c) Excertions.— (Sec. 731 (c) of present law with the following modification: 
The reference to ‘‘section 736” is changed to ‘‘section 776”’ and the reference to 
“section 751’ is changed to “‘section 750 (a).’’) 

SEC. 732. BASIS OF DISTRIBUTED PROPERTY OTHER THAN MONEY. 

(a) DistRIBUTIONS OTHER THAN IN LIQUIDATION OF A PARTNER’S INTEREST.— 
(Sec. 732 (a) of present law.) 

(b) DistripuTIONS In LiquipatTion.— (Sec. 732 (b) of present law.) 

(ec) ALLOCATION oF Basts.—(Sec. 732 (c) of present law with the followin 
modification: The references to ‘‘section 751 (c)” and to “section 751 (d) (2)’ 
are changed to “section 751 (a)”’ and ‘‘section 751 (b) (2),”’ respectively.) 
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[Sec. 732 (d) of present law becomes section 784 in the rearrangement.] 

(d) Exception.—(Sec. 732 (e) of present law with the following modification; 
The reference to ‘‘section 751 (b)’’ is changed to ‘‘section 750 (a).’’) 

“‘(e) Cross REFERENCE.—For special partnership basis to transferees where 
distributions are made, see section Pea.” (This cross reference is new.) 

SEC. 733. BASIS OF DISTRIBUTEE PARTNER’S INTEREST. 

(Sec. 733 of present law.) 

SEC. 734. BASIS OF UNDISTRIBUTED PARTNERSHIP PROPERTY. 

(Sec. 734 (a) of present law with the following modification: The reference to 
“unless the election, provided in section 754 * * *, is in effect’’ is changed to 
read “unless the election, provided in section 780 * * *, is in effect’’.) 

[Sec. 734 (b) and (c) of present law become Sec. 781 in the rearrangement, 
SEC. 735. HOLDING PERIOD FOR PARTNERSHIP PROPERTY. 

(Sec. 735 (b) of present law with the following modification: The reference to 
“(other than for purposes of subsection (a) (2))’”’ is changed to read ‘‘(other than 
for purposes of inventory items referred to in section 750 (b)’’.) 

(Sec. 735 (a) of present law becomes Sec. 750 (b) in the rearrangement.] 

[Sec. 736 of present law becomes Sec. 776 in the Brvdvweterinry, 


Subpart D—Transfers of Interests in a Partnership 


SEC, 741. RECOGNITION AND CHARACTER OF GAIN OR LOSS ON SALE OR EXCHANGE, 
(Se¢. 741 of present law with the following modification: The reference to 
“section 751” is changed to “section 749’’.) 
SEC. 742. BASIS OF TRANSFEREE PARTNER’S INTEREST. 
(Sec. 742 of present law.) 
SEC. 743. BASIS OF PARTNERSHIP PROPERTY. 
(Sec. 743 (a) of present law with the following modification: The reference to 
“unless the election provided by section 754 * * * is in effect’ is changed to 
read “unless the election provided by section 780 * * * is in effect’’.) 


[Sec. 743 (b) and (c) of present law become Sec. 782 in the rearrangement.] 


Subpart E—Treatment of Certain Liabilities 


SEC. 7446. TREATMENT OF CERTAIN LIABILITIES. 
(Sec. 752 of present law.) 


PART II—COLLAPSIBLE PARTNERSHIP TRANSACTIONS 


SEC. 749. SALE OR EXCHANGE OF UNREALIZED RECEIVABLES OR INVENTORY ITEMS. 

(Sec. 751 (a) of present law.) 

SEC. 750. DISTRIBUTIONS WITH RESPECT TO UNREALIZED RECEIVABLES OR INVEN- 
TORY ITEMS. 

(a) DistrRispuTIONS TREATED AS SALES OR ExcHANGEsS.—(Sec. 751 (b) of 
present law with the following modifications: The references to ‘subsection (a) 
(1) or (2)”’ and to “section 736 (a)’’ are changed to read ‘‘section 749 (a) (1) or 
(2)” and to “section 776 (a)’’, respectively.) 

(b) DistripuTED PRoPEeRTY SUBSEQUENTLY or ExcHanGcep.—(Sec. 735 
(a) of present law with the following modifications: The references to “section 
751 (c)” and to “section 751 (d) (2)”’ are changed to read “section 751 (a)” and 


“section 751 (b) (2)”’, respectively.) 
SEC. 751. DEFINITION OF UNREALIZED RECEIVABLES AND INVENTORY ITEMS. 

(a) UNREALIZED REecEIVABLES.—(Sec. 751 (c) of present law.) 

(b) Inventory ITems Have APPRECIATED SUBSTANTIALLY IN VALUE.— 
(Section 751 (d) of present law.) 

[Sees. 752, 753, 754, 755 and 761 of present law become Secs. 746, 777, 780, 783 
and 788 respectively, in the rearrangement.] 
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PART III—SPECIAL RULES FOR PARTNERS AND PARTNERSHIPS 


Subpart A—Special Rules in Determining Tax Liability 


SEC. 761. SPECIAL RULES FOR CONTRIBUTED PROPERTY. 

a) Errect or PARTNERSHIP AGREEMENT.—(Sec. 704 (c) (2) of present law.) 

) Unpivipep InTrerests.—(Sec. 704 (c) (3) of present law with the follow- 

ing modification: The reference to “paragraph” is changed to “subsection’’.) 

‘(c) Cross REFERENCE.—For general rule for the treatment of contributed 
property, see section 704 (c).’”’ (This is a new cross reference.) 
SEC. 762. FAMILY PARTNERSHIPS.— 

(a) Recoenition or INTEREST CREATED BY PuRCHASE OR GuiFT.—(Sec. 
704 (e) (1) of present law.) 

(b) Distrinutive SHare or Donege IncLupIBLE 1N Gross INcome.—(Sec. 
704 (e) (2) of present law.) 

(c) PurcHase oF INTEREST BY MEMBER OF Famity.—(Sec. 704 (e) (3) of 
present law.) 


SEC. 763. ALTERNATIVE RULE FOR DETERMINATION OF BASIS OF PARTNER’S INTEREST. 

(Sec. 705 (b) of present law.) 

SEC. 764. CLOSING OF PARTNERSHIP TAXABLE YEAR FOR PARTNER WHO DISPOSES OF 
PART OR ALL OF INTEREST. 

(a) DisposiTIon or ENTIRE InTEREST.—(Sec. 706 (c) (2) (A) of present law.) 

(b) Disposition oF Less THan Entire Interest.—(Sec. 706 (c) (2) (B) of 
resent law with the following modification: The reference to ‘‘subsection (b) (1)”? 
is changed to read “section 706 (b) (1)’’.) 

“(c) Cross ReFERENCE.—For general rule for the closing of a partnership 
taxable year, see section 706 (c).’’ (This is a new cross reference.) 

SEC. 765. CERTAIN SALES OR EXCHANGES OF PROPERTY WITH RESPECT TO CON- 
TROLLED PARTNERSHIPS. 

(a) Losses DisaLLowEp.—(Sec. 707 (b) (1) of present law.) 

(b) Garns TREATED Aas ORDINARY INCOME.—(Sec. 707 (b) (2) of present law.) 

(c) OWNERSHIP OF A CAPITAL OR PRorits INTEREST.—(Sec. 707 (b) (3) of 

ent law with the following modification: The reference to ‘‘For purposes of 
paragraphs (1) and (2) of this subsection” is changed to read “‘For purposes of 
subsections (a) and (b)’’.) 

“(d) Cross RErERENcE.—For general rules applicable in the case of transac- 
tions between partner and partnership, see section 707.”’ (This is a new cross 
reference.) 

SEC. 766. CONTINUING PARTNERSHIP IN MERGERS OR CONSOLIDATIONS AND DIVI- 
SIONS. 

(a) MERGER OR ConsoLipATION.—(Sec. 708 (b) (2) (A) of present law with the 
e modification: The reference to “‘this section’’ is changed to read ‘‘section 

(b) Diviston or A ParTNERSHIP.—(Sec. 708 (b) (2) (B) of present law with the 
ns modification: The reference to “this section’’ is changed to read “‘section 


«(@) Cross REFERENCE.—For general rules applicable in determining a con- 
tinuing partnership, see section 708.’’ (This is a new cross reference.) 


Subpart B—Termination of Retiring or Deceased Partner’s Interest 


SEC. 776. PAYMENTS TO A RETIRING PARTNER OR A DECEASED PARTNER'S SUCCES- 
SOR IN INTEREST. 

(a) PAYMENTS CONSIDERED AS DISTRIBUTIVE SHARE OR GUARANTEED Pay- 
MENT.—(Sec. 736 (a) of present law with the following modification: The reference 
to “section 707 (c)’”’ is changed to “‘section 707 (b)’’.) 

(b) PAYMENTS FOR INTEREST IN PARTNERSHIP.—(Sec. 736 (b) of present law 
with the following modification: The reference to “section 751 (c)” is changed to 
“section 751 (a)’’.) 

SEC. 777. SUCCESSOR OF PARTNER RECEIVING INCOME IN RESPECT OF A DECEDENT. 

(Sec. 753 of present law with the following modification: The reference to 
“section 736 (a)” is changed to read “section 776 (a)’’.) 
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Subpart C—Special Adjustments to Basis of Partnership Property 
SEC. 780. ELECTION OF OPTIONAL ADJUSTMENTS TO BASIS OF PARTNERSHIP PROp. 


(Sec. 754 of present law with the following modifications: The references to 
“section 734” and to “section 743” are changed to read “‘section 781” and “section 
782,” respectively.) 

SEC. 781. OPTIONAL ADJUSTMENT IN CASE OF DISTRIBUTION OF PROPERTY. 

(a) Meruop or ApJusTMENT.—(Sec. 734 (b) of present law with the following 
modifications: The reference to “section 754’’ is changed to ‘‘section 780” and the 
references to ‘‘section 732 (d)’’ to “section 784’’.) 

(b) ALLocaTion oF Basis.—(Sec. 734 (c) of present law with the following 
modifications: The reference to “subsection (b)’’ is changed to ‘subsection (a) 
and the reference to “section 755” to “section 783’’.) 

“(c) Cross RereERENCE.—For general rule as to adjustment to basis of partner. 
ship property upon a distribution, see section 734.’’ (This is a new cross refer. 
ence. 

SEC. 782. OPTIONAL ADJUSTMENT IN CASE OF TRANSFER OF INTEREST. 

(a) Metnop or ApjusTMENT.— (Sec. 743 (b) of present law with the following 
modification: The reference to “section 754” is changed to “section 780” and the 
reference to “‘section 704 (c) (2)”’ is changed to “section 761 (a)’’). 

(b) ALLocaTION oF Basis.—(Sec. 743 (c) of present law with the following 
modifications: The reference to “subsection (b) is changed to ‘‘subsection (a) 
and the reference to “‘section 755” to “section 783’’). 

“(c) Cross REFERENCE.—For general rule as to adjustment to basis of partner- 
ship property upon a transfer of an interest, see section 743.” (This is a new 
cross reference.) 

SEC, 783. ALLOCATION OF BASIS FOR OPTIONAL ADJUSTMENTS. 

(a) GenerRAL RuvLe.—(Sec. 755 (a) of present law with the following modifi- 
cations: The references to “section 734 (b)’’ and “section 743 (b)’’ are changed 
to “section and “section 782’’, respectively.) 

(b) Specia, Rute.— (Sec. 755 (b) of present law) 

SEC. 784. SPECIAL BASIS TO TRANSFEREE UPON SUBSEQUENT DISTRIBUTION. 

(Sec. 732 (d) of present law with the following modifications: The reference to 
“subsections (a), (b), and (c)’”’ is changed to “‘section 732”’, the reference to “section 
754” to “section 780’, the reference to “‘section 743 (b)’’ to “section 782”, and 
the reference to “subsection” in the second sentence is changed to ‘‘section’’.) 


PART IV—DEFINITIONS 


SEC. 788. TERMS DEFINED. 
(a) PARTNERSHIP.—(Sec. 761 (a) of present law.) 
(b) Partner.—(Sec. 761 (b) of present law.) 
(c) PARTNERSHIP AGREEMENT.—(Sec. 761 (c) of present law.) 
(d) LiquIDATION OF A PARTNER’sS INTEREST.—(Sec. 761 (d) of present law.) 


PART V—EFFECTIVE DATE FOR SUBCHAPTER 


SEC. 791. EFFECTIVE DATE. 

(a) GENERAL RuLE.—(Sec. 771 (a) of present law.) 

(b) Specra, Rutes.—(Sec. 771 (b) of present law with the following modifica- 
tions: After the reference to “‘section 708” there is to be inserted ‘‘and section 766”, 
the reference to “section 735 (a)” is changed to “section 750 (b)”’, the reference 
to “Section 751” is changed to “Sections 749, 750 (a) and 751” and the reference 
to “section 753” is changed to “section 777’’.) 

[Sec. 771 (c) of present law is deleted as no longer necessary.] 


2. Section 702 (b) and (d). Level for determining character of income 
and application of limitations (from first report but with additional 
comments) 

Section 702 (b) of the 1954 Code provides that only the items 
of income, gain, loss, deduction, or credit which were included in & 
partner’s distributive share under paragraphs (1) through (8) of 
subsection (a) of section 702 are to retain their original character in 
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the hands of the partner as though they were realized directly by 
op. him from the same source from which realized by the partnership 
| and in the same manner. After excluding such items, the remaining 


Ar income or loss became ordinary income or loss without any character 
‘on other than “partnership income or loss.”’ ‘ 

Your advisory group has concluded that section 702 (b) should be 
ing amended so that the partnership is purely a conduit and so that the 


the character of any and all eeteeene items carries over into the hands 
, | of the partners individually. 

ing Moreover, the 1954 Code is not clear whether limitations are 
) | imposed at the partner or at the partnership level. Your adviso 
ere group has concluded that the 1954 Code should be clarified and that 
fer- any limitations on the includability or deductibility of an item should 

be imposed at the partner, not the partnership, level. 

me | (a) Character of items constituting distributive share. The conduit 
mg | principle established by section 702 (b) of the 1954 Code is continued 
in the advisory group’s recommendation with minor modifications. 


ing §_Had the regulations under this section not been written as broadly as 
s)” | they were, a partner would have been deprived of the retirement 

' income credit arising from rents received ran a partnership. Your 
me advisory group proposes that the character of all partnership items 


not just certain listed items, carry over into the hands of the individual 
partners. Hence, whether or not the item is separately stated by the 
if- ‘ partnership will become completely immaterial in determining its 
ged character in the hands of the partners. It is proposed, therefore, that 
section 702 (b) be amended to read as follows: 


(b) Craracter oF IreMs Distrisutive SHaRE.—The character 
_ of any item of income, gain, loss, deduction, or credit included in a partner’s 


to distributive share under subsection (a) shall be determined as if such item were 
~ realized directly from the source from which realized by the partnership or incurred 


in the same manner as incurred by the partnership. 


This differs from exisiting law only in that it provides that the items 

covered by paragraph (9) of subsection (a). as well as the items listed 

in paragraphs (1) through (8) of subsection (a), are to retain their 
character in the partner’s hands. 

The advisory group would like to emphasize that section 702 (b) 

provides that the income is to be determined as if any item were 

) realized directly by the partner from the source from which realized 

by the partnership or incurred in the same manner by the partner as 

incurred by the partnership. ‘Thus, the sale of a property by a 

partnership might result in ordinary income to a partner who is a 

ca ‘real-estate dealer and capital gain to other partners. However, just 

6”, as it is possible for a real-estate dealer who is a sole proprietor to have 

nee a segregated investment account (sales from which result in capital 

gain) so also is it possible that a partnership interest represents an 

_ Investment account, sales from which will give rise to capital gain 

| rather than ordinary income. This would be a fact question which 


mé would have to be separately determined in each case in the same 

mil | manner as where the property in question were held directly by an 
individual. 

ms §§ Although the character of the income items is to be determined at 


14 the partner level, account must be taken of the fact that the partner- 
of ship is acting for the partners and thus that they are engaged in 
‘in whatever business the partnership is. Thus, where there is a sale of 
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property being used in a trade or business at the level of the partner- 
ship (e. g., either for sale to customers or depreciable property) the 
partnership character of any gain from such a sale would be attributed 
to the partners since they individually would be considered as engaged 
in the partnership business. 

(b) Limitations in computing taxable income. Although various sec- 
tions of the code impose limits upon the amount of an item (generally 
a deduction item) which is to be taken into account in computi 
taxable income, subchapter K does not make it clear whether the code 
imposes these limitations at the partnership or at the partner level, 
The advisory group considered the following types of limitations: 

A. A fixed dollar limitation (such as sec. 116 relating to exclusion 
of $50 of dividends received by individuals; sec. 270 limiting hobby 
losses to $50,000 each year; sec. 615 limiting exploration expenditures 
to $100,000; and sec. 1211 (b) limiting the deduction of capital losses 
to $1,000 in excess of capita] gains). 

B. A percentage of gross income (such as sec. 175 limiting deduct- 
ible soil and water conservation expenditures to 25 percent of gross 
income derived from farming). 

C. A percentage of adjusted gross income (such as sec. 170 (b) 
limiting charitable contributions to 20 or 30 percent of the taxpayer’s 
adjusted gross income). 

D. A percentage or proportion of taxable income (such as sec. 35 
(b) (2) limiting the credit for partially tax-exempt interest to 3 percent 
of the taxable income; sec. 613 limiting the deduction for depletion 
to 50 percent of the taxable income from the property; sec. 904 limiting 
the foreign tax credit in proportion to the taxpayer’s taxable income 
from sources within the foreign country; and sec. 1211 (b) limiting 
the deduction for capital losses to vegas income). 

E. Similar or related items of income, gain, loss, deduction, or 
credit (such as sec. 165 (d) limiting wagering losses to wagering 
gains; sec. 111 limiting the inclusion of bad debt recoveries, prior 
taxes, and the like, to the amount of tax benefit from the same item; 
and = 1211 limiting capital losses in part to the amount of capital 

ains). 

7 The advisory group concluded that if such limitations were imposed 
at the partnership level it would permit individual taxpayers to exceed 
the limitation set by the statute simply by forming a number of part- 
nerships. Moreover, it would work out unfairly where a large num- 
ber of partners share the same item. If the limits were imposed at 
both the partnership and partner levels, they would discriminate 
against the partnership form of business. The advisory group assumes 
that the limits set in the code generally are the amount intended to 
be allowed to any single individual taxpayer. The advisory group 
recognizes certain accounting complexities which, from the point of 
view of imposing the limitations, may arise from the very nature of 
the conduit principle when a single partnership allocates income to 
partners differently situated. 

The advisory — recommends that the statute be made clear by 
adding a new subsection (d) to section 702, providing that wherever 


a limitation is imposed upon the includability or the deductibility 
of an item, each pew is entitled to his full share up to the statutory 
e partnership is disregarded for this purpose. The 
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advisory group, therefore, proposes that a new subsection 702 (d) 
be added to read as follows: 

(d) Lrurrations in Computine TaxaBLe Income.—If any limitation on the 

amount of the exclusion or deduction of any item of income, gain, loss, deduction, 
or credit affecting the computation of taxable income is expressed in terms of a 
fixed amount, or a percentage of income, such limitation shall be applied only in 
the computation of each jo aboaly taxable income separately and not to the 
partnership computation of income. 
This amendment is intended to clarify, and not to change, present law. 
Moreover, the advisory group did not consider that the word “lim- 
itation” as used in the proposed amendment would correctly describe 
the restrictions on the choice of depreciation methods under section 
167. It was the conclusion of the group that such choice actually 
represented an election within the meaning of the present section 
703 (b). 


8. Section 702 (c). Gross income of a partner (from first report) 

Section 702 (c) of the 1954 Code states: 

In any case where it is necessary to determine the gross income of a partner for 

urposes of this title, such amount shall include his distributive share of the gross 

of the partnership. 

Gross income of the partnership as used here is not reduced by any 
aranteed payments made by the partnership to the partners. 
ction 707 (c), however, also provides that guaranteed payments 

are to be included in gross income for purposes of section 61 (a). 

As the result of the interrelationship of sections 702 (c) and 707 (c), 
the law may be interpreted as requiring the inclusion of guaranteed 
payments in a partner’s gross income twice, once as a portion of his 
distributive share of the partnership gross income and once directly 
as guaranteed payments. 

t is suggested that section 702 (c) be amended to read as follows: 

(c) Gross INcomE oF A ParTNER.—In any case where it is necessary to 
determine the amount of the gross income of a partner for purposes of this title, 
such amount shall include the excess of his distributive share of the gross income 
of the partnership over any payments from the partnership included in his gross 
income as the result of the application of section 707. 

To conform the above change with respect to the definition of 
gross income of a partner with that used in connection with self- 
employment income, clauses (iii) and (iv) immediately followin 
paragraph (8) in section 1402 (a) probably should also be amende 
to strike out ‘‘(c)’’ where reference is made to section 707 (c). 


4. Section 703 (b). Organizational expenditures (from first report) 

Decisions by the Tax Court in Abe Wolkowitz, et al., Tax Court 
memorandum decision (1949), and Meldrum and Fewsmith, Inc., 20 
T. C. 790, 807, affirmed on other issues, 230 F. 2d 283, hold that legal 
fees incurred in the organization of a partnership are capital expendi- 
tures and cannot be deducted by the partnership. 

Section 248 permits a corporation, if it so elects, to deduct its 
organizational expenditures over a period of 5 years. The proposed 
addition to section 703, permitting the deduction of expenses relating 
to the formation of a partnership or the revision of the partnership 
agreement, differs from section 248 in the following respects: 
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(a) Deduction is allowed over a fixed period of 60 months with- 
out any election being required by the partnership. Under see. 
tion 248 the corporation may elect to treat organizational expenses 
as deferred expenses and to deduct them ratably over a period of 
‘not less than 60 months.”’ 

(b) Subparagraph (B) of the proposed section 703 (b) (2) pro- 
vides that any organizational expenses not previously deductible 
by the partnership become deductible by the partnership for the 
taxable year of its termination under section 708 (b). The same 
result is already established by court decisions in the field of 
corporate tax law when a corporation is liquidated. 

(c) The “organizational expenses” of a partnership are amor- 
tized over a period of 60 months after such expenses were paid 
or accrued. Tatled section 248 the organizational expenses of a 
corporation are deductible over a period of 60 months “‘beginning 
with the month in which the corporation begins business.’”’ See- 
tion 248 creates a hiatus as to amortization of organizational 
expenses which may not be billed to the corporation until several 
months after it has begun business. Further, the commencement 
of the amortization period with the date of beginning business 
is not practicable in the partnership situation since ‘‘organiza- 
tional expenses” of a partnership are defined as including ex- 
penses that may be incurred by the partnership more than 5 years 
after it began business. (See point (d) below.) 

(dq) The term “organizational expenses” is defined as including 
expenses not necessarily related to the formation of the partner- 
ship. The term is expressly broadened to include costs of pre- 
paring or revising the partnership agreement after the partnership 
is formed. The term also aahiabe the costs of preparing or 
amending a buy-and-sell agreement. 

(e) No attempt is made to exclude from ‘organizational 
expenses”? the costs of obtaining capital contributions. Such 
costs are usually nominal in the case of a partnership and are 
extremely difficult to segregate from the cost of forming the 
partnership. In a partnership there are not the legal costs and 
expenses involved in capital contributions that are found in con- 
nection with the issuance of capital stock of a corporation. 


To provide for the deduction of partnership organizational expenses 
in the manner described above, it is recommended that subsection (b) 
of section 703 be redesignated as subsection (¢) and that the following 
new subsection (b) be adopted: 


(b) DEDUCTION OF ORGANIZATIONAL EXPENSES OF PARTNERSHIP.— 


(1) ALLOWANCE OF DEDUCTION.—A deduction, taken into account in the 
manner provided in paragraph (2), shall be allowed to the partnership for 
the organizational expenses (as defined in paragraph (3) ) of the partnership. 

(2) PERIOD FOR WHICH DEDUCTION IS ALLOWABLE.—This deduction for or- 
ganizational expenses of the partnership shall be taken into account by 
the partnership— 

(A) for a period of 60 months beginning with the month in which 
such expenses were paid or accrued, and 

(B) any organizational expenses not previously deductible by the 
partnership shall be deductible by the partnership for its taxable year 
in which, or with which, the partnership is terminated in the manner 
described in section 708 (b). 
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(3) DEFINITION OF ORGANIZATIONAL EXPENSES.—Ior purposes of this sub- 
section, the term “organizational expenses” includes any expenditure which 
is incident to— 

(A) the creation of a new parinership, 

(B) the preparation of a partnership agreement for an existing 
partnership, 

(C) the amendment of an existing partnership agreement, or 

(D) the preparation or amendment of any agreement relating to the 
purchase or retirement of the interest of a withdrawing or deceased 
partner. 

The advisory group believes that the above amendment should be 
effective with respect to partnership expenses incurred in the future. 
Consideration might also be given to provision for amortization of 
organizationel expenses previously paid or accrued but not deducted. 
These might be allowed as deductions over a 60-month period be- 
ginning with the first month after the effective date applicable to 
this provision. 

§. Section 705. Determination of basis of partner's interest (new proposal) 

Section 705 provides two rules, a general rule and an alternative 
rule, for purposes of deterinining the basis of a partner’s interest where 
this basis may be needed in computing the gain on the sale of an in- 
terest, In the case of certain distributions, ete. The general rule re- 
quires a partner to determine the adjusted basis of his interest by 
taking the basis of the property origivdly contributed to the pertner- 
ship, or the basis of the interest at the time of purchase. end then 
making certain aejustments in this basis. In genersl, the bssis is to 
be incrensed for a partner's distributive share of the income of the 

artnership, whether or not it bes been taxable income, and decreased 
Vv the partnership basis of assets distributed to him, and by the part- 
ner’s distributive share of losses of the partnership. The alternative 
rule provides that the Secretary or his delegate may prescribe the 
conditions under which, instead of making the detailed adjustments 
described above, the adjusted basis of a partner’s interest may be 
determined by reference to what his proportionate share of the 
adjusted basis of partnership property would be if the partnership 
were to be terminated at that time. The adjustments to the basis of 
a partner’s interest, whether made under the general rule or alter- 
native rule, occur throughout the year on the basis of all of the part- 
nership transactions up to the date the basis must be determined. 

The partnership in any case frequently has to determine the ad- 
justed basis of partnership property, with the result that the alterna- 
tive rule, where the Secretary permits its use, is much simpler to 
apply than the general rule. Moreover, in the case of the simple 
partnership, where the contributions and distributions have been in 
money ave there have been few if any transfers of partnership inter- 
ests, the basis for a partner’s interest reached under either rule is 
likely to be substantially the same. 

In view of the greater simplicity of the alternative rule your advisory 
group is recommending that this so-called alternative rule, with 
modifications, be made the general or standard rule, and that the 
general rule be made the alternative rule. Thus, under the proposal 
the simpler rule for determining basis will apply unless the partnership 
elects otherwise. For this simpler rule to apply, however, it will be 
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necessary to limit its application to those cases where the contribu- 
tions, transfers, and distributions which have occurred will not result 
in any substantial difference in the basis for a partner's interest, 
computed in this manner and computed under the new alternative 
rule. However, if there is a substantial difference, under the proposal 
partners will still be permitted to use the simpler method of com- 
puting the basis for their interests if they are willing to make whatever 
adjustments are necessary to eliminate any substantial difference in 
basis computed under the two methods. ‘The restriction on the use 
of the simpler rule is to apply, however, only if the Secretary or his 
delegate, or one or more of the partners, can establish that there 
would be a substantial difference as a result of prior contributions, 
transfers, or distributions if the more complicated rule had applied. 
In other words, the Secretary or his delegate, or the partner, whoever 
is contending that the more complex rule should be followed by the 
partnership, has the affirmative burden of proof. 

To provide for the changes in section 705 described above it is 
recommended that this section be amended to read as follows: 
SEC. 705. DETERMINATION OF BASIS OF PARTNER'S INTEREST. 


(a) GENERAL RuLE.— 

(1) DeTERMINATION OF BASIS.—The adjusted basis of a partner’s interest 
in a partnership shall be determined by reference to his proportionate share 
of the adjusted basis of partnership property as if there had been a termina- 
tion of the partnership, except that such basis shall be determined in the 
manner provided in subsection (b) if the partnership so elects (in accordance 
with regulations prescribed by the Secretary or his delegate), or if as the re- 
sult of the limitation provided in paragraph (2), this subsection is not applic- 
able. 

(2) Limrration.—The adjusted basis of a partner’s interest shall not he 
determined under this subsection if it is established that there has been one 
or more— 

(A) contributions to the partnership, 

(B) transfers of interests in the partnership, or 

(C) distributions by the partnership, 
which would result in a substantial difference in the basis for a partner’s ine 
terest computed under this subsection than if computed under subsection (b), 
except that the adjusted basis of a partner’s interest may nevertheless be 
determined under this subsection if such adjusted basis so computed is fur- 
ther adjusted (as required by regulations prescribed by the Secretary or his 
delegate) in a manner which eliminates any such substantial difference. 

(b) ALTERNATIVE Ru.e.—If subsection (a) is not applicable, the adjusted 
basis of a partner’s interest in a partnership shall be the basis of such interest 
determined under section 722 (relating to contributions to a partnership) or 
section 742 (relating to transfers of partnership interests) — 

(1) increased by the sum of his distributive share for the taxable year 
and prior taxable years of — 

. (A) taxable income of the partnership as determined under section 
03 (a), 
(B) income of the partnership exempt from tax under this title, and 
(C) the excess of the deductions for depletion over the basis of the 
property subject to depletion; and 

(2) decreased (but not below zero) by distributions by the partnership as 
provided in section 733 and by the sum of his distributive share for the 
taxable year and prior taxable years of— 

(A) losses of the partnership, and 
(B) expenditures of the partnership not deductible in computing its 
taxable income and not properly chargeable to capital account. 
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6. Section 706 (b). Changing or adopting a taxable year (from first 
report) 

Section 706 (b) (1) provides that a partnership may not change 
to, or adopt, a taxable year other than that of all of its principal 

rtners unless it establishes a business purpose therefor. Section 
706 (b) (2) also requires a business purpose before a partner may 
change to a year other than that of a partnership in which he is a 
principal partner. Section 706 (b) (3) defines a principal partner as 
one + Na an interest of 5 percent or more in partnership profits or 
capital. 

Bection 706 (b) (1) as described above, would appear to require 
establishment to the satisfaction of the Secretary or his delegate of a 
business purpose before a partnership can adopt any year where its 
principal partners are on different taxable years. However, the 
regulations on this point (sec. 1.706-1 (b) (1) (i) provide that a 
newly formed partnership may adopt a calendar yexr as its taxable 
year without securing prior approval from the Commissioner if all 
of its principal partners are not on the same taxable year. Presum- 
ably the authority for this is contained in sections 441 (b) (2) and 
441 (g) (3) of the 1954 Code. The advisory group favors the policy 
of permitting a partnership to adopt the calendar year as its taxable 
year without the consent of the Secretary or his delegate where the 
principal partners have different taxable years. It is recommended 
that this policy be clearly established by amending section 706 (b)-(1). 

It has been suggested that seetion 706 (b) (1) be further amended 
to provide that in the case of the formation of a new partnership, a 
partnership should be free to select any fiscal year it nay desire. In 
this connection, the advisory group recognizes the importance of 
encouraging taxpayers to seiect fiscal years other then the calendar 
year in order to spread throughout the year the workload of preparing 
tax returns and vear-end statements. At the same time it is recog- 
nized that the selection of a partnership year different from that of 
the partners may result in a substantial lag in the reporting of income 
for tax purposes. In view of these conflicting considerations the 
advisory group is not making any recommendation for change on this 

int. 

As indicated above, section 706 (b) (2) would seem to indicate that 
a principal partner may change his taxable year to that of the partner- 
ship without obtaining the consent of the Secretary or his delegate. 
However, the regulations on this section (sec. 1.706—1 (b) (2)) indicate 
that a partner may not change his taxable year without securing prior 
approval from the Commissioner. This requirement is based on the 
fact that section 442 provides that if a taxpayer changes his annual 
accounting period, the new accounting period is to become the tax- 
payer’s taxable year only if the change is approved by the Secretary 
or his delegate. The advisory group approves of the policy in the 
present regulations requiring the taxpayer to obtain the consent of the 
Commissioner in all cases before changing his taxable year because— 
(a) problems may arise where an individual is a principal 
partner in more than one partnership, 
(b) there are problems respecting the interrelationship of the 
taxable year of a partner with that of his spouse, and 
(c) the partnership income may be only a minor portion of a 
taxpayer's income. 
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It is recommended, therefore, that section 706 (b) (2) be amended to 
make it clear that this consent must be obtained. Moreover, it is 
believed that it is no longer necessary to provide a special “‘business 
purpose’”’ rule in section 706 (b) (2) since the regulations under section 
442 indicate that a “substantial business purpose” rule is applicable 
in connection with that section. The advisory group believes that the 
effect of referring to section 442 as a substitute for the present provi- 
sion will not generally prohibit a partner from changing his taxable 
year to that of a partnership of which he is a member except in cases 
where there are overriding considerations. 

The regulations under section 442 in part state as follows: 

In general, a change of annual accounting period will be approved where the 

taxpayer establishes a substantial business purpose for making the change. In 
determining whether a taxpayer has established a substantial business purpose for 
making the change, consideration will be given to all the facts and circumstances 
relating to the change, including the tax consequences resulting therefrom. If 
the effect of the change is to defer a substantial portion of the taxpayers’ income, 
or to shift a substantial portion of deductions, from one year to another so as to 
reduce substantially the tax liability of the taxpayer, the change will ordinarily 
not be approved. Further, approval will ordinarily be denied if the effect of the 
change is to cause a similar deferral or shifting in the case of another taxpayer, 
such as a partner, beneficiary, etc., so as to reduce substantially such other tax. 
payer’s tax liability. 
While the advisory group sees no need to treat partners in this connec- 
tion differently from other taxpayers, it does question the emphasis in 
the quoted regulations on tax benefits derived from the deferral of 
income as being sufficient grounds for denying a taxpayer the right to 
change his taxable year. Rather, it is believed that a determination 
should be madeas to whether there is asubstantial business purpose and 
that tax benefits arising from anv deferral should be taken into account 
as a factor in determining the bona fides of the substantial business 
purpose. The advisory group does not recommend legislation to 
specifically change the above-quoted provisions of the regulations 
because this is beyond the scope of its delegated responsibilities. 
Nevertheless, if the Committee on Ways and Means agrees with the 
opinions expressed by the advisory group, it would appear desirable 
to include in the report of the committee a specific statement of 
congressional intent with respect to the requirements for obtaining 
permission to change a taxable year. 

It has been pointed out that as a result of the definition of a principal 
partner in section 706 (b) (3) as one having an interest of 5 percent or 
more in partnership profits or capital, some cases will arise where no 
limitation is imposed with respect to the adoption of a partnership 
taxable year because no partner has an interest of 5 percent or more. 
The advisory group believes, however, that such cases are relatively 
few and that any problem arising from the absence of any limitation in 
such cases would not warrant the added complexity of amending the 
statute. 

In view of the advisory group’s recommendations described above 
it is suggested that paragraphs (1) and (2) of section 706 (b) be amended 
to read as indicated below. No change would be made in section 
706 (b) (3), however. 


(b) ADOPTION OR CHANGE OF TAXABLE YEAR— 
(1) PARTNERSHIP’S TAXABLE YEAR.—The taxable vear of a partnership 
shall be determined as though the partnership were a taxpayer. A partner- 
ship may not— 
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0 (A) adopt a taxable vear other than that of all its principal partners 
8 (except that if all the principal partners do not have the same taxable 

year, the partnership may adopt a calendar vear), or 
8 (B) change to a taxable year other than that of all its principal 
partners, 
ay | unless it establishes, to the satisfaction of the Secretary or his delegate, a 
e business purpose therefor. 
, (2) PARTNER’S TAXABLE YEAR.—A partner may not change his taxable 
al year except as provided in section 442. 
e 
8 | 7, Section 706 (c). Close of a taxable year upon the death of a partner 

(from first report) 

| Section 706 (c) (2) (A) (ii) provides that the taxable vear of a 
partnership with respect to a partner who dies shall not close prior 
n to the end of the partnership’s taxable year. 
ed Keeping open the partnership year with respect to a partner who 
If dies prevents the possibility of any “bunching” of income for tax 
e, urposes in the year of death of a partner whose taxable year differs 
Lo om that of his partnership. However, it overlooks the fact that 
y where “bunching”’ is not a serious problem this may deny the oppor- 
r, tunity to offset this income against deductions and exemptions avail- 
X- able in the year of death. It may also deny the benefits of income- 

splitting with respect to this partnership income. The regulations 

(sec. 1.706-1 (c) (3) (iv)) remedy this situation in part by recognizin 


n |. the closing of a partnership taxable year with respect to a decease 
of artner upon the date of death where there is an agreement to sell 


0 is interest at that time. However, this provision of the regulations 
n is complicated in its application. 
d The advisory group believes that in the usual case where the 
it partnership and the partners are on the same taxable year it is even 
ss; © more important, in the case of a deceased partner, to have the oppor- 
10 tunity to offset the partnership income against deductions, exemp- 
18 tions, and other benefits available in the year of death than it is to 
$. avoid the “bunching” of income by reporting such income in the 
ie 46, year after the death of the partner. Consequently the group recom- 
le mends that as a general rule the partnership taxable year in the case of 
of a deceased partner close at the date of death. However, it is suggested 
1g that the successor in interest of a deceased partner be given the option 
to continue the year with respect to the deceased partner’s distributive 
al share of the partnership income to the normal ending of the partner- 
or ship year where there has been no sale, exchange, or liquidation of 
10 + this interest before that date. Where the interest, as a result of the 
ip eenershio agreement or otherwise, has been sold, exchanged, or 
. iquidated by reason of a buy-and-sell agreement which is operative 
ly upon the death of a partner, the successor in interest is to have the 
in option to close the taxable year of the partnership for the deceased 
he artner’s interest immediately after the death of the deceased partner. 
here the interest is disposed of after the partner’s death, the succes- 
e sor in interest is to have the option to close the partnership taxable 
year for the decedent’s interest as of the date of the disposition. 
yn Consideration was given to the desirability of changing the rule on 
the close of the partnership year for a deceased partner for the period 
from 1954 to 1957. However, it was concluded that the complexities 
‘ip which would result from provisions in the statute and regulations for 


er | years which were closed, together with the confusion which would 
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result from another elective rule, does not justify retroactive legisla- 
tion. Moreover, the broad regulations issued under section 706 have 
covered many of the problem cases. 

It is suggested that the advisory group’s recommendation be 
carried out by amending section 706 (c) to read as follows: 


(c) Crostnc oF ParRTNERSHIP YEAR,— 

(1) GENERAL RULE.—Except in the case of a termination of a partnership 
and except as provided in paragraphs (2) and (3) of this subsection, the tax- 
able year of a partnership shall not close as the result of the death of a partner, 
the entry of a new partner, the liquidation of a partner’s interest in the part- 
nership, or the sale or exchange of a partner’s interest in the partnership, 

(2) DeaTH OF A PARTNER.—The taxable year of a partnership shall close 
with respect to a deceased partner as of the date of death of such partner, 
unless the successor in interest of such partner files an election not to close 
the taxable year of the partnership with respect to such partner as of such 
date. Such election shall be filed in accordance with regulations prescribed 
by the Secretary or his delegate. In the event such election is filed, the 
taxable year of the partnership shall close with respect to such partner— 

(A) at the close of the partnership taxable year, if the interest of such 
partner is not sold, exchanged, or liquidated prior to the close of the 
partnership taxable year, 

(B) at whichever of the following is the later— 

(i) the date of sale, exchange, or liquidation of the interest of the 
deceased partner (if occurring prior to the close of the partnership 
taxable year), or 

(ii) the day following the death of such partner, 

if the interest of such partner is sold, exchanged, or liquidated by reason 
of an agreement which is operative on the death of such partner, or 

(C) on the date of sale, exchange, or liquidation, if the interest of such 
partner is sold, exchanged, or liquidated subsequent to the date of his 
death but prior to the close of the partnership taxable year. 

(3) SALE OR LIQUIDATION OF INTEREST OF A PARTNER.— 

(A) DisposITION OF ENTIRE INTEKEST.—Except as provided in para- 
graph (2) the taxable year of a partnership shall close—- 

(i) with respect to a partner who sells or exchanges his entire 
interest in a partnership, and 

(ii) with respect to a partner whose interest is liquidated. 

Such partner’s distributive share of items described in section 702 (a) 
for such year shall be determined, under regulations prescribed by the 
Secretary or his delegate, for the period ending with such sale, exchange, 
or liquidation. 

(B) DisPposITION OF LESS THAN ENTIRE INTEREST.—The taxable year 
of a partnership shall not close (other than at the end of a partnership’s 
taxable year) with respect to a partner who sells or exchanges less than 
his entire interest in the partnership or with respect to a partner 
whose interest is reduced, but such partner’s distributive share of items 
described in section 702 (a) shall be determined by taking into account 
his varying interests in the partnership during the taxable year. 


8. Section 707 (b). Certain sales or exchanges of property with respect 
to controlled partnerships (new proposal) 

(a) Present law.—Section 707 (a) of present law provides that as 
a general rule, if a partner engages in a transaction with a partnership, 
other than in his capacity as a member of the partnership, the trans- 
action is to be considered as occurring between the partnership and 
one who is not a partner. Subsection (b), however, provides certain 
exceptions to this rule with respect to sales or exchanges of property 
between a partner and a partnership where there are certain specified 
relationships between them or between two partnerships where there 
is . oor degree of common ownership by partners having interests 
in both. 
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Paragraph (1) of subsection (b) disallows losses in the case of sales 
or exchanges of property between a partnership and a partner owning, 
direct!v or indirectly, more than 50 percent of the capital interest, or 

rofits interest, in the partnership, and also in the case of 2 partner- 
ships 1:1 which the same persons own, directly or indirectly, more than 
50 percent of the capital interests or profits interests. Paragraph (2) 
of present law provides in certain cases that any gain recognized on 
the sale or exchange of property other than a capital asset is to be 
ordinary income. ‘The transactions referred to are sales or exchanges 
between a partnership and a partner owning, directly or indirectly, 
more than SO percent of the capital interest, or profits interests, in the 

artuership or between 2 partnerships in which the same persons own, 
Firectly or indirectly, more than 80 percent of the capital interests, or 

rofits interests. The loss provision for the most part appears to 

ave been patterned after section 267 (a) (1), which deals with losses 
between related taxpayers, and the gain provision, after section 1239, 
which relates in part to gain from the sale or exchange of property 
between an individual and a controlled corporation. 

(b) General comments.—Your advisory group’s recommendations 
with respect to section 707 (b) adhere to the basic patterns on which 
the loss and gain provisions were based. However, it is reeommend- 
ing a series of changes designed more closely to correlate the loss pro- 
vision with section 267 and the gain provision with section 1239. For 
example, in both the gain and loss provisions it is proposed that the 
references to transactions between a “partner” ond a partnership be 
changed to references to transactions between a “person” and a 
partnership. ‘This makes it clear that the provisions apply not only 
to a transaction between a partnership and “partner” but also to 
those between that partnership and a person “related” to the partner. 
In addition, in both the loss and the gain provision the words “directly 
or indirectly” are deleted from the reference to transactions between 
a person and a partnership as being unnecessary in view of the specific 
constructive ownership rules applicable in these cases. These same 
words also are deleted in the case of the transactions between two 
partnerships because they are believed to be ambiguous. Instead, a 
“common” ownership rule, discussed subsequently, is proposed. In 
addition to these changes, which apply to both the loss and gain 
provisions, your advisory group is recommending other changes, some 
which apply only to losses ote others only to gains. 

(c) Changes affecting loss provision only.—Under your advisory 

up’s proposal the application of section 707 (b) (1), relating to the 
atewunbs of losses, is expanded to cover losses which may arise 
in the case of sales or exchanges between a partnership and a corpora- 
tion or trust or estate, where there is ownership of common interests 
of 50 percent or more. This eliminates a deficiency in the present 
treatment of losses between related taxpayers as set forth in sections 
267 and 707 (b) and permits section 707 (b) (1) to be an exclusive rule 
With respect to losses involving partnerships. This latter feature is 
provided in the proposed new paragraph (2) (A). 

Another modification of the present subsection (b) (1) relates to the 
application of section 267 (d) in the case of a subsequent sale or ex- 
change by a transferee where a loss has been previously disallowed. 
Section 267 (d) presently is applicable in the same manner as if the 
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loss were disallowed under section 267 (a) (1). Section 267 (d) of 
present law provides, in effect, that where in a prior sale a loss was not 
allowable to the transferor because of the relationship of the transferee 
and the transferor, if that transferee subsequently sells or exchanges 
the property at a gain, this gain is to be recognized only to the extent 
that the proceeds received exceed the basis the property had in the 
hands of the prior transferor. The proposal of the advisory group 
continues this same treatment (in paragraph (2) (C)) but, where the 
prior transferee in such a case is a partnership, provides for the 
method of allocation among the partners of the adjustment referred 
to in section 267 (d). This adjustment is to be allocated in a manner 
which reflects the extent to which each of the partner's interests, or 
stock ownership, initially caused the disallowance of the loss. This 
special allocation is, of course, to apply only to the extent such part- 
ners remain in the partnership at the time of the subsequent transfer, 
Otherwise the allocation would be made in the manner provided by 
the partnership agreement. 

(d) Changes affecting gain provision only.—Subsection (b) (2) of 
resent law (subsec. (b) (3) of the proposal) generally appears to have 
een patterned after section 1239 of the code. owever, in two 

respects section 707 (b) (2) of present law differs substantially from 
section 1239. First, it applies to all property other than a capital 
asset, while section 1239 applies only to property of a character which 
is subject to the allowance for depreciation provided in section 167. 
Second, section 707 (b) (2) of existing law applies the relatively broad 
constructive ownership rules of section 267, while section 1239 extends 
ownership to include only interests owned by a person’s spouse, his 
minor children and his minor grandchildren. Your advisory group’s 
recommendation in both of these respects is to conform the gain pro- 
vision in section 707 (b) with the rules provided in section 1239. This 
has been done in the proposed subsection in paragraph (3). Although 
it is recognized that there are certain deficiencies in the present section 
1239, there nevertheless seems to be no reason why different and more 
stringent rules should be applied to gains involving controlled partner- 
ships than are applied to gains involving controlled corporations. 

(e) “Common” interests —In both the loss and gain provisions, 
where the transactions are between partnerships, the proposal sub- 
stitutes ‘“‘“own common interests of more than 50 percent” (or 80 per- 
cent) for the words “owning, directly or indirectly, more than 50 
pereent’’ (or 80 percent). In the proposed statutory language this 
new wording is also applied in the case of a transaction between a 
partnership and a corporation, trust, or estate. It is believed that 
the proposed phraseology is both more equitable and more specific 
than that contained in present law. Thus, in the case of the loss 
provision, for example, it partners A and B shared the ownership of 
1 partnership on a 10-percent-90-percent basis and the ownership of 
another partnership on a 90-percent—10-percent basis, the ‘“common” 
ownership of A in the 2 partnerships would be 10 percent. The 
“common” ownership of B also would be 10 percent, with the result 
that the total common interests owned by the two partners in each 
partnership would be 20 percent. Thus, this would not constitute 
controlled partnership under the proposal either in the case of a loss 
or a gain. However, under existing law such ownership apparently 
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would constitute a sale between controlled partnerships for purposes 
of the loss provision merely because both A and B are members of 
both partnerships and together own more than a 50 pergent interest 
jn each partnersnip (or more than 80 percent interest in the case of 
the gain provision). This is true even though their interests in the 
2 partnerships differ substantially and transactions between the 2 
partnerships are likely to be at arms length as between independent 
arties. 

: (f) Proposed statutory amendment.—To carry out the recommenda- 
tions of the advisory group it is proposed that section 707 (b) be 
amended to read as follows: 


SEC. 707. TRANSACTIONS BETWEEN PARTNER AND PARTNERSHIP. 

(a) Partner Not ActING Capacity AS PaRTNER.— * * 

(b) CERTAIN SALES OR ExcHANGES OF PRopERTY WiTH Respect To CoNn- 
TROLLED PARTNERSHIPS.— 

(1) Losses DISALLOWED.—No deduction shall be allowed in respect of 
losses from sales or exchanges of property (other than an interest in the 
partnership), directly or indirectly, between— 

(A) a person and a partnership in which more than 50 percent of the 
capital interest, or the profits interest, is owned by such person, 

(B) two partnerships in which the same persons own common interests 
of more than 50 percent of the capital interests or profits interests, 

(C) a partnership and a corporation in which the same persons own 
common interests of more than 50 percent of the capital interest, or 
profits interest, of the partnership and of the value of the outstanding 
stock of the corporation, or 

(D) a partnership and a trust or estate in which the same persons own 
common interests of more than 50 percent of the capital interest, or 
profits interest, of the partnership and of the value, actuarially com- 
puted, of the trust or estate. 

(2) APPLICATION OF SECTION 267— 

(A) SEcTION 267 (a) (1) INAPPLICABLE.—Section 267 (a) (1) shall not 
apply to any sale or exchange between a person and a partnership, 
between two partnerships, or between a partnership and either a corpo- 
ration, a trust, or an estate. 

(B) APPLICATION OF CONSTRUCTIVE OWNERSHIP RULES PROVIDED IN 
SECTION 27 (c).—For purposes of paragraph (1), the ownership of an 
interest in a partnership, trust, or estate, or of stock in a corporation, shall 
be determined in accordance with the rules for constructive ownershi 
of stock provided in section 267 (¢) other than paragraph (3) of suc 
section, 

(C) APPLICATION OF SECTION 27 (d).—In the case of a subsequent 
sale or exchange by a transferee described in paragraph (1), section 267 
(d) shall be applicable as if the loss had been disallowed under section 267 
(a) (1). If the transferee described in paragraph (1) is a partnership, 
the adjustment referred to in section 267 (d) shall be allocated among 
the partners in a manner which reflects the extent to which their interests, 
or stock ownership, caused the disallowance of the loss. 

(3) GAINS TREATED AS ORDINARY INCOME.—lIn the case of a sale or ex- 
change, directly or indirectly, of property which in the hands of the transferee 
is property of a character which is subject to the allowance for depreciation 
provided in section 167 between— 

(A) a person and a partnership in which more than 80 percent of the 
capital interest, or profits interest, is owned by such person, or 

(3) two partnerships in which the same persons own common interests 
of more than 80 percent of the capital interests or profits interests, 

any gain recognized shall be considered as gain from the sale or exchange of 
property other than a capital asset. For purposes of this paragraph a person 
shall be considered as owning any interest owned by his spouse, his minor 
children, and his minor grandchildren. 

(c) GUARANTEED PAYMENTs.—* * *, 


| 
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9. Section 708 (b) (1) (B). Termination of a partnership on sale to 
another partner of an interest of 50 percent or more (from first report) 
Section 708 (b) (1) (B) of the code provides that a partnership is to 
be considered as terminated if, within a 12-month period, there is 
sale or exchange of 50 percent or more of the total interest in partner. 
ship capital and profits. 
he sale of a partnership interest to another partner will terminate 
the partnership if the interest sold is in excess of 50 percent of the 
total interest in the partnership capital and profits. However, no 
termination occurs where a partner’s interest is liquidated by making 
distributions to him of more than 50 percent of the partnership assets, 
This disparity of treatment places too much emphasis on form. The 
remaining partners can accomplish results identical to those where 
there has been a sale of partnership interest between partners merely 
by making additional contributions of property to the partnership 
and having the partnership make distributions to the withdrawing 
partner.’ To equate the tax consequences in these two cases the 
advisory group recommends that a partnership not be terminated by 
a sale (regardless of the percentage interest sold) to partners who have 
— members of the partnership for at least 12 months prior to such 
sale. 

The report of the Committee on Ways and Means in connection 
with this provision might also suggest that there should be a correlation 
of the treatment of a partner’s interest (with respect to the 12-month 
rule) in the case of a liquidation of an interest with the treatment 
accorded a sale of the partner’s interest to other partners under the 
proposed amendment to section 708 (b) (1) (B). 

Attention has also been called to the fact that section 708 (b) (1) (B) 
refers only to “a sale or exchange” occurring “within a 12-month 
period.” It is believed that this was intended to present a cumulative 
concept, adding together all sales or exchanges occurring within a 
12-month period. However, this is not entirely clear in the statute as 
the result of the reference only to ‘‘a sale or exchange.”” The advisory 
group suggests, therefore, that this provision be revised to refer to 
‘sales or exchanges.” 

It is suggested that the advisory group’s recommendations for the 
revision of section 708 (b) (1) B) be obtained by amending the 
subparagraph to read as follows: 


(1) GENERAL RULE.—For purposes of subsection (a), a partnership shall 
be — as terminated only if 
(B) within a 12-month period there are sales to or exchanges with 
pee other than partners who have been members of the partnership 
or a period of at least 12 months prior to such sales or exchanges, in the 
aggregate of 50 percent or more of the total interest in partnership 
capital and profits. 


10. Sections 721,722, and 724. Interest in partnership capital exchanged 


for services (new proposal) 

(a) Present law.—Section 721 of present law provides that no gain 
or loss is to be recognized to a partnership or to any of the partners in 
the case of a contribution of property to the partnership in exchange 
for an interest in the partnership. However, the regulations (sec. 
1.721-1 (b) (1)) state that this provision does not apply to the extent 


a partner gives up a part of his right to be repaid his contributions 
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(as distinguished from a share in partnership profits) in favor of 
another partner as compensation for services. The regulations provide 
that in such a case the value of the interest in the partnership capital 
transferred as compensation for services is income to the person 
performing the services. The amount of the income in this case, 
according to the regulations, is the fair market value of the interest in 
the capital transferred at the time the transfer is made in the case of 
past services, or at the time the services have been rendered where the 
transfer is conditioned on the completion of the transferee’s future 
services. 

(b) Geveral comments._-Y our advisory group in general approves of 
the result obtained in the regulations but believes that there should 
be a clear statutory basis for this position. Moreover, valuation at 
the time the services are completed does not appear to give a satis- 
factory result in the case of services to be rendered in the future since 
the valuation at this future date may include a substantial amount of 
appreciation which occurred after the transfer of the interest. ‘This 
appreciation is capital appreciation, rather than ordinary income. 

The adoption of the statutory language presented below is recom- 
mended as a means of providing a clear statutory basis for the position 
taken in the regulations, modified so as not to treat the appreciation 
in value of an interest as ordinary income. The proposal takes the 
form of a new section 724, although slight modifications are also re- 
quired in sections 721 and 722. Subsection (a) of the proposed 
section 724 deals with the treatment accorded the person performing 
the services, and subsection (b) indicates the treatment accorded the 
partners relinquishing interests in capital of the partnership. Sub- 
section (c) specifies the amount which is to be taken into account by 
both the service partner and the partners relinquishing interests, and 
the time this amount is to be taken into account. Subsection (d) 
provides a special rule for certain types of capital interests. 

(c) Section 724 (a). Person performing services.—Subsection (a) 
of the proposed section 724 provides that the person who receives 
an interest in the capital of a partnership in exchange for the per- 
formance of services is to include the amount (determined under 
subsection (c)) in his gross income and is to be subject to ordinary 
income tax on it. Thus, he is considered as having been paid in 
money for the services he rendered and then having contributed this 
same amount to the partnership in exchange for an interest in the 
capital of the partnership. Thus, he is to receive a basis for this 
interest equal to the amount included in gross income. 

It should be noted that this entire provision applies only where a 
person receives an interest in the ‘capital’ of a partnership and not 
where he receives merely a ‘‘profits’’ interest. An interest in the 
capital of a partnership can be distinguished from a profits interest in 
that the former convevs a right to receive a specific share of the 
partnership property in a distribution of property upon liquidation 
of the partnership and is not dependent upon profits from partner- 
ship operation. 

(d) Section 724 (b). Partners relinquishing interests —Subsection (b) 
provides that the partners relinquishing interests in the capital of a 
partnership for the performance of the services are entitled either to 
an expense deduction, or an addition to basis of partnership properties, 
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or a combination of both, with respect to the amount taxed as ordinary 
income to the person performing the services. 

In determining whether an item is properly classified as a businegs 
expense or as an addition to capital, the same rules will be applied 
as if the partnership had paid money for the performance of the 
services. Any deduction allowed to the partnership under this sub- 
section is to be shared among the partners in proportion to the in- 
terest in capital of the partnership relinquished by each. Where any 
of the partners who relinquished an interest are no longer in the 
partnership at the time this deduction is allowable it is contemplated 
that the Secretary or his delegate will by regulations prescribe that 
the successor in interest of such a partner is to be allowed the deduc- 
tion or, where there is no successor, that the other partners will be 
allowed this deduction in the manner provided by regulations. 

(e) Section 724 (c). Amount to be taken into account.—Subsection 
(c) specifies the amount to be taken into account both by the person 

erforming the service and by the partners relinquishing the interest 
in capital. If at the time the partnership interest is transferred it is 
not subject to restrictions or limitations as to its transferability, the 
amount to be taken into account is to be the fair market value of the 
interest at the time of the transfer, or the transferee partner’s propor- 
tionate share of the adjusted basis of the partnership property at that 
time, whichever is the Secane: If at the time the partnership interest is 
transferred it is subject to restrictions and limitations as to transfer- 
ability, the amount to be taken into account is the lesser of the trans- 
feree partner’s proportionate share of the adjusted basis of the partner- 
ship property (the same as where the interest was not subject to 
restrictions), the fair market value the interest would have had at the 
time of the exchange had there been no limitations or restrictions as to 
the transferability of the interest at that time, or the fair market 
value of the services performed. Whether or not the interest is 
subject to restrictions, the service partner will not be required to 
report as income any appreciation in value of the interest transferred 
to him over its basis to the transferor partners, as indicated by their 
share of the adjusted basis of partnership property, nor include in 
income any appreciation in value after the exchange. 

Subsection (c) also provides the time when the amount determined 
is to be taken into account. This amount is to be taken into account 
at the time of the exchange, if the interest is not subject to restrictions 
or limitations as to transferability at that time. here the interest 
is subject to limitations or restrictions as to transferability, the 
amount referred to is to be taken into account at the time these 
limitations or restrictions are removed. 

(f) Section 724 (d). Capital interests not includible in gross income.— 
Subsection (d) provides an exception to the general rule in section 724 
to preclude taxation to the person performing the services where the 
interest acquired would not have been taxable income if such an 
interest had been acquired in the absence of the partnership form of 
organization. For example, this exception is intended to conform the 
partnership provision with existing rulings and case law with respect to 
the development of mineral or similar property. Consequently, the 
same treatment will prevail whether the development of the property 
is in a partnership or under an arrangement that does not constitute 
a partnership. Your advisory group is in no way proposing that this 
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exception be confined to the development of mineral properties inas- 
much as the same problem may arise in nonmineral activity. 

(g) Sections 721 and 722.—In addition to adding the new section 
724, your advisory group’s proposal with respect to interests in 

rtnership capital exchanged for services also results in slight modi- 
Te tions of sections 721 and 722. In the case of section 721 it is 
generally provided that no gain or loss is to be recognized to a partner- 
ship or its partners upon the contribution of property to a partnership 
in exchange for an interest in the partnership. An exception needs 
to be made to this general rule because under the proposed section 
724, gain is recognized to a person performing services in exchange for 
an interest in a partnership. 

Section 722 presently provides that the basis of a contributing 
partner’s interest in a partnership is to be the adjusted basis to him 
of the property he contributed. This section is amended to provide 
that the basis of an interest received in exchange for the performance 
of services is to be the amount “deemed” to have been contributed 
to the partnership by the person performing the services. 

(hk) Proposed statutory language.—The proposed revisions of sections 


721 and 722 together with the proposed new section 724 are as follows: 


SEC. 724. INTEREST IN PARTNERSHIP CAPITAL EXCHANGED FOR SERVICES, 

(a) TREATMENT OF PERSON PERFORMING SERvicES.—If a person receives an 
interest in the capital of a partnership in exchange for the performance of services 
for the partnership— 

(1) he shall include in gross income (as defined in section 61 (a)) the 
amount provided in subsection (c), and 

(2) such amount thereupon shall be deemed to be a contribution by such 
person to the partnership. 

(b) TREATMENT OF PARTNER RELINQUISHING INTEREST IN CAPITAL OF PART- 
NERSHIP.—If any partner relinquishes an interest in the capital of a partnership 
in exchange for the performance of services for such partnership, with respect to 
the amount determined in subsection (¢)— 

(1) the partnership shall be allowed a deduction, to the extent such amount 
constitutes a trade or business expense (described in section 162 (a)) to the 
partnership, and 

(2) the adjusted basis of the partnership properties shall be increased (in 
accordance with the services performed with respect to each), to the extent 
such amount constitutes an amount properly chargeable to capital account 
under section 1016 (a) (1). 

Any deduction allowable under paragraph (1) shall be shared among the partners 
in proportion to the interest in the capital of the partnership relinquished by each 
in exchange for the services. 

(ec) Amount Requrrep To Be Taken Into Account UNDER SuBSECTIONS 
(a) AND (b).--The amount required to be taken into account under subsection (a) 
and subsection (b) by reason of the performance of services in exchange for an 
nterest in the capital of the partnership— 

(1) if the interest, at the time of the exchange, is not subject to restrictions 
or limitations as to its transferability, shall be taken into account at the 
time of the exchange and shall be the lesser of— 

(A) the fair market value of the interest at such time, or 

(3) the transferee partner's proportionate share of the adjusted basis 
of the partnership property, 

or 

(2) if the interest, at the time of the exchange, is subject to restrictions 
or limitations as to its transferability, shall be taken into account at the 
time such restrictions or limitations are removed and shall be the lesser of— 

(A) the fair market value of the services, 

(B) the fair market value the interest would have had at the time 
of the exchange had there then been no restrictions or limitations as to 
the transferability of the interest, or 

(C) the transferee partner's proportionate share of the adjusted bases 
of the partnership property. 
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(d) Recerpr or Certain Types or Caprrat Interest Nor INcLUDIBLE yy 
Gross IncomE.—This section shall not apply to the extent that an amount 
representing the interest in the capital of a partnership received in exchange for 
the performance of services for the partnership is of the type which would not 
be includible in gross income under section 61 (a) (relating to the definition of 
gross income) had no partnership existed and had the services been exchanged 
or an undivided interest in property of the type held by the partnership. 

SEC. 721. EXTENT OF RECOGNITION OF GAIN OR LOSS ON CONTRIBUTION. 

No gain or loss shall be recognized to a partnership or to any of its partners 
in the case of a contribution of property to the partnership in exchange for an 
interest in the partnership except to the extent provided in section 724. 

SEC. 722. BASIS OF CONTRIBUTING PARTNER’S INTEREST. 


The basis of an interest in a som agers 4 acquired by a contribution of propert 
including money, to the partnership shall be the amount of such money and t 
adjusted basis of such property to the contributing partner at the time of the 
contribution. The basis of an interest in a partnership acquired in exchange for 
the performance of services for the am epee shall be the amount deemed to 
be a contribution to the partnership by such person under section 724 (a), 


11. Sections 731 and 732. Extent of recognition of gain or loss or dig. 
tribution and basis of distributed property other than money (con 
forming change) 

The changes proposed by your advisory group in sections 731 and 
732 are occasioned by its proposal with respect to section 751. The 
changes made delete the references to unrealized receivables and in- 
ventory items and substitute references to “section 751 assets.” In 
one respect, however, there is a departure from the definition of 
section 751 assets generally used. In the case of distributions, pro 
erty used in the trade or business (section 1231 (b) assets) to the 
extent their sale would result in a net loss, are not classified as ‘‘ordi- 
nary income” assets. As under present law such assets, for purposes 
of the distribution provisions, will be treated in the same manner as 
capital assets. Also, existing law provides that sections 731 and 732 
do not apply to the extent provided otherwise in section 751. These 
references are deleted since under your advisory group’s proposal the 
application of these sections is no longer limited by section 751. 

SEC. 731. EXTENT OF RECOGNITION OF GAIN OR LOSS ON DISTRIBUTION. 


(a) recone the case of a distribution by a partnership to a partner— 
) , an 

(2) loss shall not be recognized to such partner, anes that upon a distri- 
bution in liquidation of a partner’s interest in a partnership where no propert 
other than that eauchek in subparagraph (A) or (B) is distributed to suc 

artner, loss shall be recognized to the extent of the excess of the adjusted 

ae of such partner’s interest in the partnership over the sum of— 
(A) any money distributed, 
(B) the basis to the distributee, as determined under section 732, of 
any section 751 assets (except property described in section 751 (¢) (2)). 
* . * * 


* 


(b) PARTNERSHIPS.—* * *, 

(c) Exception.—This section shall not apply to the extent otherwise provided 
by section 736 (relating to amounts paid to a retiring partner or a deceased part- 
ner’s successor in interest). 

SEC. 732. BASIS OF DISTRIBUTED PROPERTY OTHER THAN MONEY. 
(a) DistriputTions OTHER THAN IN LIQUIDATION OF A INTEREST.— 
(1) GENERAL RULE.—* * *, 
(2) Limiration.—* * *. 
(b) Distriputions 1n LiquipaTIon.—* * *. 
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(ec) ALLocaTion or Basts.—The basis of distributed properties to which sub- 
section (a) (2) or subsection (b) is applicable shall be allocated— 

(1) first to any section 751 assets (except property described in section 

751 (c) (2)) in an amount equal to the adjusted basis of each such property 

to the partnership (or if the basis to be allocated is less than the sum of the 

adjusted bases of such properties to the partnership, in proportion to such 


bases), and 
(2) *x * *, 


(d) Spectra, PartNEerRsuHIP Basis To TRANSFEREE.—For purpose of subsections 
(a), (b), and (c), a partner who acquired all or a part of his interest by a transfer 
with respect to which the election provided in section 754 (2) is notin effect, * * *. 


12. Section 784. Optional adjustment to basis of undistributed partner- 
ship property (new proposal). 

(a) Present law.—Section 734 (a) of patent law provides that the 
basis of partnership property is not to be adjusted as the result of a 
distribution of property to a partner unless the partnership has so 
elected under section 754. Subsection (b) relates to the method of 
adjustment where such an election has been made. Paragraph (1) 
of this subsection provides that the basis of partnership property is 
to be increased by any gain recognized to the distributee partner, 
and also where the distributed property had an adjusted basis to the 

artnership in excess of the basis attributed to the property in the 

ds of the distributee. Paragraph (2) of subsection (b) provides 
for decreases in the adjusted basis of partnership property in the 
reverse situations. 

(b) Comments.—These rules are intended to provide a partnership 
with the option to maintain the same adjusted basis for partnership 
property in the aggregate, as is represented by the aggregate of the 
adjusted bases of all of the partnership interests. However, because 
this relationship may already have become distorted before the part- 
nership made the election to apply section 734 (b), increasing the basis 
of partnership property by the amount of the gain recognized to the 
distributee partner or the excess of the partnership basis for the dis- 
tributed property over the basis assigned to it in the hands of the 
distributee may not give the correct result where upward adjustments 
are required, while adjustments for losses or the excess of the basis 
of a property in the hands of the distributee over its basis to the part- 
nership may not give the correct result where downward adjustments 
in the basis of partnership property are required. A more accurate 
result in such cases can be obtained by making an adjustment in the 
basis of partnership property for the difference between the basis to the 
partnership of the distributed property and the reduction which occurs 
in the distributee partner’s proportionate share of the adjusted basis of 
the partnership property. It is proposed therefore that section 734 (b) 
be revised to reflect this different method of computing the partnership 
adjustment. For this purpose, however, any special basis that a 
transferee partner may have with respect to partnership property 
under section 743 (b) is ignored. However, this adjustment takes 
into account any variations in partnership basis between partners as 
the result of the application of the special contributed property rules 
under section 704 (c) (2). The reduction in a distributee partner’s 
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proportionate share of the adjusted basis of the partnership property 
under the proposal is the difference between his proportionate share 
of the adjusted basis of the partnership property immediately pre. 
ceding and immediately following the distribution. His proportionate 
share in both cases is to be determined in accordance with his interest 
in partnership capital. The adjusted basis to the partnership of the 
property distributed is to be determined at the time of the distribution, 

In addition to the change described above, your advisory group is 
also proposing a ‘“‘de minimis”’ rule to be applied in the case of sections 
734 (b) and 743 (b). In both cases a provision is added which pro- 
vides that even though the partnership has elected to make the ad- 
justments to partnership basis it need not make these adjustments 
where the total with respect to a distribution is less than $1,000, 
whether it is an increase of less than $1,000 or a decrease of less than 
$1,000. Permitting partnerships to ignore small adjustments of this 
type will make it possible to limit the adjustments actually made to 
those where the adjustments are significant items for the partnership, 

Changes proposed in section 754 and section 755 described subse- 
ee which relate to separate elections with respect to sections 734 
(b) and 743 (b) and modifications of the allocation rules, also have 
an important effect on section 734. 

(c) Proposed statutory language —To carry out the advisory group’s 
recommendations with respect to section 734 (b), it is suggested that 
this subsection be amended to read as follows: 

SEC. 734. OPTIONAL ADJUSTMENT TO BASIS OF UNDISTRIBUTED PARTNER PROP. 


(a) GENERAL * *, 

(b) MetruHop or ApsusTMENT.—In the case of a distribution of property toa 
partner, a partnership, with respect to which the election provided in section 754 
is in effect, shall— 

(1) inerease the adjusted basis of partnership property by the excess of 
the adjusted basis to the partnership of the property distributed over the 
reduction, as a result of the distribution, in the distributee partner’s pro- 
portionate share of the adjusted basis of the partnership property, or 

(2) decrease the adjusted basis of partnership property by the excess, if 
any, of the reduction, as a result of the distribution, in the distributee part- 
ner’s proportionate share of the adjusted basis of the partnership propert 
over the adjusted basis to the partnership of the property distributed, 

except that the partnership shall not be required to make any adjustment with 
respect to partnership property if the distribution, with respect to which such 
adjustment would otherwise be required to be made, would resiilt in an upward 
or downward aggregate adjustment to partnership property of less than $1,000, 
For purposes of this subsection a partner’s proportionate share of the adjusted 
basis of partnership property shall be determined in accordance with his interest 
in partnership capital, and the adjusted basis of partnership property shall be 
determined by taking into account any agreement described in section 704 (¢) 
(2) (relating to effect of partnership agreement on contributed property) but 
without regard to any adjustment (described in section 743 (b)) to partnership 
property with respect to a transferee partner only. 

(ec) ALLOCATION OF Basis.—* * * 


13. Section 735 (a). Character of gain or loss in the case of sales or 
exchanges of distributed property (from first report and new proposal) 

(a) Present law.—Section 735 (a) provides that if a partnership 
distributes unrealized receivables or inventory items to a partner and 
he in turn sells or exchanges these receivables or inventory items, any 
gain realized by the distributee partner is to be ordinary income in the 
case of the inventory items if the distributee partner disposes of the 
items within 5 years of the date of the distribution by the partnership 
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_ gnd in the case of unrealized receivables irrespective of how long after 


the distribution the sale occurs. 

(b) Donee of distributee (from first report)—Both in the case of 
unrealized receivables and inventory items, section 735 (a) refers to 
gain or loss “‘by a distributee partner.” Reading this literally would 
appear to indicate that a distributee partner could, for example, make 
agift of the unrealized receivables or inventory items received by him 
and that his donee upon the sale of the receivables or inventory items 
would not be subject to the ordinary income treatment which would 
apply in the case of the distributee partner, were he to make such a 


The advisory group believes that the type of income treatment 
accorded the donee in the case described above should be the same as 
that which would be accorded the donor. As a general rule the group 
recommends that the character of a gain or loss on the sale of 
unrealized receivables or substantially appreciated inventory items 
distributed to a partner should be maintained through all subsequent 
transfers of the property where the basis of the transferor partner for 
the property is carried over to the transferee. This rule would be 
consistent with basic rules provided by present law and would prevent 


_ the avoidance of the provision in section 735 by giving away (or 


otherwise making a tax-free transfer of) the distributed property. 

In order to carry out the advisory group’s recommendation it is 
recommended that section 735 (a) be amended by inserting the follow- 
ing parenthetical provision after the words “distributee partner’’ in 
both paragraph (1) and paragraph (2): 

(or by a person whose basis for any property received from such distributee 


partner is determined in whole or in part by reference to the basis of such 
property in the hands of such distributee partner), 


(c) Elimination of 5-year limit on holding period (new proposal).— 
In its recommendations in connection with the simplification of sec- 
tion 751 the advisory group is proposing the elimination of section 
751 (b). This subsection presently provides ordinary income tax 
treatment for a distributee partner to the extent that in a distribu- 
tion he relinquishes his share of the partnership’s unrealized receiv- 
ables or substantially appreciated inventory items and receives other 
property in exchange for these assets. Alternatively, section 751 (b) 
also provides ordinary income tax treatment for the remaining part- 
ners to the extent the distributee receives more than his share of the 
unrealized receivables and substantially appreciated inventory items 
in exchange for his share of other property of the partnership. 

Although the advisory group believes it is desirable to eliminate 
751 (b), it does not believe that partnerships or partners should be 
able to convert ordinary income into capital gains. Since the pro- 
posed revision of section 751 would not treat as ordinary income to the 
remaining partners any disproportionate distribution of unrealized re- 
ceivables or substantially appreciated inventory items, the group con- 
cluded that it would not be proper to allow the distributee to avoid 
ordinary income treatment on any subsequent sale of these assets. 
Therefore, it is recommending that section 735 be changed so that any 
gain on such assets upon subsequent sale result in ordinary income to 
the distributee regardless of how long he has held these assets. Thus 
(as now is the rule for unrealized receivables) inventory items would 
result in ordinary income upon sale even if held for more than 5 years, 
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With respect to section 751, the advisory group is also eliminatin 
all references to “unrealized receivables” and “inventory items’’ an 
substituting a definition of ‘section 751 assets.” These “section 75] 
assets’? may be described as assets which would, upon sale, result in 
ordinary income. (For exception in the case of certain assets held less 
than 6 months, see item 17 discussing sec. 751.) It is proposed that 
section 735 also be changed to conform generally with this change pro- 
posed in section 751. In one respect, however, there is a departure 
from the definition of section 751 assets generally used. In the ease 
of distributed property, that used in the trade or business (see, 
1231 (b) assets) to the extent their sale at the time of distribution 
would have resulted in a net loss, are not classified as “ordinary in- 
come” assets. As under present law these assets, for purposes of 
section 735 (a), will be treated according to how they are used by the 
distributee. 

(d) Proposed statutory language.—To provide for the recommenda- 
tions contained in both subheadings (b) and (c) above it is proposed 
that section 735 (a) be amended to read as follows: 

(a) SALE oR ExcHANGE OF DistRIBUTED SeEcTION 751 AssEeTs.—Gain or loss 
on the disposition by a distributee partner (or by a person whose basis for any 

roperty received from such distributee partner is determined in whole or in part 

v reference to the basis of such property in the hands of such distributee partner) 
of section 751 assets (except property deseribed in sec. 751 (ec) (2)) shall be 
considered gain or loss from the sale or exchange of property other than a capital 
asset. 

Section 735 (b) would also be amended to delete the words “(other 
than for purposes of subsection (a) (2)).” 


14. Section 736. Amounts paid to a retiring partner or a deceased part- 
ner’s successor in interest (new proposal) 

(a) Present law.—In general terms, section 736 of present law pro- 
vides that, when amounts are paid to a retiring partner or successor in 
interest of a deceased partner in liquidation of a partnership interest, 
the amount is subject to the ordinary distribution rules (i. ¢., it is & 
sec. 736 (b) payment) to the extent it is in exchange for the partner’s 
share of partnership property. However, the amount paid may be 
in excess of the fair market value of this share of the property. This 
excess amount may be in lieu of rights which the retiring partner or 
successor would have had to partnership income in subsequent years 
as a result of his efforts in past years for which he has not yet been 
paid at the time of withdrawal from the partnership. Alternatively, 
this excess amount may be in the nature of “mutual insurance” among 
the partners. In either case this excess amount under present law is 
treated as a distributive share of partnership income or as a guaranteed 

ayment (i. e., as a sec. 736 (a) payment). There are two exceptions, 

owever, to the general rules described above. First, a payment for 
the retiring partner’s or successor’s share of unrealized receivables of 
the partnership is treated as a section 736 (a) payment rather than asa 
distribution. Second, a payment in exchange for the retiring part- 
ner’s or successor’s interest in goodwill of the partnership is not con- 
sidered to be a payment in exchange for his interest in partnership 
property unless the partnership agreement so provides. 

Generally, amounts treated as a distribution result in more favorable 
tax treatment for the retiring partner or successor, since gain or Joss 


is recognized to the recipient only to the extent it exceeds the basis 
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; _ for his interest in the partnership, and this amount is usually capital 
d gain. The remaining partners receive no reduction in their taxable 
1 } income as a result of these amounts. On the other hand, an amount 
n | treated as a distributive share of partnership income (or guaranteed 
s | payment) results in more favorable tax treatment for the remaining 
it partners, since such amounts reduce their income subject to tax 
- (either in the form of an exclusion or deduction). However, the 
re | setiring partner or successor must treat the amounts received as 
| ordinary income. 
(b) General comments.—Your advisory group in general approves of 
nm | the tax results obtained under section 736 but believes that certain 
1- ecific rules are needed in the application of this section. Two of 
the special rules proposed relate to the problem of how amounts are 
ie | to be divided between the treatment accorded by section 736 (a) and 
by section 736 (b). One of these rules relates to the liquidation of 
i- | an entire interest within a 12-month period. It reflects the usual 
“1 ‘ intent of the parties in such circumstances that the entire amount be 
treated as being in exchange for the interest in partnership property 
(and, therefore, a sec. 736 (b) amount). The other relates to the 
case where the payment made consists of both property and money, 
and provides that the money is first to be considered a section 736 (a) 
payment to the extent this subsection is applicable. Still a third 
special rule is proposed for the case where a partnership begins to 
. make section 736 payments to a ee partner or successor and then 
sr | subsequently is succeeded, for example, by another partnership, or 
another form of organization, which assumes this liability. In such 
cases the successor is allowed to step into the shoes of the partnership 
t- | with respect to these section 736 payments. 
In addition to these special rules, the advisory group has suggested 
o- | three other changes. First, it is proposed that the present statute be 
in | clarified as to the time the amounts paid to a retiring partner or 
t, | successor under section 736 (a) are to be treated as taxable income to 
the recipient and taken into account by the partnership. Second, 
since under the proposed section 751 there will no longer be any 
ye | definition of “unrealized receivables” it becomes necessary either to 
is rovide a definition in section 736 for such assets or permit payments 
© | for them to be classified as payments for property under section 736 
rs | (b). The approach recommended in such situations is in general to 
n | treat as section 736 (a) payments those made with respect to items 
y, | which would have been treated as ordinary income items at the date 
ig | of the partner’s death had the partnership been on an accrual account- 
is | ing basis at that time. The third change recommended relates to the 
4 | option in present law as to whether a payment for goodwill is to be 
s, |} treated as a section 736 (b) payment or as a 736 (a) payment. It is 
or | believed that this should not necessarily depend upon a specific pro- 
of | vision in the partnership agreement so long as there is agreement 
a | among the partners (present and former) on this point. As noted 
t- { below, a few other minor clarifying changes are also suggested. 
n- (c) Subsection (a). Amounts treated as ordinary income.—Subsec- 
ip | tion (a) of existing law, with certain modifications, appears as subsec- 
tion (a) (1) in the proposed statutory language. Subsection (a) (2) 
le | in the proposal is a new provision. Most of the modifications, as well 
ss | as the new material, are related to the advisory group’s proposal to 
is | specify the time when an amount coming under section 736 (a) is to 


~ 
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be taken into account by the recipient and deducted, or treated as q 
distributive share, by the partnership. 

The new paragraph (2) provides that generally section 736 (a) 
amounts are to be taken into account by the recipient and the partner- 
ship on the last day of the taxable year of the partnership in which 
these amounts are paid or become payable. An exception to this 
rule, however, is provided where the amounts are paid or become 
payable on or before April 15 (or the corresponding time in the cage 
of a fiscal year) of the year following the close of the taxable vear of 
the partnership with respect to which the amount is determined. In 
such cases the amount is to be taken into account as of the end of the 
alae repre year with respect to which the amount payable is deter- 
mined. 

The reference to the taxable year of the partnership with respect 
to which the amount “is determined”’ means the year of the partner- 
ship in which an amount to be paid becomes fixed or determinable, 
Thus, if a section 736 (a) amount is to be paid to a retiring partner over 
a 10-year period, and the amount is to be 20 percent of the income of 
the partnership in the first of these 10 years, the year with respect to 
which the amount “is determined”’ is the first year of the 10-year 
period. However, in this case since the amount is paid over a 10-year 
period, most of it is neither includible in the income of the retiring 
partner nor deductible by (nor treated as a distributive share of the 
income of) the partnership until the later years. 

The advisory group believes that it is reasonable to provide for the 
amounts to be taken into account generally when they are paid (or 
become payable in the case of an accrual method taxpayer) unless this 
occurs shortly after the vear in respect of which the payments are 
determined. In such a case it would appear likely that the partners 
intended the amounts to be considered as a distributive share with 
respect to such year and, therefore, it is provided that the income in 
such cases is to be reportable as of the end of the year in respect of 
which it is determined. 

It appeared to your advisory group that where an amount is not 
taken into account until several years after it is determined it could 
hardly be classified as a “distributive share” of the income of the 
earlier year, taking into account all of the special characteristics of 
the income of that year. Such treatment, for example, would present 
partnerships with the practical administrative problem of having 
initially to make one distribution of partnership income with respect 
to a year, and then subsequently, when the section 736 (a) amounts 
are paid, having to make a redistribution of that year’s income on a 
different basis. To avoid this problem paragraph (1) provides that 
the amounts to be treated as distributive shares under section 736 
(a) not only must be determined with regard to the income of the 
partnership (as is true under present law) but also must be paid or 
payable on or before the 15th day of the 4th month following the 
close of the partnership year with respect to which the amount is 
determined. Otherwise, whether or not the amount is determined 
with regard to the income of the partnership, it is to be treated as if it 
were a guaranteed payment. Asa result, if an amount is not payable 
shortly after the end of the year with respect to which it is determined, 
it is automatically classified as a deduction for the partnership rather 
than as a distributive share of income, and the payment, when 
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eventually taken into account by the recipient, will represent ordinary 
income and have none of the special characteristics of the partnership 
income from which the amount arose. 

One minor clarification has also been made in subsection (a). 
The words ‘amounts payable’? have been substituted for the word 
“payments.” This seemed appropriate since the treatment provided 
in this subsection is available whether or not amounts actually have 
been paid, if under recognized standards of accrual method accounting 
they have become “‘payable.’”’ This same change is also made else- 
where in section 736. 

(d) Subsection (b). Amounts paid for partnership property.—Two 
important changes have been made in the present subsection (b) by 
the proposed statutory language. Both of these changes are made 
in paragraph (2) of this subsection. 

The first relates to the fact that paragraph (2) (A) provides that 
“ynrealized receivables’? are to be considered as coming under sub- 
section (a) rather than subsection (b). This has been deleted and an 
exception for accrual items substituted. The proposed subparagraph 
(A) provides that amounts not previously included in income, which 
would have been reported as ordinary income by the date of the death 
or retirement of a partner under an accrual method of accounting, are 


to be treated as coming under section 736 (a). By ‘‘accrual’’ method 
£ 


of accounting is meant the concept of accrual accounting generally 


recognized as a standard method of accounting. This is not intended 


to require the following of a broad accrual concept, such as that 
required by the court in Helvering v. Estate of Enright, 312 U.S. 636 
(1941). An exception to this proposed rule is to be made in the case 
of items of income or gain of a type eligible for a long-term contract 
method of accounting. In such cases the amount considered as 
accruable at the date of death or retirement of the partner is to be 
determined under regulations. 

The second significant change made in subsection (b) relates to the 
option concerning goodwill and provides that the agreement concern- 
ing this election need not be in the partnership agreement. Present 
law provides that amounts exchanged for an interest in the partner- 
ship property (and, therefore, treated as subsection (b) payments) 
are not to include amounts paid for goodwill of the partnership except 
to the extent that the “partnership agreement” so provides. If there 
isan agreement among the remaining partners and the retiring partner 
(or successor in interest of the deceased partner) to treat payments for 
goodwill as subsection (b) payments, your advisory group sees no 
reason whiy it is necessary that this be a part of the partnership agree- 
ment. It, therefore, has changed a reference to ‘the partnership 
agreement” in subsection (b) (2) (B) so that it refers to an agreement 
among the partners. In turn, in the new subsection (c) (4), 1t is indi- 
cated that a reference to “partners agree’’ includes a retiring partner 
and successor in interest of a deceased partner. 

As in subsection (a) references to “payments” are changed to 
“amounts payable’ or merely to “amounts” in order to avoid confusion 
as to the treatment to be accorded such amounts by taxpayers using 
the accrual method of accounting. Changes in the order of various 
phrases have also been made to improve readability. 

(e) Subsection (c) (1). Payments within a 12-month period.—Prob- 
lems have arisen under present law where partnership agreements 
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have provided for a single payment (or perhaps 2 or 3 payments within 
a short period) in liquidation of the interest of a retiring or deceased 
partner with the expectation that the ordinary distribution rules would 
apply. However, if upon audit the payments made in liquidation 
of the interest are held to be in excess of the fair market value of the 
interest in partnership property being liquidated, it can be contended 
that part of this payment is properly classified as a section 736 (a) pay- 
ment. This is true even though this was not the intention of the part. 
ners and will result in substantially different tax treatment for the 
remaining partners and retiring partner (or successor in interest of 
the deceased partner) than was originally contemplated. 

Your advisory group believes that when the agreement provides for 
a single payment, or several payments within a short period, the 
parties ordinarily do not intend the payments to include a share of 
partnership income, to be received as mutual insurance or otherwise, 
Therefore, it is proposing that a rule be added to section 736 providing 
that where all the amounts in liquidation of the interest of a retiring 
or deceased partner are payable within a 12-month period, this entire 
amount is to be treated as a distribution by the partnership. How- 
ever, if the amount received is greater than the value of the former 
partner’s share of the partnership property, this excess may be treated 
as an amount coming under subsection (a) if the partners (including, 
as indicated in paragraph (4), the retirmg partner or successor) so 
agree. 

(f) Subsection (c) (2). Amounts paid in money and other property.— 
Problems have arisen under present law as to the cpeliraiian of 
section 736 where the liquidating payments are made partially in 
money and partially in other property. The problem which arises is 
whether the money is to be considered as coming under section 736 
(a) and the other property as coming under section 736 (b), or vice 
versa, or whether the money and other property are to be allocated 
pro rata to subsections (a) and (b). The advisory group is recom. 
mending an allocation rule which provides that any money received 
by the recipient is first to be considered a subsection (a) amount, and 
only any excess of the money over the amount considered as coming 
under subsection (a) is to be classified as coming under subsection (b). 
Not only does this rule provide simplicity, but it also avoids the 
possible creation of artificial gain or loss which might result if property 
having a value different from its basis is considered as a subsection (a) 
amount. Such gain or loss would be artificial to the extent that 
money is simultaneously being paid or accrued as a subsection (b) 
amount. 

(g) Subsection (c) (8). Successor to @ partnership.—Under present 
law, questions have been raised as to payments which are made by 
an organization which, if it were the original partnership, would have 
been classified as section 736 (a) payments. The regulations have 
dealt with one variation of this problem by providing that in the case 
of a two-man partnership where one partner retires or dies, the partner- 
ship is considered as continuing as long as section 736 payments are 
being made. (This paragraph is in no way intended to impair this rule 
in the regulations on two-man partnerships since that rule hes other 
effects in addition to that mentioned here.) However, there are also 
other variations of this problem which are not dealt with by the regu- 
lations. For reasons wholly apart from the withdrawal of the retiring 
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or deceased partner, the partnership may be terminated after it has 
- begun making section 736 (a) payments. In such a case, its business 
may be carried on by another partnership, a proprietorship, corpora- 
tion, or, possibly, a trust or estate. Present law does not indicate the 
treatment to be available in such cases. Your advisory group sees 
no reason why such a successor, if it has assumed a binding obligation 
to make what were formerly classified as the section 736 (a) pay- 
ments, should not have the same treatment as would have been 
accorded the former partnership. Nor does it see why the character 
of the payments should change as far as the recipient of them is 
concerned: merely because of a change in the payor. This section is 
not intended to authorize the deduction of section 736 (a) payments 
which have been assumed voluntarily, as for example, upon the 
termination of the business of a partnership followed by an assumption 
of a pre-existing section 726 lability to a former partuer by such 
former partner’s son who is sunply a volunteer having no connection 
whatever with the partnership business or assets either before or after 
the termination, 

Paragraph (3) of subsection (c) in the proposed statutory language 
rovides the treaument proposed above. A limitation is provided, 
Sever. to make sure that no double benefit will accrue to the 
| successor. Thus, for example, if the successor purchased the assets of 
| the former partnership and agreed to continue the section 736 pay- 

ments of the partnership, the basis of the successor’s assets would 
reflect an amount equal to the present value of the liability it had 
assumed with respect to the section 736 payments. In such a case, a 
benefit would be received at the time of the sale of the asset, or if it 
were depreciable property, ratably over the life of the asset. A 
limitation in paragraph (2) makes the section 736 (a) treatment avail- 
able only to the extent that the successor is not able to refiect these 
amounts in the basis of its assets, or otherwise obtain a reduction in 
taxabie income as 2 result of these payments. 

(h) Subsection (c) (4). “Partners agree.’’—Paragraph (4) of sub- 
section (c) provides that the term ‘partners agree” is to include the 
retiring partner and successor in interest of a deceased partner. The 
reasons for this change are explained under subheading (d), above. 

(1) Proposed statutory language.—The revision of section 736 pro- 
posed by the advisory group is as follows: 


SEC. 736. AMOUNTS PAID TO A RETIRING PARTNER OR A DECEASED PARTNER'S SUC- 
CESSOR IN INTEREST. 
(a) AMounTs ConstDERED AS DISTRIBUTIVE SHARES OR GUARANTEED Pay- 
MENTS.— 

(1) AMOUNTS TO WHICH SUBSECTION IS APPLICABLE.—Amounts payable 
in liquidation of the interest of a retiring partner or a deceased partner shall, 
except as provided in subsection (b), be considered— 

(A) as a distributive share of partnership income to the recipient if 
the amount thereof— 
“ is determined with regard to the income of the partnership, 
anc 
(ii) is paid, or payable, on or before the 15th day of the 4th month 
following the close of the partnership taxable year with respect to 
which such amount is determined, 


or, 
(B) as if they were a guaranteed payment described in section 707 (ce), 
if subparagraph (A) is not applicable. 
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(2) TIME AMOUNTS PAYABLE ARE TAKEN INTO ACCOUNT.— Amounts to which 
this subsection is applicable shall be considered as distributive shares, or shal] 
be deducted, by the partnership and shall be included in the gross income 
of the recipient as of the last day of the taxable year of the partnership in 
which such amount is paid, or pavable, except that if such amount is paid, 
or payable, on or before the 15th day of the fourth month following the cloge 
of the taxable year of the partnership with respect to which it is determined, 
it shall be taken into account as of the last day of such taxable year of the 
partnership. 


(b) Amounts CONSIDERED AS DISTRIBUTIONS.— 


(1) GeNERAL RULE.—Amounts payable in liquidation of the interest of 
a retiring partner or a deceased partner shall be considered as payable ing 
distribution by the partnership, and not as a distributive share or guaran. 
teed psy'nent under subsection (a), to the extent that, under regulations 
prescribed by the Secretary or his delegate, such amounts (other than amounts 
described in paragraph (2)) are attributable to the interest of such partner in 
partnership property. 

(2) AMOUNTS NOT CONSIDERED AS COMING UNDER SUBSECTION.—For pur- 
poses of this subsection, amounts attributable to an interest in partnership 
properiy shall not include amounts payable with respect to— 

(A) income or gain accruable at the date of death or retirement of a 
partner not previously includible in gross income under the method of 
accounting used by the partnership, to the extent such income or gain 
would be treated as other than an amount received from the sale or 
exchange of capital assets (except that where an item of income or gain 
is of a type which would be eligible for a long-term contract method of 
accounting, the amount accruable at the date of death or retirement of 
a partner shall be determined under regulations prescribed by the Secre- 
tarv or his delegate), or 

(B) good will of the partnership, except to the extent that the partners 
agree that an amount is to be paid with respect to good will. 


(c) RULES FoR APPLICATION OF SECTION.— 


(1) SUBSECTION (b) APPLICABLE IF ALL AMOUNTS ARE PAYABLE IN 12-MONTH 
PERIOD.—If all amounts payable in liquidation of an interest in a partner. 
ship are pavable within a 12-month period, such amounts shall be considered 
as a distribution by the partnership, and not as a distributive share or 
guaranteed payment under subsection (a), except to the extent that such 
amounts are in excess of the amount attributable to the interest of the 
partner in partnership property and the partners agree that such excess 
shall be deemed an amount to which subsection (a) is applicable. 

(2) AMOUNTS PAID IN MONEY AND OTHER PROPERTY.—Where amounts 
paid in liquidation of a partner’s interest are amounts to which both sub 
section (a) and subsection (b) are applicable and are amounts paid both in 
money and in other property, unless the partners agree otherwise such 
money shall first be deemed to be in payment for the amount to which sub- 
section (a) is applicable, and only to the extent such money is in excess of 
such amount shall it be deemed to be part of the amount to which subsection 
(b) is applicable. 

(3) SvccESSOR TO A PARTNERSHIP REQUIRED TO MAKE SECTION 736 (a) 
PAYMENTS.—If upon termination of a partnership any person assumes & 
binding obligation of such partnership to pay amounts in liquidation of the 
interest of a retiring partner or deceased partner to which subsection (a) was 
applicable— 

(A) such person shall be entitled to deduct as a trade or business 
expense under section 162 (a) such amounts which are paid or score 
but only to the extent that such amounts have not increased the adjus 
basis of assets of such person or such person is not otherwise entitled to 
reduce taxable income as a result of such payments, and 

(B) the retiring partner, or successor in interest of the deceased 
partner, shall include in gross income under section 61 (a) any such 
amounts received from such person. 

(4) MEANING OF THE WORDS “PARTNERS AGREE.’’—Wherever in this see- 
tion reference is made to the words ‘‘partners agree,’ the word “partners” 
shall be deemed to include the retiring partner or the successor in interest of 
a deceased partner. 
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15. Section 741. Recognition and character of gain or loss on sale (con- 
forming change) 

Section 741 provides that on the sale or exchange of a partnership 
interest, gain or loss is to be recognized to the transferor partner and 
that this gain or loss is to be capital gain or loss except to the extent 

rovided otherwise in section 751. 

No substantive change is proposed in this section. However, 
section 751 is described as “relating to unrealized receivables and in- 
yentory items which have substantially appreciated in value.” These 


' two terms have been eliminated in section 751 and that section in 


general now relates to assets which have setaapg js appreciated in 
value and which would result in ordinary income if sold by an individ- 
ual. As a result it is proposed that the “relating’’ clause for section 
751 in section 741 be amended to read as follows: 

(relating to sales or exchanges of interests in partnerships resulting in ordinary 
income). 


16. Section 743 (b). Optional basis adjustment for transferee on sale of 
a partnership interest (new proposal) 
(a) Present law.—Section 743 (a) provides that as a general rule 


the basis of partnership assets is not to be changed as the result of 
the transfer of a partnership interest on a sale or exchange or on the 


death of a partner. However, section 743 (b) provides that in these 
eases the partnership may elect (under sec. 754) to make an adjust- 


_ ment to the basis of partnership properties for purposes of the trans- 


feree partner. If a partnership elects to make this adjustment to the 
basis of partnership property, this election is binding with respect 
to all future transfers unless permission for revocation is received 


from the Secretary or his delegate. (According to the regulations 


this, in general, is permitted where there is a significant change in the 
partnership but not where the primary purpose of the revocation is 
to avoid the stepping down of the basis of assets.) In addition, if 


» these adjustments are to be made with respect to transfers of partner- 


ship interests, adjustments must also be made to the basis of part- 
nership assets (as provided in sec. 734 (b)) where distributions occur 
and the distributee partners are given bases for property which differ 
from the bases the property had in the hands of the partnership. 


Section 755 of present law contains the rules which must be followed 
by a partnership in allocating among the various partnership prop- 


, erties these basis adjustments arising from either a transfer or a dis- 


tribution. The general rule is that the allocation is to be made among 
the various partnership properties in a manner which reduces the 
difference between the fair market value and adjusted basis of partner- 
ship properties. Partnerships are also permitted to allocate the basis 
adjustments in any other manner permitted by regulations. A special 

e provides, however, that basis adjustments attributable to capital 
assets and depreciable property can only be made to partnership 
properties which are either capital assets or depreciable properties, 
while adjustments attributable to other properties can be made only 
to partnership properties which are noncapital assets and nonde- 


_ preciable properties. Another special rule prohibits adjustments which 


would decrease the basis of property below zero and provides that 


Where adjustments cannot be made currently they are to be post- 
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poned until the type of property in the proper category is available 
at the partnership level. 

_ (b) General comments.—Your advisory group, in the interests of 
simplifying partnership operations, is proposing three changes in these 
provisions relating to transferee adjustments: (1) permission fop 
partnerships to ignore adjustments of less than $1,000; (2) separation 
of the elections as to adjustments for transferees and with respect to 
distributions; (3) and for allocations of the adjustments among 
partnership properties in the case of transfers, removal of the separate 
categories for capital assets and depreciable property on one hand 
and all other property on the other hand. 

(c) Section 748 (b). De minimis adjustments.—In the interest of 
simplification your advisory group is recommending that a “d& 
minimis” rule be added to the optional adjustment for transfers. The 
amendment to this effect in the proposed statutory language for see. 
tion 743 (b), appearing below, provides that even though a partner. 
ship has elected to make the adjustment to partnership basis for 
transferees it need not make this adjustment where the total adjust. 
ment with respect to a transfer is less than $1,000, whether this is an 
increase of less than $1,000 or a decrease of less than $1,000. Ignoring 
these small adjustments will make it possible to hold the adjustments 
actually made, and the work entailed for the partnerships, to those 
limited cases where the adjustments are significant factors for the 
transferee partners. 

(d) Section 754. Separation of adjustments for transfers and dis. 
tributions.—Your advisory group, while recognizing the purposes 
served both by the optional adjustments which may be made with 
respect to transfers and by those which may be made with respect to 
distributions, nevertheless does not see why, if a partnership desires 
to make adjustments with respect to transfers, it should also be 
required to make adjustments with respect to distributions, or vice 
versa. It believes, for example, that frequently a partnership may 
want to give transferee partners the advantage of a new basis because 
this new basis is of importance to them, yet be reluctant to make what 
may be frequent minor adjustments to the basis of property in the 
case of all distributions. On the other hand, the adjustments result 
ing from distributions may be the main concern of the partnership, 
Therefore, your advisory group is recommending that these two types 
of election be separated. The proposed revision is shown in statutory 


language at the end of a subsequent discussion on section 754, relating | 


to the manner of electing optional adjustments to basis of partnership 
property. Another change incorporated in the proposed statutory 
language for section 754 relates to the time for filing a section 74 
election. This proposal is discussed in the commentary on see- 
tion 754. 

(e) Section 755. Allocation of basis among partnership properties.— 
The requirement in section 755 of present law that adjustments to 
the basis of partnership property must be made separately for capital 
assets and depreciable property is believed to be directed primarily 
toward the adjustment to the basis of partnership property after 4 
distribution has been made. For example, a partnership having bes | 
capital assets and inventory, might distribute the capital assets whie 
in the hands of the distributee partner would take a lower basis than 


they had in the hands of the partnership. If it were not for the rule 
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ble in section 755 (b) requiring separate allocations of basis for capital 


of 
ese 
for 
ion 


assets and depreciable property on one hand, and all other property 
on the other (or as is proposed, a requirement that no basis adjustments 
be made to section 751 assets) it would be possible, via the distribution 
route, for the partnership to increase the basis of inventory as the 
result of adjustments attributable to capital assets. Thus, it could 
shift income from ordinary income to the capital gain category. 

This type of problem does not exist, however, in the case of special 
bases for partnership assets for transferees. In such cases, because 
there are no assets being distributed by the partnership, the assets 
which gave rise to the additional basis on the transfer of the partner- 
ship interest still remain in the partnership after the transfer. More- 
over, in this case the general rule above, which requires the allocation 
of basis according to the difference between the basis of partnership 
assets and their fair market value, gives assurance that the additional 
basis will be assigned to the assets which account for the additional 
fair market value at the time of the transfer, whether the assets are 
capital assets or inventory items. As a result, your advisory group 
in the interest of simplification in the operation of partnerships is 
recommending the deletion of the two-category allocation rules in 
section 755 (b) with respect to special adjustments to partnership 
assets jor transferee partners. As is indicated in a subsequent dis- 
cussion, it is also preposed that the two-category classification be 
modiiied in the case of distributions, but in that case no adjustments 
are to be made to the basis of section 751 assets. 

The statutory language proposed for section 755 (b), presented at 
the end of the commentary on section 755, makes the “two-category” 
allocation of present law inapplicable to adjustments to partnership 
property arising from transfers. Other changes made in these allo- 
cation rules are discussed in the commentary on section 755. 

(f) Statutory language proposed for section 743 (b).—The proposed 
changes in the statutory language for section 743 are as follows: 

SEC. 743. OPTIONAL ADJUSTMENT TO BASIS OF PARTNERSHIP PROPERTY. 

(a) GENERAL RuLE.—* * *, 

(b) ApJuUSTMENT TO Basis OF PARTNERSHIP ProperTy.—In the case of a trans- 
fer of an interest in a partnership by sale or exchange or upon the death ofa 
artner, a partnership with respect to which the election provided in section 
54 (2) is in effect shall— 

(1) * * *, or 

(2) * * > 
except that the partnership shall not be required to make any adjustment with 
respect to partnership property if the transfer, with respect to which such adjust- 
ment would otherwise be required to be made, would result in an upward or down- 
ward aggregate adjustment to partnership property of less than $1,000. * * * 
17. Section 751, Sales or exchanges of partnership interests resulting 

in ordinary income (a substitute for proposal in first report) 

(a) Present law.—Scction 751 of present law relates both to certain 
sales and exchanges of partnership interests and also to distribu- 
tions by a partnership where either the distributee, or the remain- 
ing partners, in effect are exchanging their interests in certain types of 
partnership property. The types of property with which this provi- 
sion is concerned are “unrealized receivables” and “inventory items 
Which have substantially appreciated in value.’ The existing statute 
presents detailed definitions of unrealized receivables and inventory 
items. In addition, two tests are applied in determining when there 
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is substantial appreciation in the inventory items. For the gain 
attributable to the inventory items to be treated as ordinary income 
their fair market value must exceed 120 percent of their adjusted basis 
and also the fair market value of these assets must represent more 
than 10 percent of the fair market value of all partnership property 
other than money. : 

(b) General comments.—Your advisory group accepts the basie ob. 
jective of the present section 751; namely, that it should not be possible 
to convert any substantial amount of what would otherwise be ord. 
nary income into capital gains by selling partnership interests or by 
distributing partnership property. Nevertheless, it believes that 9 
substantial simplification of this section is essential. The group 
believes that the present version of this provision is too complex to 
expect the average partner to know how to apply it and that it must 
be simplified even though in so doing some of the theoretically correct 
results of the present provision may be lost. 

The most serious complications in applying this provision arise in 
the case of distributions. In such cases not only must there be a 
determination as to whether the assets involved are, or are not, see- 
tion 751 assets but also there must be a determination of whether the 
distributee is receiving more or less than his pro rata share of these 
751 assets. Where these conditions are met it is also necessary to 
determine the assets which were exchanged for the 751 assets. Thus, 


it is necessary to compute not only the amount of ordinary income | 
with respect to the 751 assets, but also any capital gain realized with | 


respect to the assets exchanged for these section 751 assets. Because 
of these complexities your advisory group is recommending that see- 
tion 751 be made inapplicable in the case of distributions. At the 
same time however, it is proposing changes elsewhere in the partner 
ship provisions to prevent the use of distributions as a means of con- 
verting ordinary income into capital gains. This is accomplished by 
providing that where section 751 assets are distributed by a partner- 
ship they are always to retain the same character in the hands of the 
partner as they would have had in the hands of the partnership. As 
further assurance against the conversion of ordinary income into 
capital gains it is proposed that where a partnership makes a distri- 
bution, even though having elected to make adjustments to the 
basis of partnership property, it is not to be permitted to make any 
adjustments to the basis of section 751 assets of the partnership. 

Making section 751 inapplicable in the case of distributions, how- 
ever, is only one of a series of simplifying changes recommended by 
your advisory group in this section. Other proposals of the group 
will lead to greater simplification through narrowing the application 
of section 751, and still others are designed to ease the application of 
the provision. 

One of the proposals narrowing the application of section 751 would 
limit its use to those cases where the gains attributable to section 751 
assets exceed $1,000. The application of the provision also would be 
narrowed by clearly applying the section only where there is an overall 
gain on the sale or exchange of a partnership interest, that is, taking 
into account not only the portion of the proceeds from the sale or ex- 
change attributable to section 751 assets, but also the portion attribut- 
able to all other assets. Still another recommendation generally 
restricting the application of this section is the proposal to apply 4 
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substantial appreciation test—now applied only in the case of inven- 
tory items—to all section 751 assets. 

For those transactions which will still come under section 751, two 
substantially simplifying steps are proposed. One substitutes a 
single measure for the dual test of present law in determining whether 
or not there has been “substantial appreciation,” yet does this in such 
a manner as to preserve the essential features of the present statute 
in this respect. Present law determines the existence of any sub- 
stantial appreciation by examining whether there has been apprecia- 
tion in the value of the inventory involved of more than 20 percent 
and, if this is true, whether the value of the inventory represents more 
than 10 percent of the total value of partnership assets other than 
money. This dual test under your advisory group’s suggestion would 
be replaced by a single formula which takes both of these factors into 
account. Under the proposal, section 751 would be applied with 
respect to an interest being sold or exchanged only under the following 
conditions. It would apply only if the potential gain with respect to 
the assets being sold represents more hae 15 percent of the selling 
price of the interest (reduced for any partnership liabilities relinquished 
asaresult of the sale). The second siinplification is the deletion of the 
definitions of “unrealized receivables’ and “inventory items.’”’ In- 
stead, the test wouid be one of reference to the existing capital gains 
definitions with which taxpayers are more familiar. Thus, in general, 
if the sale or exchange of an item would not result in capital gains it 
falls into the category of a 751 asset. 

In addition to the changes described above, several other changes 
are also proposed in section 751 by the advisory group. First, the 
convenient term “section 751 assets’? previously adopted by the regu- 
lations is adopted in the statute. Second, it is made clear that the 
gain to be attributed to section 751 assets is measured by the gain 
which would be realized if the assets had been sold by the partnership 
in the case of the sale or exchange of an interest. Third, an unin- 
tended benefit in the present provision is removed whereby real-estate 
developers, through the use of mortgaged property, may avoid ordi- 
nary income on substantially appreciated section 751 assets. ‘This is 
accomplished by reducing the amount realized, for purposes of the 
15-percent substantia] appreciation test, by a pro rata share of the 
partnership liabilities. Fourth, a special partnership basis 1s provided 
for a prior transferee who sells or exchanges his interest where there is 
no clection to step up (or down) the partnership basis with respect to 
section 751 assets and the sale takes place within 2 years of the first 
transfer. This accords transferees who sell their interests the same 
treatment already available. to them whete they dispose of their 
interests in liquidating distributions. There follows below a discus- 
sion of the proposed changes as they appear in the recommended 
statutory provision to be found at the end of this commentary. 

(c) Section 751 (a). General sale or exchange rules.—Section 751 (a) 
under both present law, and as proposed in the language set forth 
below, presents the basic or general rule for sales or exchanges of 
partnership interests. Two of the changes proposed by the ad 
visory group are reflected in this subsection. The introductory phrase 
“To the extent that any gain is realized on a sale or exchange of an 
interest in a partnership,’’ for example, is designed to limit the applica- 
tion of section 751 to those cases where there is an overall gain on the 
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sale of an interest, taking into account all assets, both section 75] 
assets and all other assets. Present law is ambiguous on this point, 
This subsectio 1 also makes it clear that the amount of the section 75] 
gain, is to be determined by the partner’s share of any gain the 
partnership would have realized had it sold section 751 assets directly, 

(d) Subsection (6) of present law—Distributions.—Subsection (b) of 
the existing statute provides for the application of the ordinary income 
treatment in section 751 (a) in the case of non-pro rata distributions b 
a partnership, or in other words where in effect there has been a sale 
or exchange of an interest in section 751 assets, either by the dis- 
tributee partner or by the remaining partners. As has been indicated, 
this provision is deleted entirely by your advisory group’s proposal, 
It is recognized that the deletion of this provision makes it possible to 
shift ordinary income between partners. However, to some extent 
this already is possible under existing law as the result of the general 
treatment accorded contributed property under section 704 (c) (1) and 
as a result of the rules set forth with respect to a retiring or deceased 

artner in section 736. The deletion of this subsection is believed to 

e essential as a substantial simplification, despite this effect. How- 
ever, modifications proposed in connection with this revision in the 
case of section 735 (a) and section 755 are designed to prevent the 
partners from converting into capital gains this ordinary income 
which has been shifted. In the case of section 735 (a) it is provided 
that section 751 assets will always retain their character in the hands 
of a distributee partner, while the present rule preserves the character 
of inventory items for a period of only 5 years after the date of distribu- 
tion. Section 755 is revised to prevent the adding of any basis to 
section 751 assets in the partnership where a distributee partner has 
relinquished an interest in section 751 assets. 

Despite the deletion of subsection (b) of present section 751, it is 
intended that the parties, by agreement, still would be permitted to ac- 
complish the results obtained by this subsection (b) of existing law. 
In other words, if the partners agree, a disproportionate distribution of 
cash by a partnership may be treated as first constituting a distribution 
of 751 assets, and then a sale of such assets to the partnership by the 
distributee for cash, with the result that ordinary income will be 
realized by the distributee partners and a step-up in basis will occur 
with respect to the 751 assets “‘purchased” by the partnership. For 
this result to obtain, however, the records of the partners and partner- 
ship must indicate that the partnership in form made an initial dis- 
tribution of 751 assets and then that the distributee made a subse- 
quent resale of these assets to the partnership. 

(e) Proposed subsection (b). Limitations.—Subsection (b) of the 
an section represents a revision of subsection (d) (1) of present 

aw, which defines substantial appreciation, together with one new 
feature added by the advisory group. The new feature provides that 
section 751 is not to apply unless the gain attributable to the section 
751 assets exceeds $1,000. In revising the existing subsection (d) (1) 
the new subsection substitutes a single ratio for the dual ratio of 
present law in determining when ‘substantial appreciation” has oc- 
cured. Moreover, the new test is applicable to all section 751 assets, 
not merely to inventory items. The recommendation for this single 
test is made primarily to permit the elimination of the difficult dis- 
tinction between inventory items and unrealized receivables. The 
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new test makes section 751 inapplicable, unless in the sale or exchange 
the gain attributable to the section 751 assets exceeds 15 percent of 
the amount realized in the sale or exchange of the interest. In 
determining the amount realized on the sale or exchange of the in- 
terest, however, a reduction is to be made for the portion of the lia- 
bilities of the partnership allocable to the partnership interest being 
sold or exchanged. This latter reduction is necessary to prevent 
partners from avoiding the 15-percent test by artificially increasing 
the total amount of partnership assets (and hence the proceeds 
received upon sale) through the use of borrowed funds. 

(f) Subsection (c). ap eH of section 751 assets—Subsection (c) 
of the proposed section defines ‘“‘section 751 assets.”’ This is a substi- 
tute for subsection (c) and subsection (d) (2) of existing law, which 
define unrealized receivables and inventory items. prover law 

rovides a detailed definition of both unrealized receivables and 
inventory items and these definitions have included some types of 
items which appear questionable and may have excluded others 
which appear equally questionable. These definitions are dropped 
in the proposal. The test provided in the new subsection (c) is 
basically a simple concept; viz, the character of the income in general 
is to be determined in accordance with the character it would have 
if the transferor partner were selling the property directly rather 
than selling or exchanging an interest in partnership property. The 
use of this concept not «4 makes it unnecessary to Piet a special 
set of rules for determining what constitutes a section 751 asset, but 
also makes applicable the capital gains rules with which taxpayers 
have already generally become familiar. 

The new subsection (c) includes in the term ‘‘section 751 assets’’ all 
roperty of the partnership which if sold or exchanged at a gain would 
be property which would result in ordinary income (paragraph (1) 
of the subsection). In addition, in order to give the taxpayer the 
offsetting benefit of ordinary loss which would be realized on a sale 
by the partnership of property used in its trade or business, the term 
section 751 assets includes property described in section 1231 (b) to 
the extent that a sale of all such property at fair market value would 
result in a net loss (paragraph (2) of the subsection). 

Paragraph (3) of the proposed subsection provides rules which are 
to be followed in determining when there is ordinary income or when 
a section 1231 net loss occurs. For purposes of simplification the 
different treatment under other provisions of law accorded certain 
assets if held for less than 6 months is ignored. That is, for purposes 
of this provision, all property is treated as if it were held for 6 months 
or more (whether or not actually held for such a period). This 
avoids the complexities inherent in attempting to provide separate 
treatment for short-term capital gains and long-term capital gains. 

Paragraph (3) also provides a rule for determining the character 
of the income which has the same effect as that provided in section 
702. This rule provides that for purposes of subsection (c) the char- 
acter of any property is to be determined as if it had been sold directly 
by the person or persons relinquishing the interest in the partnership. 
In making this determination the business activity of the partnership 
is, of course, attributed to the partner. In addition, it is assumed 
that the sale or exchange which is deemed to occur takes place at the 
time of the sale or exchange of the interest and as if all partnership 
property involved had been sold or exchanged in a single transaction, 
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(g) Subsection (d). Special basis for prior transferee partner.—The 
proposed new subsection (d) would afford an election to a partner sell. 
ing his interest if he had previously acquired his interest by transfer, 
It would permit him to compute his gain with respect to the section 751 
assets by attributing the appropriate portion of his acquisition costs 
for his interest to these section 751 assets. This is a rule which under 
section 732 (d) already is available where an interest previously 
acquired by a transferee is disposed of in a liquidating distribution, 
In both cases this treatment 1s to be afforded only if the sale (or 
distribution in the case of sec. 732 (d)) occurs within 2 years of the 
prior transfer. This 2-year limit is a rule of convenience since it be- 
comes increasingly difficult to trace basis through a number of sales 
of section 751 assets where a long period of time elapses. Moreover, 
this treatment is to be available only where the partnership has not 
elected under section 754 (2) to adjust the transferee’s basis of partner- 
ship assets in the manner described in section 743 (b). Where such 
an election has been made, it is unnecessary to provide this adjust- 
ment since the additional basis resulting from the election obtains the 
appropriate reduction of gain in the section 751 assets. 

(h) Proposed statutory language.—The proposed statutory language 
for section 751 is as follows: 
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SEC. 751. SALES OR EXCHANGES OF INTERESTS IN PARTNERSHIPS RESULTING IN 
ORDINARY INCOME. 

(a) GENERAL Rute.—To the extent that any gain is realized on a sale or ex- 
change of an interest in a partnership, the amount of such gain attributable to 
section 751 assets of the partnership shall be considered as gain from the sale or 
exchange of property other than a capital asset. The amount of gain attributable 
to section 751 assets of the partnership shall be the amount of the transferor 

rtner’s distributive share of any gain which would have been realized by the 
partnership if it had sold such assets on the date of the sale or exchange of the 
interest. 

(b) Limrration.—This section shall not apply unless the amount of the gain 
attributable to section 751 assets exceeds $1,000 and also exceeds 15 percent of 
the amount, realized, reduced by an allocable share of the liabilities of the partner- 
ship, in exchange for the entire interest transferred. 

te) DEFINITION OF SEcTION 751 AssETs.— 

(1) GENERAL RULE.—For purposes of this subchapter the term “section 
751 assets” means property of the partnership described in paragraph (2) 
and all other property of the partnership except property which, if it had 
been sold or exchanged at a gain, would be property gain from the sale or 
exchange of which under other provisions of this title would be considered as 
gain from capital assets held for more than 6 months. 

(2) Secrion 1231 (b) PROPERTY GIVING RISE TO NET LOSSES.—The term 
“section 751 assets’ includes all property of the partnership of the type 
described in section 1231 (b) to the extent the sale, at fair market value, of all 
such property by the partnership would result in a net loss. 

(3) RULES FOR THE APPLICATION OF PARAGRAPHS (1) AND (2).— 

(A) CHARACTER OF PROPERTY.—The character of any property for pur- 
poses of paragraphs (1) and (2) shall be determined at the time of the 
sale or exchange of the interest (or distribution where applicable under 
other sections of this subchapter) as if the property were sold or ex- 
changed directly by the person (or persons) relinquishing an interest 
in the property (giving due regard to the business, financial operation, 
or venture in which the partnership is engaged) and as if all property 
had been sold or exchanged in a single transaction. 

(B) PRoPERTY HELD FOR NOT MORE THAN 6 MONTHS.—For purposes 
of the application of paragraphs (1) and (2) all property of the partner- 
ship shall be deemed to have been held for more than 6 months (or for 12 
months or more in the case of livestock described in section 1231 (b) (3)) 
whether or not so held. 

(d) SpectaL PARTNERSHIP Basis FoR Prion TRANSFEREE.—For purposes of 
determining the partnership basis allocable to section 751 assets under subsection 
(a), a partner— 

(1) who acquired all or a part of his interest in partnership property by 
transfer with respect to which the election under section 754 (2) is not in 
effect, and 

(2) who, within two years after such prior transfer, sells or exchanges an 
interest in the partnership to which subsection (a) is applicable, 

may elect, under regulations prescribed by the Secretary or his delegate, to treat 
as the adjusted basis of the section 751 assets the adjusted basis the assets would 
_ if the adjustment provided by section 743 (b) were in effect with respect to 
such assets. 


18. Section 752. Limitation on partner’s distributive share of losses 
(from first report) 


Section 704 (d) provides that a sage Ay distributive share of a 
partnership loss is to be allowed only to the extent of the partner’s 


adjusted basis for his interest in the partnership. Any excess loss is 
to be allowed as a deduction only when the excess is repaid to the 
partnership. On the other hand, section 752 provides in effect that 
an increase or decrease in a partner’s share of the liabilities of a partner- 
ship, or any increase or decrease in his individual liabilities as a result 
of a shift in liabilities between a partner and a partnership, is to result 
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in an increase or decrease in the adjusted basis of the partner’s interest 
in the partnership. 

Thus, under present law if a partnership incurs a liability with 
respect to a third party, there would be an increase in the partners’ 
bases for their interests, to the extent of their shares of that liability, 

The partners could then deduct their share of partnership losses 
against the basis acquired as a result of the liability as well as against 
any other basis they may have. However, it appears that if the 
liability is between a partnership and a partner (as distinguished from 
third persons) such liability has no effect on the partner’s basis for 
his interest and, therefore, cannot be used to offset a partner’s share 
of a partnership loss. 

The advisory group recommends where a partner is fully obligated 
to pay a liability to the partnership that he receive a basis for his 
interest to the extent of his obligation. This will ordinarily make 
any losses which may have given rise to the liability deductible in the 
year incurred. 

To carry out the recommendation of the advisory group it is recom- 
mended that both subsection (a) and (b) of section 752 be amended by 
the insertion of a phrase immediately before the words “shall be con- 
sidered.” In the case of subsection (a), which refers to an increase in 
partner’s liabilities, it would be indicated that “any increase in a 
partner’s liability to the partnership’ also would be considered as a 
contribution of money by the partner to the partnership. In sub- 
section (b) it would be indicated that ‘‘any decrease in a partner’s 
liability to the partnership” also would be considered as a distribution 
of money to the partner by the partnership. 


19. Section 753. Income in respect of decedent (new proposal) 

(a) Present law.—Present law provides that the amount includible 
in gross income of a successor in interest of a deceased partner under 
section 736 (a) is to be considered income in respect of a decedent 
under section 691. Thus section 736 (a) amounts are includible in 
the gross estate of the decedent partner for estate tax purposes, then 
subsequently, when such amounts are paid, the recipient is subject 
to antes income tax and obtains no basis with respect to such 
amounts as a result of the transfer at the decedent’s death. However, 
to mitigate the effect of imposing both an estate tax and an income 
tax on the same amount, a deduction is available to the recipient of 
these payments equal to the portion of the estate tax paid which was 
attributable to them. 

(b) General comments.—Experience under present law has disclosed 
several uncertainties, possible loopholes, and unintended hardships. 
First, there is a question as to whether a basis for unrealized receiv- 
ables, even though this is denied where a partnership interest is liqui- 
dated under section 736, is available if the deceased partner’s interest 
is sold to a stranger or to one of his partners, or, on the other hand, 
is merely continued in the hands of his widow or other heir. In these 
cases, * would be no payments under section 736 (a) with the 


result that there is nothing for section 753 to classify as income in 
respect of a decedent. If no amounts are treated as income in respect 
of a decedent then section 1014 (c) does not deny a basis at the date of 
death (or alternate valuation date) for any unrealized receivables 
reflected in the value of the partnership interest. Your advisory 
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group recommends that the statute be amended to provide that any 
amount attributable to unrealized receivables (to be redefined as 
“secruable items’ in the proposed sec. 736 (b) (2) (A)) be denied a 
basis as the result of the death of a partner, whether the partnership 
interest is liquidated, continued, or sold. 

Another problem is raised by the present section 753 in that no 
mention is made in it of the decedent’s distributive share for the por- 
tion of the partnership year up to the date of his death, including any 

art of this share which the decedent may have withdrawn before 
Feath, While this problem has been satisfactorily covered in the 
regulations (sec. 1.753-—1 (b)), the advisory group believes that this is a 
matter which should be covered clearly in the statute. In this con- 
nection, a fear has been expressed that the portion of the distributive 
share withdrawn before death might not be taken into account in 
determining the size of the credit for estate tax to be allowed against 
such income when reported by the estate or heir for income tax pur- 
es. Your advisory group a that the statute should provide 
specifically that this credit for the estate tax should take into account 
this withdrawn portion of the distributive share in order to give 
assurance that equitable results will be obtained. However, the 
advisory group believes it should be clearly understood that the 
allowance of a credit for this portion of the distributive share does not 
mean that any increase for this amount is to be made in the gross 
estate for estate-tax purposes, since the portion of the predeath dis- 
tributive share which has been withdrawn already is reflected in other 
assets included in gross estate. 

Finally, because of the technical rules relating to the basis of 
partnership assets and the basis of a partnership interest under the 
present statute, there is a possibility that a deceased partner’s succes- 
sor would be denied a basis for partnership assets purchased just 
before the death by means of reinvesting the deceased partner’s 
—* share. Your advisory group attempts to correct this 

ardship. 

The chai which will be available, if your advisory group’s 
recommendations are adopted, for a decedent partner’s distributive 
share for the period up to his death and for the interest being trans- 
ferred at his death can be summarized as follows: 

(1) If the partnership taxable year does not end with the death of 
the partner, the full amount of the deceased partner’s distributive 
share for the period up to the date of his death is to be treated as 
income in respect of a decedent, and taxable to his successor. 

(2) The full amount of the distributive share for the period up to 
the date of death is to be taken into account in figuring the credit 
available to a deceased partner’s successor under section 691 (c) for 
estate taxes paid, whether or not such amount can be identified as 
part of the partnership interest, or as being among the assets of the 
estate. Such a rule prevents, in some cases, the sum of the estate 
tax and the income tax on the same item from exceeding 100 percent. 

(3) For the purposes of valuing a partnership interest in the gross 


estate of the decedent (including any amounts payable under sec. 736 
(a)), the estate tax value is not to exceed the net amount which the 
decedent’s successor could realize from the decedent’s partnership 
interest at the date of his death, or the optional valuation date, 
appropriately discounted not only for the delay in payment, but also 
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for any uncertainty in payment. In computing the deduction under 
section 691 (c) in respect of “accruable items” of amounts payable 
under section 736 (a), only the amount actually included in the grogs 
estate is to be used—unlike the computation of such deduction in re- 
spect of the distributive share up to the date of death. 

(4) The decedent’s successor is not, by reason of the transfer from 
the decedent, to be permitted a basis for the partnership’s “‘accruable 
items” described in section 736 (b) (2) (A), whether the partnership 
interest is liquidated, continued, or is sold. 

(5) Section 1014 (c), relating to the denial of basis for items of 
income in respect of a decedent, is to have no application to the 
deceased partner’s distributive share of income for the period preced- 
ing his death. This distributive share becomes taxable to the estate 
as income whether or not distributed to it, and, under a possible 
interpretation, present law may result in a hardship to the estate if 
the share has been reinvested in partnership assets prior to the de- 
cedent’s death. While it is the intention to make available to the 
estate or other successor a basis for partnership assets equal to the 
estate tax value of the decedent’s interest, the estate’s basis for the 
partnership interest will only be adjusted under section 705 for part- 
nership transactions following the death. Thus, the fact that the 
estate may have to pay an income tax on the decedent’s distributive 
share of partnership items up to his death will not affect its basis for 
the partnership interest. Such items affected the decedent’s basis 
for his interest only up to his death. 

(c) Subsection (a). Distributive share-—Subsection (a) in the 
proposed draft deals with a deceased partner’s distributive share of 
income of the partnership in the year of his death for the portion 
of the year before his death. It provides specifically that sucb income 
is eligible for section 691 treatment. This is a clarifying amendment 
only since this treatment already is available under section 691 (a) of 
present law and is specifically provided for in the regulations on 
section 753 (regulations 1.753-1 (b)). 

In addition, this subsection makes it clear that the credit for estate 
tax to be allowed against such income, when reported by the estate or 
heir for income tax purposes, is to be computed by taking into account 
the full distributive share of income attributable to the part of the 

ear before the decedent’s death, including any amounts which may 
tenes been withdrawn by the decedent before his death. This will be 
true whether or not the specific amount withdrawn by the decedent 
can be identified in his gross estate... However, the fact that this 
credit is allowed for the portion of a distributive share withdrawn 
before a decedent’s death should not lead te a specific inclusion in the 
ss estate for this withdrawn portion of the distributive share. 
his amount is reflected in other assets already included in the gross 
estate, either directly, as for example, a bank account which could be 
traced to the withdrawals, or indirectly by other assets which are in 
the gross estate only because the expenditure of the withdrawals from 
the partnership made it unnecessary for the decedent to expend these 
other assets. 

(d) Subsection (b). Accruable items.—Subsection (b) of section 
736 of present law refers to “unrealized receivables” which are treated 
as section 736 (a) payments. In your advisory group’s proposal, 
however, reference to these “unrealized deleted, 
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and instead provision has been made for certain accruable items of 
income to be included in section 736 (a). Subsection (b) of section 
753 as proposed by the advisory group relates to these accruable 
items. It provides that in all cases they are to be treated as income 
in respect of the decedent for purposes of section 691. As a result 
they will not receive a basis under section 1014 upon the decedent’s 
death, since subsection (c) of that section provides that items receiving 
section 691 treatment are not to have a basis. This will remove an 
unintended benefit in present law whereby, if section 736 (a) is. not 
applicable, it is possible to receive a basis for unrealized receivables at 

e time of the death of a partner, since such items are given section 
691 treatment only if they are includible in section 736 (a). They, of 
course, are not so included if there was no distribution to the estate or 
heir of a decedent partner because the heir replaces the decedent 

artner in the partnership or because the sale of the interest to the 

eir immediately before the partner’s death. There also is some 
question under present law as to whether section 736 applies in the 
case of lump-sum distributions. If it does not, unrealized receivables 
in these cases also are eligible for a new basis at the date of death of 
the decedent. 

(e) Subsection (c). Amounts coming under section 736 (a).—Subsec- 
tion (c) of the proposed draft provides that amounts includible under 
section 736 (a) constitute income in respect of a decedent. For the 
most part this represents a continuation of the existing section 753. 
However, in this subsection it is made clear that the only amount 
which is eligible for section 691 treatment, and includible in the gross 
estate for estate-tax purposes, is the fair market value of these section 
736 (a) amounts at the time of the decedent’s death (or at the time of 
the alternate valuation date provided under sec. 2032). This is 
intended to assure that such amounts are properly discounted so that 
only their present value at the valuation date, and not the ultimate 
amount received or expected to be received, is included in the gross 
estate and eligible for section 691 treatment. 

(f) Application of section 1014 (a).—Subsection (d) makes it clear 
that the athe of an interest in a partnership acquired from a deceased 
partner is to be determined in the manner provided in section 1014 (a) 
except to the extent the fair market value at death reflects accruable 
items or amounts payable under section 736 (a). In contrast, even 
though the decedent’s distributive share up to the date of his death 
will constitute income in respect of a decedent, section 1014 (c) will 
not apply to deny a basis for any portion of the fair market value of 
his interest at death which reflects the undrawn amount of such share. 
This distinction is necessary to make an adequate adjustment to the 
basis of partnership assets under section 743 (b) available to his 
estate or other successor. 

(g) Proposed statutory language.—The proposed statutory language 
for section 753 is as follows: 

SEC. 753. PARTNER'S SUCCESSOR RECEIVING INCOME IN RESPECT OF DECEDENT. 

(a) ParTNER’s DistripuTIVE SHARE.—Where the partnership taxable year 
with respect to a deceased partner has not closed on or before his death, the entire 
amount of his distributive share of items described in section 702 (a) attributable 
to the portion of the taxable year of the partnership before the date of his death 
shall be determined and considered income in respect of a decedent for purposes 


of section 691. For purposes of section 691 (c) (2) (B), the amount of such dis- 
tributive share shall be considered as an item described in section 691 (a) (1) 
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without reduction for withdrawals from the partnership made by the decedent 
before the date of his death. 

(b) AccruaBLE ITEMs.—Amounts includible in the gross income of a suc. 
cessor in interest of a deceased partner which are attributable to the decedent's 
interest in partnership income of the type described in section 736 (b) (2) (A) 
shall be considered income in respect of a decedent for purposes of section 69], 

(c) Amounts INCLUDIBLE IN Gross INcomB UNDER Section 736 (a).—Any 
amounts includible under section 736 (a) in the gross income of a successor in 
interest of a deceased partner, to the extent of any fair market value at the 
time of the decedent’s death (or if an election has been made under section 2032, 
any value at the alternate valuation date provided by such section) shall be 
considered income in respect of a decedent for purposes of section 691 to the 
extent not so considered under subsection (a) or (b). 

(d) APPLICATION OF SecTION 1014 (a).—The basis of an interest in a partner- 
ship acquired from a deceased partner shall, except to the extent that the value 
of such interest reflects amounts to which subsection (b) or (c) is applicable, 
be the basis provided by section 1014 (a) (relating in general to the basis of 
property acquired from a decedent) without taking into account subsection (¢) 
of that section. 


20. Section 754. Manner of allocating optional adjustments to basis of 
partnership property (new proposal) 


(a) Present law.—Section 754 of present law indicates the manner 
in which an election may be made to establish a special partnership 
basis for property in the case of a partner who acquired his interest by 
transfer. It also indicates the manner in which an election may be 
made for adjustments to partnership property as the result of a dis- 
tribution of property to a partner where the property takes a different 
basis in the hands of the distributee than it had in the hands of the 
partnership, or where gain is recognized to the distributee. Section 
754 at present provides that if a partnership elects to make the ad- 
justments with respect to a transferee partner it must also elect to 
make the adjustments with respect to distributions, and vice versa. 
Once such election is made it applies to all subsequent distributions 
and transfers, as well as to any other distribution or transfer made 
during the year with respect to which the election was made. The 
manner of making the election is to be determined in accordance with 
regulations prescribed by the Secretary or his delegate. This elec- 
tion may be revoked by the partnership subject to limitations provided 
by regulations. 

(b) General comments.—In connection with the proposed changes 


with respect to section 743 (b), it was recommended that the elections 


with respect to transferee partners as provided in section 743 (b), and | 


with respect to distributions as provided in section 734 (b) should be 
separate elections. It was suggested that the reasons partners would 


want to make elections with respect to these provisions might be | 


uite different. The separate elections with respect to section 7438 
(b) adjustments and section 734 (b) adjustments are provided for 
in this section. 

As indicated above, the manner of making an election with respect 
to section 734 (b) or 743 (b) adjustments in the past has been left 
to the regulations. The regulations have provided that this election 
(or elections under the proposal) must be made in a written statement 
filed with the partnership return for the first taxable year to which 


the election applies (or within 90 days after the promulgation of the 
regulations under sec. 754). Your advisory group believes that this 


is unnecessarily restrictive, and that the partnership should have | 
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an opportunity to act upon this question for a period of time after 
the filing of the partnership return such as is available, for example, 
to taxpayers in determining whether to claim a credit or deduction 
with respect to foreign income taxes. In that case, the choice may 
be made or changed at any time prior to the expiration of the period 
prescribed for making a claim for credit or refund of the tax against 
which the credit is allowable, which generally is within a period of 
3 years from the time the return was filed or 2 years from the time 
the tax was paid. The partnership return itself, however, involves 
no payment of tax and, as a result, in section 754 it is necessary to 
rovide a specific period of time. The proposal of the advisory group 
is that a partnership be allowed to file or change either of the elections 
under section 754 at any time before the end of a 3-year period 
beginning with date prescribed by Jaw for the filing of the partnership 
return. In determining this period, extensions of time for filing the 
return are not to further extend this period. 

(ce) Statutory changes proposed.—Provision for separate elections 
with respect to section 734 (b) adjustments and section 743 (b) 
adjustments is provided in the proposed revision of section 754 by 
setting forth in separate paragraphs the requirement for filing wit 
respect to these two sections. The provision for the 3-year period 
in which to file or change either of these elections is provided for in 
anew sentence. 

SEC. 754. MANNER OF ELECTING OPTIONAL ADJUSTMENTS TO BASIS OF PARTNER- 
SHIP PROPERTY. 

If a partnership— 

(1) files an election with respect to distributions of property, the basis of 
eae property shall be adjusted in the manner provided in section 
34 (b) with respect to all distributions, or 

(2) files an election with respect to transfers of partnership interests, the 
basis of partnership property shall be adjusted in the manner provided in 

section 743 (b) with respect to all such transfers, 
during the taxable year for which such election was filed and all subsequent 
taxable years. Either such election may be filed, or changed, at any time prior 
to the expiration of 3 years after the time prescribed by law for the filing of the 
partnership return for the taxable year, not including any extensions of such 
time. An election filed under either paragraph (1) or (2) otherwise may be 


revoked by the partnership, subject to such limitations as may be provided by 
regulations prescribed by the Secretary or his delegate. 


21. Section 755 (b). Special rules for allocation of basis (largely new 
proposal) 

(a) Present law—Section 755 of present law contains the allocation 
rules which must be followed by a partnership in allocating basis 
among various partnership properties where either a transfer ta oc- 
curred and an adjustment is required with respect to the transferee 
Portree in the manner provided in section 743 (b) or a distribution 

as been made by the partnership and an adjustment is required to 
the basis of partnership property in the manner provided in section 
734 (b). The general rule contained in subsection (a) provides that 
basis is to be allocated among the partnership properties in a manner 
which reduces the difference between their fair market value and their 
adjusted bases. However, partnerships are also permitted to allocate 
the basis to partnership properties in any other manner permitted by 
regulations. Subsection (b), however, imposes certain limitations on 
the allocation rules set forth in subsection (a). It requires the alloca- 
tion rules to be applied separately between capital assets and trade 
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or business properties on one hand and other property on the other 
hand. ‘Thus, property distributed or interests transferred which give 
rise to a basis adjustment which fell in one of these two categories 
must be allocated to partnership property falling in the same category, 
The special allocation rules also provide that the basis of any partner- 
ship property may not be reduced below zero. They further provide 
that in the case of a distribution where adjustments to basis of property 
is prevented by the absence of such property on the part of the 
panne or an insufficient adjusted basis the adjustments are to 

e held in abeyance and then applied to subsequently acquired 
property. 

(6) at comments.—Most of the changes proposed by your 
advisory group with respect to section 755 (b) are related to proposals 
it is making with respect to other basic provisions of the partnership 
subchapter. The proposal not to apply special allocation rules requir- 
ing separate allocation between capital and trade or business assets 
on one hand and other assets on the other hand in the case of transfers 
is a part of your advisory group’s recommendations which are con- 
cerned primarily with section 743. In connection with section 751, 
it is recommending that distributions not be made subject to the rules 
provided by that section. However, as a means of preventing the 
conversion of capital gains into ordinary income, in connection with 
that provision; the advisory group recommends that in the case of dis- 
tributions the partnership is not to be permitted to make any allocation 
of basis to section 751 assets. This recommendation, although a part 
of the section 751 proposal, is incorporated in section 755. Again 
in section 751 a new definition of “section 751 assets’ is developed 
which makes it possible to revise the two classifications in section 755 
requiring separate allocation so they will exactly correspond with 
section.751 rather than referring to capital assets and trade or business 
assets on one hand and other assets on the other hand. 

Apart from the recommendations which are interrelated with other 
proposals, your advisory group is also making certain suggestions 
which relate only to section 755. First, it believes that the rule set 
forth in the regulations to the effect that no basis may be allocated to 
assets whose adjusted basis is equal to or exceeds their fair market 
value is a desirable rule and should be incorporated in the statute. 

(c) Paragraph (1). No basis is to be allocated to section 751 assets in 
the case of distributions—In connection with the advisory group’s 
proposal with respect to section 751, it was recommended that where 
a distributee partner in effect ‘“‘sold’’ his interest in section 751 assets 
of the partnership, by relinquishing his interest in such assets there 
should be no adjustment to the basis of section 751 assets of the 
partnership. The group believed that in view of the fact that dis- 
tributions will no longer be subject to the ordinary income rules pro- 
vided in section 751 the denial of the right to allocate basis in such a 
case to section 751 assets of the partnership is necessary to prevent 
the conversion of ordinary income into capital gain income. This is 
indicated by the fact that the partner who in effect is “‘selling’’ his 
share of the section 751 assets to the remaining partners receives 
capital gains treatment (or will upon subsequent sale of a distributed 
asset) and if the gain, or potential gain, were to be allocated to the 
section 751 assets which are “sold” to the partnership no gain would 
be realized upon the subsequent sale of these assets by the partner- 
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ship. Thus, if such a basis adjustment were allowed, there would be 
a conversion of income from the ordinary income category to the capi- 
tal gain category. Therefore, your advisory group is proposing that 
in the case of distributions no basis adjustments be made to section 
751 assets. This basis which under the proposal is not available for 
allocation to the section 751 assets will be available, however, for 
allocation to other assets. 

It should also be noted that there will no longer be a classification 
of assets into two categories in the case of special basis adjustments 
for transferee partners where the adjustments provided by section 
743 (b) are applicable. This is a part of your advisory group’s recom- 
mendations with respect to section 743 (b). In that connection it 
pointed out that there is no avoidance problem in this area in the 
case of transfers. 

Paragraph (2). Basis adjustments to be ignored —Paragraph 
(2) of the proposed subsection (6) continues the rule of existing law to 
the effect that the basis of partnership properties may not be de- 
creased below zero. However, it adds a limitation presently appear- 
ing in the regulations to the effect that the basis of partnership prop- 
erties may not be increased to more than their tair market value as a 
result of any allocation of basis. (See regulations 1.755-1 (a) (1) 
(ii).) In addition, there has been omitted the reference to holding in 
abeyance of any adjustment to basis which cannot otherwise be made. 
Thus, if as a result of the application of any of the special allocation 
rule provided in subsection (b) with respect to distributions, no basis 
adjustment may be made to existing partnership assets, this adjust- 
ment will not be available, under the proposed statutory language, to 
be applied to any subsequently acquired partnership property coming 
in the appropriate category. Your advisory group believes that this 
subsequent adjustment was little used in actual application and thus 
represented an unnecessary complication of the statute. 

(e) Recommendation in first report.—In its first report your advisory 
group pointed out that a problem arose in connection with the two- 
category allocation rules of present law in the case of distributions. 
It pointed out that the regulations, based upon the fact that the word 
“attributable” in section 755 (b) of present law does not relate to 
“distributions,”’ have held that basis adjustments must be made to 
the same class of property as that distributed. The right rule is 
believed to be that the adjustment should be made to the same class of 
property as that to which the adjustments are attributable.” 

Your advisory group still believes that its prior recommendation 
was correct, based on the two-category classification. However, since 
in its more recent recommendations it is proposing that no basis 
adjustments be allowed for section 751 assets, its earlier proposal no 
longer has any application. 

(f) Proposed statutory language.—The statutory language proposed 
by the advisory group for section 755 (b) is as follows: 

SEC. 755. RULES FOR ALLOCATION OF BASIS. 

(a) GENERAL RuLE.—* * *. 

(b) RuLes ror DistRIBUTIONS.— 

(1) NO ALLOCATION OF BASIS TO SECTION 751 ASSETS.—In applying the 
allocation rules provided in subsection (a), inereases or decreases in the 
adjusted basis of partnership property arising from a distribution attribut- 
able to property consisting of section 751 assets (other than property de- 
scribed in section 751 (c) (2)) shall be made to partnership property other 
than such 751 assets. 
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(2) CERTAIN ADJUSTMENTS TO BASIS NOT TO BE MADE.—In applying the 
special allocation rules in paragraph (1), no account is to be taken of any 
decrease or increase otherwise required to the adjusted basis of partnershi 
property to the extent such adjustment would decrease the adjusted basis 
of partnership properties below zero or increase the adjusted basis of such 
properties above their fair market values. 


22. Section 761 (a). Exclusion of certain organizations from partner. 
ship provisions (from first report) 

Section 761 (a) of present law creates two special categories of 
organizations which are permitted to be excluded from the application 
of all or part of subchapter K if all of the members so elect and if the 
income of such members can be adequately determined without the 
computation of partnership taxable income. The requirement that 
the organizations can be excluded from subchapter K only if the 
election is made by all the members creates serious practical difficul- 
ties. The election also may affect the substantive rights of the parties 
as between themselves and therefore may pose serious substantive 
legal probelms as well. 

Your advisory group has concluded that these problems may best 
be avoided by excluding all such organizations from the statutory 
definition of partnerships in the first instance. This conclusion 
is not inconsistent with the basic concept of partnerships, since the 
absence of a joint profit motive or the failure to conduct an active 
business would seem in the first instance to make such organizations 
more closely akin to cotenancies or coownerships than to partnerships, 
This proposed exclusion from subchapter K has not been made condi- 
tional upon the income of all members being determinable without 
the necessity for calculating partnership taxable income, since 
the close resemblance of these organizations to cotenancies or co- 
ownerships should make such a condition unnecessary for the pro- 
tection of the revenue. 

The privilege granted such organizations to be treated as partner- 
ships under existing law has been preserved by allowing any such 
organization (as distinguished from the members) desiring to be so 
treated, for the purpose of all or a part of subchapter K, to so elect. 
If the organization elects to be treated as a partnership for all purposes 
of subchapter K, the Secretary or his delegate is authorized to prescribe 
the time and manner of election. If, however, the organization 
elects to be excluded from only a part of the subchapter, the Secretary 
A his delegate is also se dt to prescribe the extent of such ex- 
clusion. 

In order to afford adequate protection for the revenue in the case 
of organizations which do not elect to be treated as partnerships for 
all or some part of subchapter K, the Secretary or his delegate is 
empowered to require, by regulations, the filing of such information 
with respect to the nature of the organization’s operations and the 
identity of its members as he shall deem necessary. It is contem- 
plated that the Secretary will require only such minimum reporting 
as will actually be of use in administering this provision and that 
regularly recurring annual information returns in respect of such 
organizations will c. unnecessary for this purpose. 
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To accomplish the foregoing recommendations it is suggested that 
section 761 (a) be amended to read substantially as follows: 


PARTNERSHIP .— 

1) DEFINITION OF PARTNERSHIP.—For purposes of this subtitle, the term 
“partnership”’ includes a syndicate, group, pool, joint venture, or other unin- 
corporated organization through or by means of which any business, financial 
operation, or venture is carried on, and which is not, within the meaning of this 
title, a corporation or a trust or estate. 

(2) ORGANIZATIONS EXCLUDED.—An unincorporated organization described in 
paragraph (3) shall be excluded from the application of all of this subchapter 
unless it elects in the manner and at the time provided in regulations prescribed 
by the Secretary or his delegate, either 

) to be treated as a partnership, or 
(B) to be excluded from the application of part of this subchapter to the 
extent provided by such regulations. 

(3) DEFINITION OF EXCLUDED ORGANIZATIONS.—For purposes of paragraph (2) 
an unincorporated organization shall be such an organization availed of— 

(A) for investment purposes only and not for the active conduct of a 
business, or 

(B) for the joint production, extraction, or use of property, but not for 
the purpose of selling services or property produced or extracted. 

(4) INFORMATION REQUIRED.—If an organization described in paragraph (3) 
is excluded from the ——— of all of this subchapter, it shall file such infor- 
mation with respect to the nature of its operations and the identity of its members 


as shall be required by regulations to be prescribed by the Secretary or his delegate. 
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The Cuamman. Are there any further questions? 

1f there are no further questions, then, the committee will adjourn 
until 10 o’clock in the morning. 

(Whereupon, at 4:45 p.m., the committee adjourned to reconvene 
February 25, 1959.) 


at 10 a.m. 
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ADVISORY GROUP RECOMMENDATIONS ON SUBCHAP- 
TERS €, J, AND K OF THE INTERNAL REVENUE CODE 


WEDNESDAY, FEBRUARY 25, 1959 


House or REPRESENTATIVES, 
ComMITTEE ON Ways AND Means, 
Washington, D.C. 

The committee met at 10 a.m., pursuant to recess, in the committee 
come! New House Office Building, Hon. Wilbur D. Mills (chairman) 

residing. 

, The Cuatrman. The committee will please come to order. 

This 7 we have the advisory group recommendations with 
respect to subchapter J. We are very pleased that we not only have 
the chairman of the group, but some of the other members with us 
this morning to participate in this presentation and discussion. 

The chairman of the group is Mr. A. James Casner, professor of 
law at Harvard, who is also engaged in the practice of law in 
Massachusetts. 

Professor Casner, I know that you want others on the advisory 
group to participate in this presentation and if you will at this time 
present the others to the committee for the record, then we will recog- 
nize you and you may proceed. 


STATEMENT OF A. JAMES CASNER, CHAIRMAN; ACCOMPANIED BY 
GEORGE CRAVEN, JAMES P. JOHNSON, LAURENS WILLIAMS, AND 
WESTON VERNON, JR., MEMBERS, ADVISORY GROUP ON SUB- 
CHAPTER J 


Mr. Casner. On my left is Mr. Laurens Williams, who practices 
law here in Washington, D.C. 
Next to him is Mr. Weston Vernon, who practices law in New York 


City. 
On my extreme right is Mr. James Johnson, who practices law in 
Chicago, Ill. 
Next to me on my right is Mr. George Craven, who practices law 
in Philadelphia, Pa. 
Each of these gentlemen specializes in the field that we have under 
discussion here today. They have been working in this field for many 
ears. 
: The CratrMaAn. You are recognized, Professor Casner. Before 
you proceed, may I suggest that we conduct the proceeding this morn- 
ing on the basis of a discussion of the first recommendation of the 
group, after which the committee will ask questions with respect to 
that specific recommendation. Then we will proceed to the next 
recommendation, if that is agreeable with you. 
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Mr. Casner. Thank you very much, sir. 

If you will permit, 1 will take up first the recommendation of the 
advisory group which relates to an addition to section 641. This pro- 
posal is to put into the statute provisions applicable to multiple trusts. 

It might be helpful if I gave you a little background with respect 
to this problem and then proceed to what it is we propose to do in 
order to eliminate what we regard as an undesirable situation that 
exists today. 

Suppose, for example, that A sets up a trust under which he directs 
the trustee to pay the income to his wife, W, or accumulate the same, 
and then he sets up five other trusts that have the same provisions, 
It may be that under present law such arrangements create five 
separate tax entities, so that if the income is left in each trust to be 
taxed to such trust, the total tax will be much lower than if one trust 
had been established on such terms. 

We think that kind of tax avoidance should not be permitted and 
that something should be in the law that will prevent splitting the 
taxation of income in such manner. 

Another example that has come to our attention is where a man 
has some property, the basis of which is quite low, and he wants to 
dispose of it and reinvest the proceeds. If he sells it, of course a 
considerable amount of the proceeds will be siphoned off in the 
payment of the gains tax. He wants this property eventually to go 
to his son anyway, so he sets up 10 different trusts and puts one-tenth 
of the property in each trust. Each trust gives the income to the 
son for life, with the remainder over on the son’s death to the issue 
of the son. 

The trustee of the 10 trusts sells the property in each trust and 
contends that there are 10 different tax entities to which the capital 
gains must be allocated, and if that is true, of course, the total tax 
on the gain realized from the sale will be substantially lower than 
if the property had been sold by one trust or by the settler himself. 

In the first case that I mentioned, we are dealing with the taxation 
of ordinary income; in the second case with the taxation of a capital 
gain. In the statute which we have proposed, we have tried to take 
care of both of these situations by making the statute applicable to 
income that is currently accumulated and to taxable income allocated 
to corpus, the capital gain being the illustration of the taxable gain 
that is allocated to corpus, the first case being the case of income 
currently accumulated. 

We drafted our statute to get at both situations. Now, if we can 
turn to the statute for a minute, I might say first that there are several 
ways you might deal with multiple trusts. 

One, you might adopt a very broad gage statute which simply, in 
effect, said the Secretary or his delegate could by appropriate regula- 
tions force the taxing of multiple trusts as one, if that was necessar 
to reflect the true income situation. There is a statute in the code 
now somewhat similar to that. section 482, which deals with multiple 
corporations, and it provides that they may be taxed as one unit when 
the Secretary determines that is necessary to reflect the true income 
situation. 

We, on the advisory group, felt that that kind of a statute should 
not be adopted here, that the statute should give more guidance to 
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the tax result than one that made such a broad delegation to the 


Secretary. 


Another approach that might be adopted to deal with this problem 
is what I call the wait and see approach, where you let — set up 
as many different trusts as they desire, and you wait and see to whom 
the income is paid, that is, the accumulated income, and if it turns 
out later that the accumulated income of several trusts reaches the 
same person, then at that time you tax it in a manner that will deter 
or undertake to deter the establishment of these trusts. We did not 
adopt that approach. It is certainly a conceivable approach to this 

roblem. 
4 In the consideration that we gave to it, we did not think it was as 
advisable as the one that we have proposed. The one we have pro- 
is one that determines the taxation of multiple trusts from year 
to year. We lay down several different tests that I should like to 
examine with you. 

First, as I mentioned, our proposal applies both to currently accumu- 
lated income and to taxable income intel to corpus. Either one 
of the types of cases that I originally suggested may be brought within 
the orbit of the statute. We lay down the test that if the primary 
beneficiaries of the currently accumulated income or the taxable income 
allocated to corpus are the same, or substantially the same, the several 
trusts may be taxed as one. 

Now, what do we mean by primary beneficiaries? This is a term 
that we have not attempted to define with complete precision. What 
we do say in the statute, however, is that if the people who are first 
entitled to the accumulated income, if there is an order of succession 
established with respect to this accumulated income, are the same in 
two or more trusts, then you have a situation where the primary 
beneficiaries of accumulated income are the same. They may be sub- 
stantially the same even though there is some slight variation. 

For example, if a trust should be set up where the income may be 
paid to my two brothers and my sister or accumulated and that the 
accumulated income may later be paid out to them, and then another 
trust is set up where the income may be paid to my two brothers and 
my sister, or accumulated and the accumulated income may later be 
paid out to them, there is a slight variation in the beneficiaries of 
these two trusts, but in our report we suggest that in such case it may 
be determined that they are substantially the same. 

We purposely left the statute somewhat uncertain on the fringes, 


. because if you draw too hard and fast a line, all people will do is move 


their multiple trusts over to the other side of the line. You have 
to leave, we thought, some area of danger, risk, where the line cannot 
be drawn precisely so that people will realize that if they move into 
this area they are moving into an area of considerable risk. What 
we are trying to do by this legislation is to deter the establishment 
of these trusts where the obvious motive that is back of them is the 
establishment of multiple tax entities in order to reduce the overall 
tax on the accumulated income or the taxable income that is allocated 
to corpus. 

_ We also have divided this statute into multiple trusts created dur- 
ing the lifetime of a grantor and those created by his will. In other 
words, we thought that the considerations that move in the direction 
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of establishing trusts during the lifetime of a person are quite dif. 
ferent than the considerations that move him in establishing trusts 
under his will, and therefore we have treated inter vivos trusts as one 
package and testamentary trusts as another. 

That, however, made it necessary to define what we mean by testa- 
mentary trusts because, as you know, it is quite common now in wills 
to pour over the roperty in a will into'an inter vivos trust, and we 
in our definition eats said if you pour over from a will to an inter 
vivos trust, then from and after death the inter vivos trust is brought 
into the orbit of the testamentary scheme of disposition and there- 
fore it should be classified as a testamentary trust for purposes of 
applying the multiple trust rule rather than continue thereafter in the 
category of an inter vivos trust. 

Then we thought that there were some exceptions that ought to be 
made to the statute as we drafted it and we made two exceptions ap- 
plicable to inter vivos trusts, 

We said first, if the combined accumulated income of the multiple 
inter vivos trusts that may go to the same beneficiaries does not ex- 
ceed $2,000, then the statute wouldn’t apply; in other words, that 
you reach a point where the revenue is de minimis so that it is not 
worthwhile to subject the trusts to the complexity of the multiple trust 
statute. 

The second exception that we made is one that says if not more than 
three trusts are established with the same primary beneficiaries and 
they are established at intervals of at least 5 years, then they are 
not subjected to the multiple trust statute. 

The reason for this exception is that they are then so far apart 
that the opportunity for tax avoidance through multiple trusts is re- 
duced to a rather minor degree and, if you do not make some such ex- 
ception, you tend to make it undesirable to create a new trust 5 years 
later when it may be that with respect to the old trust, in the light 
of other changes in law, it would be undesirable to add more prop- 
erty to it. It gives an opportunity to start afresh at 5-year intervals 
and not force a new transfer into an old one which may be outworn 
and outdated. 

_ When you come to wills, of course, the exception as to trusts estab- 
lished at 5-year intervals is not necessary because the same person 
doesn’t die more than once, but the $2,000 exemption is applicable 
to testamentary trusts, 

The complexity of this statute comes from requiring multiple trus- 
tees to work out a tax return that will cause the income that is ac- 
cumulated by the trusts to be taxed as though it was accumulated by 
one trust rather than three or four or whatever the number may be. 
The statute is complex. 

To try and bring about that result is an inherently complex situa- 
tion. However, if anybody goes into this area and gets caught, we do 
not feel that he is entitled to too much sympathy on the ground of com- 
pene. of the situation into which he has put himself of his own ac- 
cord. 

One of the problems, however, that of course worries trustees, par- 
ticularly professional trustees, is the possible personal liability on 
them for the tax that will be imposed as a result of requiring them 
to figure the tax as though there was one trust rather shart three or 
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four. It would be possible of course for a professional fiduciary not to 
be aware of the fact that there were other trusts that should have been 
joined for purposes of determining the tax. So we have written into 
the statute a protection to fiduciaries so that they will not be person- 
ally liable if they did not know that there were other trusts that should 
have been joined with theirs for purposes of calculating the tax, and 
we think this will protect them against unexpected and unforeseen 
liability. 

The final point that I should like to make in this preliminary dis- 
cussion before we throw the matter open to general discussion relates 
to the effective date of any statute that may be adopted in this area. 

We have said in the effective date provision that the statute will ap- 
ply to any trust created after December 31, 1956, but of course only for 
taxable years beginning after the date the statute is enacted. The 
choice of December 31, 1956, as the date when multiple trusts may be 
brought under this statute is based on the fact that there was an an- 
nouncement in November of 1956 by, and I am not sure whether it was 
this committee or the Subcommittee on Internal Revenue Taxation or 
the Treasury Department, but there was an announcement that multi- 
ple-trust legislation would be submitted to Congress, and we think 
people were then warned sufficiently of the fact that if they move into 
this area, they move into it with the risk that there may be legislation 
which in due course will be passed that will govern the trust which 
they set up. 

We have gone beyond the suggested effective date in one respect. We 
have provided that as to certain trusts created prior to December 31, 
1956, this statute will be applicable as to future years, and that is where 
you have what is really a flagrant situation, where more than five 
trusts were created all within 1 year with the same trustee or trustees 
and the same beneficiary, where even under present law people ought 
to have realized they were treading on extremely thin ice. We thought 
that such flagrant cases should be brought in and made subject to this 
statute at least as to years coming after the date it is enacted. 

Now, Mr. Chairman, I will be glad to answer any questions that 
you or any members of the committee have and if I cant answer 
them, I will call on one of my colleagues here to give me help when- 
ever I need it. 

The Mr. Keogh. 

Mr. Kroon, I just wanted to get a definition of the term “profes- 
sional trustee” that you used. What you mean by a professional 
trustee 4 

Mr. C'asner. A typical example, of course, is a corporation, a cor- 
porate fiduciary, which is in the business of serving as trustee and 
executor. 

We do have in Massachusetts a situation that is somewhat unique— 
individuals that are in the business of serving as trustees and so ad- 
vertise themselves and so the term is broader than the corporate 
trustee, but for all practical purposes in most jurisdictions we are 
talking about corporate trustees. 

Mr. Krocu. And does your indemnity against personal liability 
run to all trustees, whether professional, or semiprofessional, or 
amateur ¢ 

Mr. Casner. That is right. It doesn’t make any difference; it 
covers all of them. 
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The Cuarrman. Professor Casner, is it the opinion of the advisory 
group that some form of legislation is necessary now to prevent 
existing or potentially serious future tax avoidance by the use of 
multiple trusts? 

Mr. Casner. I would say that it is very definitely our opinion 
that this is an area in which, if Congress does not act, the abuse is 
going to grow, and grow substantially. 

The Cuarrman. You will recall that this is one of the areas that 
was called to the attention of the Subcommittee on Internal Revenue 
Taxation in 1956 by the Secretary of the Treasury, and this particu- 
lar area was referred at that time to the advisory group and was not 
included in the bill that passed the Congress last year. You reach the 
same conclusion that the Treasury reached earlier / 

Mr. Casner. That has been our conclusion all along and I think 
that anyone that works extensively in this field knows the pressures 
that are being brought to bear to move in this direction in connection 
with arranging trusts, and the thing that is holding it back, I am sure, 
is the likelihood that legislation will be enacted in the area, and once 
it becomes clear, if it does become clear, that legislation is not going 
to be enacted in this area, I think the floodgates might open sub- 
stantially. 

The CHatrMan. You may recall that during the hearings in Novem- 
ber of 1956 before the subcommittee on this matter, Mr. Harrison 
Tweed suggested a section 482 approach; that is, giving the Commis- 
sioner discretion to combine the income and deductions of multiple 
trusts where he believed it necessary to properly reflect income. 

Did your group give consideration to that suggestion as a possible 
solution in this area? 

Mr. Casner. We gave consideration to it. We discarded it rather 
early in our deliberations because I think there was a feeling on the 
part of the group that the statute ought to give more guidance in this 
area than the 482 approach does, that the 482 approach gives too 
much authority to the Secretary without adequate guidance from 
Congress. Many arrangements that involve multiple trusts are per- 
fectly legitimate family arrangements, and if the matter is left in 
such broad terms as 482, the regulations might go too far, and thus 
we thought the Congress ought to place some limits. 

Even under our statute quite a bit is delegated to the Secretary but 
at least we have put in the statute enough to keep the Secretary from 
getting out of bounds in connection with trusts in this particular area. 

The CHairman. The advisory group feels, as I have felt, I assume, 
that it is better to write standards in the law, if possible, than to leave 
the matter solely to the discretion of the executive department / 

Mr. Casner. I think we all feel rather strongly that way; yes, sir. 

The Cuamman. The advisory group proposal has been criticized 
in some quarters, as you know, on the ground that the standards pre- 
scribed for determining who the primary beneficiaries are and when 
they are substantially the same are too indefinite and uncertain. You 
have covered that in part. Will not the failure to provide more pre- 
cise standards result in considerable litigation oa difficulty on the 


part of the Treasury in administering such a provision / 
Mr. Casner. I think it is possible that it will, although I think that 
once this statute is enacted, you are going to find that people working 
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in this area will stay on what is clearly the safe side, that they won't 
move into this danger zone where litigation might be essential to get 
a precise result. 

I think under this statute you can stay on the safe side. I think 
you can say this is clearly on the safe side. If you move in here you 
are in the area where we are not certain what the result will be and 
where there necessarily will be litigation, and it will take some time 
to work it out under case law as is frequently the case where you have 
these areas of uncertainty. 

In our opinion, however, that is a desirable feature of the statute; 
in other words, this is an area where you want to deter people, and if 
you draw the line too sharply in the statute, then all you do, as I said 
earlier, is to move people over to the other side of the line, and I think 
this statute is one, as it is drafted, that will enable them to know how 
to stay on the safe side of the line and that is where they ought to 
stay in regard to multiple trusts. 

I know people would like more precision and we tried to give more 
recision in the statute as to the meaning of primary beneficiaries. 
Ve did put in the statute a definition of that term which I think has 

helped to quell somewhat the criticism of that term, but you start 
trying to define “substantially the same” and it is impossible to 
foresee all of the cases and all the combinations of situations that 
might come up. 

The CHarrman. You would suggest, therefore, that we not try to be 
more precise in our legislative proposal than your recommendation ? 

Mr. Casner. That is our conclusion; yes, sir. 

The Cuatrman. As I understand, your proposal applies where the 
primary beneficiaries of currently accumulated income and the income 
allocated to corpus are substantially the same ? 

Mr. Casner. You have described two things there, if I may inter- 


rupt. 

The trusts may be such that the potential beneficiaries of currently 
accumulated income are the same, but the potential income benefi- 
ciaries of taxable income allocated to corpus are not the same. In that 
situation you would only combine them for purposes of taxing the 
currently accumulated income. 

The CHarrmMan. Would not the complexities of applying the rule be 
considerably reduced if the provision were not applied to income allo- 
cated to corpus 

Mr. Casner. I think there is no doubt that that would be a step in 
the direction of simplification, a considerable step in the direction of 
simplification. 

The Cuarrman. Would your proposal be seriously weakened if it 
were thus limited to currently accumulated income ¢ 

Mr. Casner. I think it would be as to inter vivos trusts. I do not 
think it would be seriously weakened as to testamentary trusts. 

In other words, it is the inter vivos trusts that have come to our 
attention, particularly where multiple inter vivos trusts have been set 
up to sell off property that has a low basis. 

The Cuarrman. I do not know that I fully understand the reason- 
ing of the group in not combining all multiple trusts when the bene- 
ficiaries are the same, whether they are inter vivos or testamentary. 
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Mr. Casner. Well, this is one of those decisions that may not be easy 
to justify. I think our feeling was that people go at this problem of 
arranging family affairs during lifetime as one package. 

What do you do during one’s lifetime to get rid of property ¢ 

How do you set it up for the benefit of the family / 

And only a certain amount of the wealth, of course, can be diverted 
that way, because people themselves have to retain control over enough 
to take care of themselves, and the considerations that move one into 
inter vivos arrangements are quite different than the considerations 
that will control testamentary arrangements. I think we thought it 
undesirable to have a person frozen in when it came time to work out 
a satisfactory testamentary situation by what may have been done 
under inter vivos arrangements, which might be motivated by quite 
different long-range considerations. Therefore we drew the line be- 
tween inter vivos and testamentary disposition. The real abuse in this 
area, of course, is in the inter vivos area at present. It could be spread 
and become an abuse in the testamentary area. 

The Cuatrman. That is the reason you did not finally exclude testa- 
mentary trusts from this proposal then ? 

Mr. Casner. That is right. We thought that it ought to be in- 
cluded, even though it is not at present an area where there has been 
any serious abuse. 

The CuatrMan. Some of the examples in your report indicate a 
reluctance to apply the provision to marital deduction trusts. Does 
= — group believe that such trusts should be excepted from 
the rule! 

Mr. Casner. We considered that, but we have not excluded them 
from the rule. It would certainly be a further simplification, particu- 
larly in connection with testamentary trusts, to exclude the marital 
deduction arrangement. 

However, I should like to point out that a marital deduction trust 
can itself become a method of abuse because you can have marital 
deduction trusts where the income can be accumulated, and if you have 
such a marital deduction trust where the income is accumulated and 
you allow a person to set up 10 different marital deduction trusts for 
the wife, you get the same difficulty that we are trying to avoid here. 

The CHatrman. There is another point that disturbs me. If we 
provide for several exceptions to the general rule in legislation, would 
that not make it more difficult for the courts to apply the law? 

Mr. Casner. I think that is always a difficulty. 

As you start making exceptions to any rule, you begin to undermine 
the real force of the basic rule itself and it may have a carryover effect 
that will be disadvantageous. 

Furthermore, I think to the extent that you make exceptions in a 
statute of this sort you really almost put your stamp of approval on 
people operating within the exception, and if the exception is as broad 
as an exception would be if you excepted marital deduction trusts 
entirely, then I am sure all of us would begin setting up marital 
deduction trusts, multiple ones, in order to get the tax benefits of 
multiple-trust arrangements, because indirectly you put a stamp of 
on that. 

he CHatrmMan. As you pointed out earlier, that may become a 
problem area later on. 
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Mr. Casner. That is right. It isn’t now, but it could become one. 

The CHairmMan. Under your recommendation there is an exception 

rovided for three inter vivos trusts if they are created at 5-year 
intervals, as I understand it. If there is no major social eee 
for permitting individuals to avoid taxes by the use of multiple trusts 
for the benefit of the same beneficiaries, what is the basis then for 
this exception ? 

Mr. Casner. Let me giveanexample. I think I can explain it better 
that way. 

——e that I set up a trust today under which the income is to 
be paid to my son, or accumulated and that income that is accumu- 
lated may later be paid out to him in the discretion of the trustee. 
Then some years lapse and I have some more money that I can put 
into a trust for the benefit of my son and his family. If you > at 
we can’t after at least 5 years set up another trust which will be re- 
garded as a separate one for tax purposes, then I am really forced 
to put the property into that old trust because of the complexity that 
I throw the trustees into in handling the tax situation if I use two 
trusts. 

In order to avoid throwing the trustees into that complexity, I 
have to add to that earlier trust. That may or may not be, in the 
light of what is developed in the field of trust law, a desirable thing 
todo. There may have been developments in the trust law so that 
I can now draft a much more sensible trust from the standpoint of 
investment powers and things of that sort, and to force me in effect 
to throw the property into that old trust to avoid the complexity 
of this statute seems to me to be an undesirable result, in view of the 
fact that the amount of tax avoidance that can be produced by three 
trusts created at 5-year intervals isn’t going to affect the revenue 
seriously. That, I think, is the reason back of our making this par- 
ticular exception. 

The Cuarrman. Is it not true that under this exception a husband 
and wife could create six inter vivos trusts? 

Mr. Casner. If the wife had money of her own. 

The Cuarrman. That is right. 

Mr. Casner. She would have to have money of her own except in 
a community-property State where they could do it because of the 


theory that one-half of the property is owned by the wife. We haven't, 


in other words, adopted an attribution rule in the field of multiple 
trusts. You could extend this statute so that it will apply when- 
ever the grantor sets up these trusts, and the grantor will be deemed 
to have set it up if it is set up by the grantor’s wife or his son, and 
so forth. 

You might work in such an attribution rule. We thought that the 
additional complexity that that would introduce was not justified. 
The possible need for an attribution rule should be kept in mind. It 
might be the basis of some subsequent corrective legislation. 

he Cuarrman. I am disturbed by the whole fundamental thought 
at the moment. I always like to have a basic premise for taking any 
action in the field of taxation and it seems to me in this area, if we 
allow these exceptions to the basic rule, that we tend to undermine at 
least the basic premise that I have in mind for adopting the multiple- 
trust rule to begin with. 
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Do we do any great harm if we have no exceptions to this rule? 

Mr. Casner. I should think the $2,000 exception, the de minimis 
one might be—— 

The Cuatrman. The de minimis rule I am not including. 

Mr. Casner. I don’t think you do any fundamental harm to the 
rule because even in the case that I gave you, which is the case that 
we are concerned about, I can still set up my new trust, even though 
it is going to be taxed along with the others, and get the benefit of 
the changes in the trust law. 

All I have done is to throw my trustee into the complexity of a 
multiple-trust statute in working out the taxes and that is not any- 
thing that is insurmountable. 

The Cuarrman. Up to this point we have discussed the rules that 
would apply in determining when the income of multiple trusts will 
be consolidated for tax purposes. Your proposal leaves to regula- 
tions the determination of the manner in which the income is to be 
aggregated and the method of computing the tax and allocating it to 
the different trusts, does it not ? 

Mr. Casner. That is correct. 

The CuHarrman. Does this put too great a responsibility on the 
Secretary ? 

Mr. Casner. Well, I don’t think so. 

We have had, as you know, the benefit of the thoughts of persons 
from the Treasury oleic and from the staff when we were dis- 
cussing this. They are in no way estopped by having been there from 
saying their own eee in this regard. 

owever, we did talk to people who have been preparing returns 
and forms, and no one felt that we had created a monster that was 
insoluble in this regard. 

The CHatrman. ‘There are so many complex problems that will 
arise that I thought perhaps it might be better for the statute itself 
to give some guidance rather than leave it entirely to the Secretary 
through regulations. 

Mr. Casner. We do give some guidance in the statute in regard to 
certain matters that may come up in connection with the consolida- 
tion. We do not have in mind that there will be a consolidated return, 
We have in mind that each trustee will file his own return, but he will 
simply have to calculate the tax that will be payable on his return as 
though this was a part of one return. 

You may have excess deductions in one of these multiple trusts. 
The statute provides that the excess cannot be taken over and applied 
in another trust. 

We felt, however, that if you tried to work out all of the details 
that are involved in connection with the filing of a return—the tax 
will be as though there was just one trust—that your statute would 
become so much more complex that it would be very difficult to get 
people to get behind it at all, but I think that the Treasury Depart- 
ment can work this out. We have talked with them, and I think it 
isn’t too difficult. 

The Cuarrman. Let me get your guidance here. Suppose, for ex- 
ample, that there are three trusts under which the primary bene- 
ficiaries of currently accumulated income, say, of trust 1 and trust 2 
are the same, and the primary beneficiaries of income allocated to 
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corpus to trusts 2 and 3 are the same. What portions of the income 
are intended by your proposal to be consolidated ? 

Mr. Casner. You would consolidate the currently accumulated in- 
come of trusts 1 and 2 and then you would have to calculate the tax 
on that income at such rate as it would be taxed if there was just 
one trust with respect to currently accumulated income. Then you 
would take and tax the taxable income allocated to corpus on trusts 
2and 3 and each trust would pay a tax on that as though that income 
was all in one trust. 

There would have to be apportionment between these three trusts 
as to ~ one’s share of the tax load when the calculation is made on 
that basis. 

The Cuairman. Did you give consideration to the question of 
whether there is a constitutional point involved in requiring the 
trustee of one trust to give information as to that trust to the trustee 
of another trust ? 

Do we have any constitutional problem in this proposal ¢ 

Mr. Casner. We didn’t give detailed consideration to that matter. 
I think it was pretty generally assumed that that would not get into 
any constitutional difliculty. There was no serious contention made 
by anyone that there was any constitutional issue here. 

The Cuairman. Let me ask you if this is not involved and whether 
we can do this or not: Could a trustee of one trust be required to 
pay a tax on income in fact received by another trust, where the bene- 


- ficlaries are the same, without the trustee being subjected to personal 


liability 

Mr. sae, If I get your question, I see no difficulty from any 
constitutional standpoint in proneee that the tax rate that will be 
imposed on the income of trust 1 will be figured on the basis of the 
income that trust 1 and trust 2 together have when such is essential 
in order to prevent complete avoidance of the graduated system of 
income taxation. 

Now, as to the question of the liability that is put on the trustee, 
we of course excuse him from personal liability if he didn’t know of it. 
If he knew of it, he would be personally liable if he distributed the 
trust property without paying the tax that was due, but he could 
always protect himself by paying the tax before he made the 
distribution. 

The Cuairman. I seem to recall that there was a case at one time 


_ on this very point. 


Mr. Casner. The case that you are thinking about I think is in 
connection with determining a ne: Bo or not a State could set its tax 
rate on the basis of property that the individual had in another State; 
in other words, the State undertook to take into consideration the 
value of the property that a decedent had in another State, and the 
court held that it was unconstitutional for the State to impose such a 
tax when it didn’t have jurisdiction over the property. 

The Cuamman. What does your proposal i with respect to the 
situation where there is a loss in one trust and a gain in another trust? 
Will they be consolidated ? 

Mr. Casner. You cannot offset the loss of one trust against the gain 
of the other. In other words, each trust determines its currently ac- 
cumulated income or its taxable income allocated to corpus without 
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regard to the other trust, and once that is determined, they are brought 
together for purposes of assessing the tax. 

That we write in the statute, by the way. 

The Cuarrman. That is my recollection, but is that not sort of a one- 
way proposition? You include the income of both trusts for purposes 
of consolidation, but you do not allow losses to be subtracted in 
the process of consolidation. 

What is the theory and justification of that ? 

Mr. Casner. Of course, if the trust does not get to use it, it will 
carry over for future use as it does under present law. We felt that 
this statute was designed to prevent tax avoidance and it should 
apply only when that was the effect of the multiple trusts. 

The CHarrmMan. You gave that consideration then and reached the 
conclusion that the—— 

Mr. Casner. We felt so strongly about it that we wrote it in the 
statute itself. This is one we didn’t leave to the Secretary. 

The Cuatrman. Let me ask you whether or not you considered an 
approach to the multiple trust problem which would look at the results 
at the time of distribution of the accumulated income, and would tax 
the beneficiaries on the combined income of the trusts where, in fact, 
they turned out to be the same? 

Mr. Casner. That is what I call the wait and see approach, and I 
think it is only fair to say that we did not go into that approach and 
try to work out a statute and see what all of its problems would be 
and how you would come out if you carried it through. I think, how- 
ever, we have given enough thought to it in rather general terms to 
see that it has many problems of its own, too. 

In other words, when some years later the income turns out to be 
in fact distributed to the same people, you have to work out some way 
of preventing the person who receives the income from being undul 
taxed at one time. You have to work out some kind of a throwbac 
rule in connection with it to bring about any fairness of result in that 
situation. 

There are wag Sor cases where it would be very unfair to 
adopt that system. t me give you what is a very typical family 
arrangement which, unless you wrote in some exceptions under the 
wait and see rule, you would produce I think a very undesirable result 
and that is the case where I have four children and I set up four trusts, 
one for each child of mine, which is a perfectly fair family arrange- 
ment to keep the division between the children on an equal basis, and 
then I provide that the trustee may pay the income out or accumulate 
it and on the death of the child, his share is to be distributed to his 
issue. If he dies without issue, his share is to go over and augment 
the other three. : 

If you adopt the wait and see approach and it turns out that the 
property some years later ends up in all the issue of one line and then 
you distribute it, you are going to throw this entire tax load on that 
one line when the multiple trusts that were set up were set up — 
nally for separate family lines. You could write an exception under 
the wait and see rule to keep that case out. 

I don’t know how many more exceptions you would have to write in. 
Once you start thinking it through, I think ee might find you would 
end up with a far more complex animal than the one that we have 
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in this particular case, and I don’t think it would have the deterrent 
force that our kind of a statute has which takes you on a year-to-year 
basis and taxes you from year to year depending upon the situation 
as it exists. 

The Cuatrman. Any further questions with respect to section 641 
relating to multiple trusts ? ‘ 

If not, Professor Casner, you may go to your next recommendation. 

Mr. Casner. Mr. Johnson would like to make a comment on the 
effective date provision. 

The Cuarrman. I thought we understood that het may feel free to 
make any comment at any point in the course of our discussion. 

Mr. Jounson. This is not a dissent from anything Mr. Casner 
said. As he said, we tended to go easier on preexisting trusts than 
on new trusts. 

A fellow practitioner has pointed out to me that our draft is de- 
fective in the effective date provision and in fact we are riding harder 
on preexisting trusts than on new ones. It is defective in three 


respects. 
In the first place, we intended to say that the statute would apply 
only to the man who created more than five identical trusts within 
the same year. What we did say was if a man creates more than five 
trusts within the same year, then all trusts he creates then or there- 
after will be consolidated to the extent that they are for the same 
beneficiary. Therefore, if he had created one trust for each of the six 
grandchildren 10 years ago, if next year he creates a new trust for one 
of the grandchildren, that new trust will be consolidated with the 
oldone. That was not our intent. 

In the second place, we intended to consolidate preexisting trusts 
only if the trustees were the same. As the draft reads, it says to 
the extent they are the same, so if there was one overlapping trustee, 
there would be a proportion at consolidation. 

Finally, our report says that we do not intend in any case to con- 
solidate preexisting trusts with new trusts. There would be two areas 
‘ consolidation. That intent does not seem to be carried out in the 

raft. 

I incorporated a suggested change in a letter which I wrote to you 
Mr. Mills, a month or so ago, which would affect the first two of 
the defects I have discussed. I would like to ask that it be considered. 

The Crarrman. Mr. Johnson, I understand the effective date pro- 
posal. as outlined by Professor Casner and as supplemented by your 
statement. I have a little difficulty, however, in feeling that we would 
be fair and equitable if we applied the provision on a retroactive basis, 
not in application of the tax, but in standards, to December 31, 1956. 
You have also called attention to your proposal dealing with cases of 
even more flagrant abuse for tax-avoidance purposes that occurred 
prior to that date. I have a little difficulty in justifying prospectively 
consolidating the income from those trusts that were created prior to 
December 31, 1956, just from the point of view of equity. 

You say that you will go back prior to 1956 and cover the situation 
wherein a grantor created 5 trusts in 1 year, even though it was 
1934, for the same beneficiary, but what about the situation wherein a 


person creates 10 trusts in a period of, say, 4 years, in no year having 
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created as many as 5, all for the same beneficiary, for example, his 
son ¢ 

If we are to tax the one situation retroactively and not tax the 
other, when there may be even more revenue, I have a little difficult 
in reaching the conclusion that we are being fair and equitable as 
between the two situations. 

Mr. Jounson. I believe, as in a number of other instances, what we 
arrived at was a sort of compromise. 

We were trying to get at what seemed to be the most flagrant inten- 
tional abuse of the statute which we were told involved a man who 
would sit down and start a mimeograph machine running and create 
50 or 60 trusts all at once. That offended our conscience sufficiently 
so that we felt that as to preexisting trusts, that kind of an arrange- 
ment legitimately should be struck down. 

The ae Is there any constitutional question involved ? 

Mr. Jounson. I don’t see that there is. 

In the first place, this is not retroactive. It is only prospective 
taxation. 

The Cuarrman. In other words, the Congress could consolidate the 
trusts for purposes of prospective taxation without actually applying 
a retroactive rule that would cast doubt on the statute? 

Mr. Jounson. If I were a judge I would so hold; yes. This is nota 
penalty statute. 

The Cuamman. The Supreme Court has already ruled on that, I 
understand. 

Mr. Williams. 

Mr. Witu1aMs. An illustration of the type of multiple trusts which 
had come to the committee’s attention which we felt ought to be 
covered by this statute, is one that I think you will find a report in 
the Wall Street Journal tax report column along about 1955, possibly 
early 1956. The report was that a gentleman who apparently had 
good tax advisers, in Oklahoma City as I recall, was about to build a 
new office building. He did so through the medium of 97 trusts for 
his 3 children, all created on the same day, undivided fractional inter- 
est in the building. That, of course, is a very clear illustration of 
the type of extreme avoidance which, in the opinion of the committee, 
ong to be brought within the ambit of this statute. 

he CHarrmMan. What I am thinking in terms of is not just petting 
the extreme case covered, but whether or not we are not justified, 1 
there is avoidance in this field, in closing the door. 

Mr. Wiiu1aMs. It is a question of where you draw the line, of 
course. This line is drawn out, we think, pretty far. It is only going 
to catch the very extreme case. 

The CHatrman. Mr. Craven. 

Mr. Craven. I just wanted to say a word or two about effective 
date. We all have some reluctance about changing the rules in the 
middle of the game. In the case of the more flagrant type of trust, 
our committee recommends that the proposed statute be applied to 
returns in future years regardless of when the trust was created. I 
do not see any objection to that treatment, although I see some difli- 
culty in separating the flagrant abuses from those which are not so 
flagrant, but in the case of the ordinary trust where more than one 
trust is created for substantially the same ultimate beneficiaries, our 
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committee proposes that the new rules apply to any trust created 
after December 31, 1956, because it was around that time that there 
was some publication given to the fact that some measures would be 
taken to deal with multiple trusts. Publications of that sort don’t 
have a great deal of publicity and no one has known heretofore 
just what form this proposed legislation would take. 

I would favor making the effective date in the case of the trusts 
which are not of the flagrant type on the date of the passage of the 
new bill or, in any event, to trusts created after this committee makes 
some report a concrete measure. 

The CHarrman. Mr. Craven, I am not as concerned about the pro- 
spective treatment of a vehicle heretofore created as some people are, 
because I remember too many instances when the Congress has be- 
come informed with respect to a situation and applied a rule that 
had a retroactive effect on something that had been created before. 

We have repealed sections of the law because the sections of the 
law were not. in accord with what we intended to do. We have done 
that retroactively even in the past. What Iam saying is this: Because 
someone happened to have the foresight to create a situation in the 
past that would minimize tax payments in the future, I do not see that 
we should draw a line with respect to date of creation to take care of 
the prospective application of tax law to that income. That is where I 
have my difficulty in drawing a line, because here is a man who did this 
on December 31, 1956. We say it is all right. “If you come within 
this one exception, we will not look at your situation any more.” 

However, then his neighbor on January 1 goes through this proce- 
dure and establishes a trust that does reduce taxes so we apply this 
rule. ‘Phat is too arbitrary a line of demarcation for us to reach the 
conclusion that I can justify it on the grounds of fairness and equity. 
We are talking about income in 1960, 1961, and 1962, and so on, comin 
from trusts that are set up under this multiple operation, and I woul 
think that so long as we apply the same overall rule to the income in 
1960, regardless of when the trust. was established, if it is possessed of 
the same stripes as the other, I could then say that I have done the 
equitable and fair thing. 

Mr. Craven. I think the question is whether it is possessed of the 
same stripes. I think in the illustration you gave, it probably would 
be, but the difficulty is where we have trusts which may have been set 
up for some perfectly legitimate purpose. They were set up under 
certain rules which the settlors thought applied to trusts of that sort. 

Now we are changing the rules completely and the trusts were set 
up irrevocably and it is now too late to change them. If the people 
setting up those trusts had known of the different set of rules, they 
probably would have done it differently. 

The CuatrmMan. You cannot guarantee an individual the right in 
perpetuity under law to have his creation treated in every future year 
Just as it is in the year of the creation. We raise income taxes occa- 
sionally and we lower income taxes, and we may do it in a future year 
on a salary that is the same as it was in a past year, so we do not 
guarantee anybody the same take-home pay under tax laws, and I do 
not think we have any obligation here to be concerned about the future 
application of the rule to future income, regardless of when the vehicle 
was created. 
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Mr. Mason. 

Mr. Craven. It is purely a question of whether it is fair. 

Mr. Mason. The importance of this time limit and when this 
into effect is not great, in my opinion, whether it is December 30, 1956, 
or whether it is when this law is passed, but the importance is that 
these trusts, no matter when they were created, if created to esca 
taxation, and it is evident on the face, we ought to stop that, and that 
is the important thing, it seems to me. 

The CuHamman. Mr. Johnson. 

Mr. Jounson. May I repeat that at least I don’t believe you ought 
to be harder on the man who created a trust 5 years ago than the 
one who creates one next year, which is what we have inadvertently 
done. 

The Cuatrman. Yes, I think you have actually, and I will agree 
with you and I will agree that we should not. I am just saying that 
we should not be different with respect to future income, regardless 
of when created. I think that is a reasonable position for us to take, 

Mr. Hertone. There is no proposal to go back as far as taxes are 
concerned ; it is just the future application ? 

The CuarrMan. No; it is just future income. 

Mr. Wuu1aMs. Mr. Mills, I would like to direct attention to one 
other problem that you would have if you used what Mr. Casner has 
called “the wait-and-see approach” instead of the approach taken in 
this type, and that is this: that under the wait-and-see approach, I 
would be sure that I could create multiple trusts which would be 
separately taxed for a long period of years. During that time they 
might be taxed and I would see that they were taxed at not over the 
bottom 20-percent bracket; whereas, if the income were consolidated 
and taxed in one tax return, the aggregate rate might be, for example, 
50 or 60 percent. Thus I can accumulate in those trusts for the dura- 
tion of the trusts an extra 30 or 40 percent of the income. 

Now, when the trusts fall in and you ultimately consolidate, then 
you have the problem of what about this in effect equivalent of tax- 
free buildup in the interest. Do you simply go back and charge 6 
percent on a tax imposed as of 15 or 20 years ago? 

You see the complexities you get into if you try to reach that 
equivalent of a tax-free buildup, and if you don’t meet that problem 
and impose some added tax at the end, then you are making the use 
of multiple trusts very attractive, because the creator can be sure that 
for this interim period he is a lot better off than he would be in a 
single trust. 

The CuarrMan. You understand that I raised the question because 
it had been raised in the hearings. 

Mr. WituiaMs. I understand, but that is one of the considerations 
which led this committee, after thinking about the problem, to move 
to the currently recommended approach. 

The Cuarrman. Are there any questions now with respect to the 
multiple trust area ? 

Presumably everybody is well informed on this subject, so we will 
go to another recommendation. 

Mr. Casner. I should like now to direct your attention to section 
643 of the code and our recommendations in regard thereto. 
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Section 643 appears in our report begininng on page 15. This is 
the section which defines the term “distributable net income” with 
reference to the taxation of trusts and estates. Distributable net in- 
come is a concept that must be understood in order to know the 
maximum amount of income that may be taxable to a distributee and 
also to know the maximum deduction that may be available to the 
trust for a distribution to a distributee. 

The term “distributable net income” was brought into the code by 
the 1954 Internal Revenue Code. It was unknown as a term prior 
to that time. The distributable net income is the taxable income of 
a trust computed with certain modifications. 

For example, in determining the taxable income of the trust, to 
ascertain the distributable net income you pay no attention to the 
deduction of $100 that is allowed if it is a trust that may accumulate 
or of $300 if it is a trust that distributes its income. You make other 
modifications so as to come out with a result that will be fair both 
from the standpoint of what will be deductible by the trust in con- 
nection with the distribution and what should be taxable to the 
beneficiary. 

The beneficiary or beneficiaries who receive distributions can never 
be taxed more as a result of the distribution; that is, they will never 
have to include in their gross income more than the distributable net 
income of the trust for the year of distribution and the trust, in de- 
termining its own tax, will never get more of a deduction for purposes 
of determining its final tax than the amount of the distributable net 
income of the trust that may have been distributed to others. 

There are several matters in connection with determining dis- 
tributable net income under present law that we thought were not 
adequately taken care of, and several matters that needed some 
clarification, so we have proposed that in determining distributable 
net income of a trust, you do it without the trust having the benefit 
of the deduction under section 691(c). That is the deduction for the 
amount of the estate taxes that are attributable to income in respect 
of a decedent. 

That, it seems to us, is something that was overlooked in the 1954 
code. In carrying out the policies manifested in the code in regard 
to determining distributable net income, this one should also be in- 
corporated in section 643 just as others have been incorporated. 

urthermore, we thought that there ought to be some specification 
in the statute as to when capital gains are included in distributable 
net income. Thus we put into the statute practically what is now in 
the regulations in this regard to give a basis in the statute itself for 
this determination, rather than to leave it completely to regulations. 

We provide that the determination of whether capital gains will 
be included in the term “distributable net income” will depend upon 
various factors, such as how the fiduciary himself deals with the 
capital gains once they are collected, and how he handles them on 
his books. 

We also thought that there should be written into the statute a 
change in the present law in regard to the extent to which certain 
corpus deductions should be taken in consideration in determining 
distributable net income. 
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Under the present law, even though there are certain deductions 
available to the trust that are payable out of corpus, they inure to 
the benefit of the income beneficiary because they go to reduce dis- 
tributable net income, and thus the beneficiary is taxed on less than 
he otherwise would be taxed when the corpus beneficiaries have borne 
the cost of getting that reduction in income taxation to the distributee, 

We propose that in determining distributable net income, corpus 
deductions must first be taken against income that is taxable to the 
trust, taxable income allocated to corpus, and if there is an excess, 
the excess will become available to the income distributee in the form 
of reducing distributable net income. 

This is a very complex concept, this concept of distributable net 
income, and if you have any questions, it might be desirable to talk 
about them now because we are going to use this concept in considering 
the next recommendation. 

The Cuatrman. It is most important at this point that we under- 
stand, even though it is complicated. 

If there are any questions, Professor Casner has suggested that they 
be asked at this point. 

Presumably we are ready to follow you. 

_Mr. Casner. I hope that that is due to my great clarity of expres- 
sion. 

The Cuarrman. Iam sure it is. 

Mr. Casner. Now we come to one of our most controversial recom- 
mendations, and I will illustrate the concept of distributable net in- 
come in connection with it, and that is the so-called tier system. 

The tier system is concerned with a so-called complex trust, that 
is, one where all the income is not required to be distributed currently, 
or even if all the income is required to be distributed currently, the 
corpus is also distributed, or there is a distribution to a charity. The 
following is an example of such a trust: A sets up a trust and the 
income is to be paid to his wife W, or accumulated. When a com- 
plex trust is involved, if the income can be distributed only to one 
person, or accumulated, if it is distributed to such person, it will be 
taxed to the distributee up to the amount of the distributable net 
income. If it is left in the trust, it will be taxed in the trust as a 
separate tax entity. If under the terms of the trust the income may be 
distributed to two or more beneficiaries, then you have to examine 
the trust carefully to see which tier each distributee falls into. 

If as to one of the beneficiaries a certain amount of the income is 
required to be distributed, but as to another beneficiary there is dis- 
cretion in the trustee whether to pay him income or not, then under 
present law, which is a two-tier system, the distributable net income 
will first be deemed to gp out to the beneficiary to whom income is re- 
quired to be distributed and if the amount that goes out to him equals 
or exceeds the distributable net income, then the second beneficiary, 
the one to whom the trustee in his discretion pays income, will not have 
to include any of the distribution in his gross income. 

In other words, the present law says if you must pay out the income, 
the distributable net income is allocated to him first, and what is left, 
if there is any left, will then be taxed to the next beneficiary, the one 
to whom the trustee in his discretion might have made the distribution. 

What we have done is to continue the first tier the same as under 
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resent law; namely, in the first tier, the one to whom income is re- 
quired to be distributed. In the second tier, however, which now | 
lumps togeher all other possible distributees under the trust, we have 

laced a person to whom the trustee could in his discretion distribute 
income only, and in a third tier we have placed the people to whom 
the trustee in his discretion could distribute either income or corpus, 
and in the fourth tier we have placed the distributee to whom only 
corpus can be distributed, a four-tier classification. Thus when you 
determine how much each distributee will include in his gross income, 
you start at the top of the ladder. 

First you calculate your total distributable net income. Then you 
see how much goes out to the required income beneficiaries and you 
charge that distribution against the available distributable net in- 
come. If there is any left over, then you drop down to the next tier, 
which is the tier where only income can be distributed in the discre- 
tion of the trustee, and you charge against those distributees what is 
left of the distributable net income. 

If there is any left over, then you drop down to the third tier and 
charge it against those in the third tier, and if that doesn’t use it all 
up, then you drop down and charge it against the distributees in the 
fourth tier. 

Now, why all of this division into these various tiers for the pur- 

of the order in which you allocate out to distributees the available 
istributable net income ? 

I don’t think there is any completely right or wrong answer in this 
area. We, however, felt that the results that were reached by charg- 
ing out the distributable net income in the order in which the people 
are likely to get income was an order that made sense. 

Those nearest the income spigot first get taxed on the income. As 
you move more and more away from the direct flow of income, you 
move into different categories so far as having distributable net in- 
come attributed to you. 

To me, it is not complexity to have 4 tiers. It produces a more 
understandable arrangement. It is easier for me to look at a trust and 
see what its terms are and fit it into one or the other of these cate- 
gories, because trusts typically fall into one or the other of these four 
categories, and then to determine rather simply and easily the amount 
of the distributable net income that will be attributable to each 
distributee. 

We did, however, feel that if among the possible distributees of 
income or principal was a charity, this required some separate han- 
dling in order to avoid the possibility of using the charitable distribu- 
tion as a means of tax avoidance. 

I should like to point out that we have made a fundamental change 
in handling charities throughout this chapter. 

Under the present law, charitable contributions under section 642(c) 
are taken as a deduction from gross income. We have changed to a 
system where charitable ptr a0 whan are treated as a distribution 


eduction just as distributions to any other distributee, with this 
modification, however, we always put the charity in the fourth tier. 
For example, if I set up a trust that requires all of the income to be 
distributed to the X charity with discretion in the trustee to pay my 
wife corpus in an amount equal to the income each year, under present 
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law there would be no tax on the distribution to the wife, because the 
required payment to charity would eliminate all of the distributable 
net income. Under our proposal, however, since the charity alwa 
is in the fourth tier, the required distribution to the charity and the 
distribution to the wife will be in the same tier and the tax will be 
determined as though one-half of the income went to each. 

The charity, of course, will pay no tax on half of the income, but 
the wife will pay a tax as though she got one-half of the income, so 
that you can’t in effect work out a tax-free annuity to the wife over a 
period of years by siphoning off the income to charity. 

Mr. Axcer. Mr. Chairman. 

The Cuarman. Mr. Alger. 

Mr. Arcer. The charity involves the fourth tier? 

Mr. Casner. Always in the fourth tier. 

Mr. Auger. Suppose the charity is from the corpus? 

Mr. Casner. It doesn’t make any difference where the charity gets 
its funds from. It will be taxed for purposes of the order in which 
the distributable net income is allocated out as though it was in the 
fourth tier. 

Let’s go back to the illustration I gave. 

Mr. Arcer. It is just arbitrary; is it not? 

Mr. Casner. It is only that otherwise we feel that if you don’t do 
that, then you are in effect allowing a tax-free annuity to go out to the 
wife by simply calling the distribution to her corpus, even though it 
is onan the amount of the income that the trust in fact earned. 
You are in effect allowing the income to go out to her tax free. 

In other words, labels we don’t think should be all controlling in 
this field when the result of applying labels may result in tax 
avoidance. 

In effect, if you give the charity all the income that the trust earns 
and then the required distribution out of corpus to the wife of the 
same amount, if you don’t tax the wife on half of that, then it seems 
to us that you are allowing labels to control the tax consequences 
when they shouldn’t have that all-controlling effect. 

There is one case where we even drop the charity into a fifth tier. 

Mr. Avcer. Let me rephrase my question 4 

The fact that the charity is in the fourth tier as a distributed de- 
duction does not mean it is corpus by incidentally defining the fourth 
tier as corpus ¢ 

Mr. Casner. You are correct, and I will modify my definition. 

The fourth tier distributee is a distributee of corpus if it is other 
than a charitable beneficiary. If the distributee is a charitable bene- 
ficiary, whether he is getting income or corpus, he is in the fourth 
tier. 

Now, there is one case where we put the charity into what is in 
effect a fifth tier. 

Suppose I set up this kind of a trust: I direct the trustee to accumu- 
late all the income and set it aside in a separate fund and on the 
death of my wife the trustee is to pay that accumulated income to 
charity. In the meantime, the trustee is directed to distribute to my 
wife out of corpus an amount equal to the income accumulated for 
charity. 
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There is no distribution for the charity at all. The income is simply 
left in the trust, set aside to be paid at some later date to the charity. 
In that case, we say in our report, since there is in effect no distribu- 
tion out, for purposes of the distribution deduction only the distribu- 
tion to the wife is made and thus she would be taxed on the full 
amount distributed to her, and that again on the ground that if you 
don’t do that, you simply permit people, by finagling with the chari- 
table arrangement, to set up a system that permits in effect a tax-free 
annuity to be established. 

The CuairmMan. Let me see if I understand you. 

I thought that the problem with respect to the tier system was 
largely one in the area of estate and not so much one in the area of 
trusts. I am concerned over the suggestion that there be as many as 
five tiers in the trust area, though I can well understand the need for 
some additional special rules for estates. 

Did the advisory group, in its consideration of this, proceed on the 
basis that it was important or necessary that the same rules apply in 
the area of trusts as would apply in the area of estates ? 

Is that the reason for your four- or five-tier proposal on trusts as 
well as estates ? 

Mr. Casner. No, because for all practical purposes, in the field of 
estates all distributees will be in what is our third tier, so that the 
tier system as it operates in the field of estate isn’t the difficulty. 

I think our most important recommendation in many ways is what 
we do recommend in connection with income taxation of estates, and 
that is what I will take up next, but our recommendation of four tiers 
was not because we thought they in any way helped or were necessary 
with respect to estates. 

The Cuarrman. Is there a sufficient problem in the area of trusts 
for us to go from the present two-tier system in the law to this four- 
tier system or even a five-tier system ¢ 

Mr. Casner. Do you want to leave out for a minute the charitable 
question 

The Cuarrman. I will admit there has been a special rule. 

Mr. Casner. You can handle that either under a two-tier system 
or a three-tier system, whatever system you have. 

I think a great many people feel that when you have a person 
who can only get corpus and when you have another person who can 
only get income, to treat the two the same for tax purposes is not 
basically a fair result, and that is what the situation is under the 
present two-tier system, where, if I give my trustee discretion to pay 
only income to my wife and to pay only corpus to my son, they are 
taxed as though they both received income. 

Some people think this is not sound, that you should only be taxed 
on income when you get income, except to the extent that it is neces- 
sary to tax corpus distributees in order to prevent what may be a tax- 
avoidance arrangement, and, of course, that is the reason why, in our 
fourth tier, even though we may be dealing with a person who can 
only get corpus, we tax him rather than allow the trust to accumulate 
income and be taxed at its lower rate. 

_ Is this fair to lump people together and tax one who can only get 
income and one who can only get corpus as though each got part of 
the income ¢ 
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Mr. Betts. Could I ask a question ? 

The Cuairman. Mr. Betts. 

Mr. Berrs. If the wife gets $5,000 from income and the son gets 
$5,000 from the corpus, each gets $5,000, where is the distinction 
there and why should one be taxed and one shouldn’t be? 

Mr. Casner. What the wife can get is measured by the income that 
the trust produces. She didn’t get any more than income. However, 
the discretion that is available to the son relates to the whole corpus, 
which is not something that is taxable normally when it is distributed. 

Mr. Berrs. Each got $5,000. Why the difference in the tax rate? 

Mr. Casner. I suppose that the normal way in which we build 
up income tax laws is that those that get corpus don’t pay an income 
tax on it. That is the basic concept that has run throagh our whole 
system of taxation. 

If 1 give my property to somebody, he does not pay an income tax 
on it, but if somebody has property which produces $5,000 of income, 
he pays a tax on it. 

Je have drawn a rather fundamental distinction between those 
that get corpus and those that get income, and if, in setting up a 
trust the trust says you get income and you get corpus, I think there 
is sort of a basic belief that one ought to pay the tax and the other 
one ought not to pay the tax. We have changed that in the trust 
field where the distributee of corpus is really getting income out the 
back door, by saying we are going to tax you then. We are not going 
to let you accumulate the income in the trust and give someone the 
equivalent in corpus and say by what you label it you can avoid an 
income tax. But if the income does go out and the corpus also goes 
out, if I say all the income must be paid to my wife and the trustee 
may pay corpus to my son, present law recognizes that the wife pays 
the tax and the son doesn’t. 

All we are saying is, if you say in the trust that the trustee may 

ay the wife only income or accumulate it and the trustee pays her 
income and then also pays corpus to the son, why shouldn’t the result 
be the same? Nobody is suggesting that they should be taxed the 
same if you require the income to be paid to the wife and then have 
the corpus paid to the son. 

You start out with a premise that everybody recognizes. 

All we are doing is carrying that premise into the next stage 
where you are dealing not with the required distributee of income, 
but with one who can only get income and the income is paid to 
her. 

Mr. Berts. If a person gets distribution of corpus, is he taxed 
under the gift tax law? 

Mr. Casner. No. There may have been a gift tax paid when the 
trust was set up if it was an inter vivos trust, or if it is a testamentary 
trust there was an estate tax paid when it was established, but as 
corpus is paid out of the trust there is no gift tax at that time. 

Mr. Kroou. Mr. Chairman. 

The Cuarrman. Mr. Keogh. 

Mr. Keocu. Do I state it correctly that the only way there can 
be income applicable to the fourth tier is where the required and dis- 
cretionary payments to the first three do not equal the income? 

Mr. Casner. Do not equal the distributable net income. If the 
distributable net income is absorbed in the distributions that are made 
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to the first three tiers, then the distributee of corpus will not be 
taxed. 

Mr. Aveer. Mr. Chairman. 

Mr. Casner. That is, he will not be taxed unless there is some tax 
under the throwback rule because there was some accumulated income 
in previous years, but on current year’s income, there will be no tax. 

Mr. Krocu. I am talking of income. 

The Cuatrman. Mr. Alger. 

Mr. Arcer. Does it not follow then from what you say that in 
setting up these trusts, it is to be expected that the trust was set up 
possibly to award tax-free money on the one hand, as against tax 
money ¢ 

That would certainly be a consideration. 

Mr. Arcer. Therefore, if we change the law now, we are in effect 
pulling the rug out from underneath those trusts that were set up 
with the express idea of trying to get this particular tax advantage? 

Mr. Casner. That is the same problem that we discussed earlier. 
Merely because you set up a trust under one set of income tax rules 
doesn’t mean that you are entitled in perpetuity to have those income 
tax rules applicable to your trust. 

Under our proposal, the change will only apply for future years, 
but it will apply to trusts already in existence. 

Mr. Auger. Thank you, Mr. Chairman. 

The Crairman. Professor Casner, is it the thought of the advisory 
group that you more appropriately tax income distributions under a 
nena ouch as you propose than we do at the present time under exist- 
ing law? 

r. Casner. Would you state the first part again, please? 

The CHatrMan. Do we come nearer taxing all possible income from 
a trust under the system that you propose compared to the system 
under existing law ? 

Mr. Casner. You tax the same amount, but you tax it under our 
proposal in a different order than it is now taxed. 

ve CuarrmMan. I am trying to find out the basis for your pro- 
posal, as there must be some very sound reasoning in the establish- 
ment of a four-tier system, because, as Mr. Alger points out, undoubt- 
edly tax consequences under this four-tier system will be different 
from that of existing law. 

I am trying to find out whether or not it is the thought of the ad- 
visory group that under the two-tier system of present law it is pos- 
sible to have income from a trust in a given year, in part or in whole, 
to escape the effective tax rate in the hands of the distributee. 

Mr, Casner. It is not possible under present law for it to escape 
taxation. It of course may be taxed at a different rate under present 
law than under our proposal. 

The CHAIRMAN. That is escaping the effective rate. That is what 
Tam talking about. That is escaping taxation to that extent. 

Mr. Casner. When you are taxing two people, the rate may be 
different. 

Suppose TI set up a trust with discretion in the trustee to pay income 
only to my wife and discretion to pay corpus only to my son. Under 
present law, if the trustee distributes $5,000 to my wife and $5,000 
tomy son and the distributable net income is $5,000, each will be taxed 
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on $2,500, and the tax will probably be lower than if the $5,000 was 
all taxed to one person. 
Under our penne! the $5,000 would be taxed to the wife. Whether 


our result will produce more revenue than the present law, will de- 


pend on the effective tax rates of the wife and the son. 
The CuHarrMan. Does it have a substantial change in tax results to 


the beneficiaries of existing trusts? 

Mr. Casner. I should think that it might because I should think 
there are outstanding quite a number of trusts where distributions 
in the discretion of the trustee are payable only out of corpus and 
other distributions in the discretion of the trustee that are payable 
only out of income. 

I thould think such trusts do exist and in such trusts the tax con- 
sequences will be changed for future years if you switched to a system 
such as we have proposed here. 

The Cxarrman. I am just probing and trying to find out the rea- 
sons why, if there is to be a substantial change in tax consequences 
to beneficiaries, that may result in more revenue being derived by 
the Government. 

Mr. Casner. It could result in less, too. 

The Cuairman. It could result in less in some areas and more in 
other areas? 

Mr. Casner. Yes. You can’t tell. 

The Cuarrman. You can’t tell what the overall effect would be? 

Mr, Casner. No, because it depends so much on the tax rates of the 
distributees. 

The Cuairman. What I am getting at is, there must be some pretty 
strong reason offered in justification for this very serious departure 
from existing law in my opinion, for us to justify taking this step. 
I have not been convinced yet that we have heard sufficiently stron 
reasons and I would like you to take just a few minutes, if you will, 
to give me the reasons that we could use in justifying this change. 

Mr. Casner. I think that there is a basic recognition throughout 
the tax law that distributees of income are taxed on the income, and 
people who receive other than income don’t have to pay an income 
tax thereon, and if you shift from that basic premise in the tax law 
there ought to be strong reasons. 

Now, in the 1954 code, the shift was made from that premise and 
it seems to us that that was a mistake, and that it should not be per- 
petuated. Take for example the case where I set up a trust and all 
the income is required to be distributed to my wife and an equal 
amount of corpus is required to be distributed to my son. We recog- 
nize there that all the income is taxed to the wife. That is present 
law and has been the law for some time. 

Now, then, if I change that, and say that the trustee has discretion 
to pay all the income to my wife, and has discretion to pay to my 
son an equal amount of corpus, and he exercises his discretion and pays 
the income to my wife and the corpus to my son, the present law gives 
us an entirely different tax ak, even though she is getting only 


income just as much in one as in the other. 

The present law provides that half of the distributable net income 
will be taxed to my wife and half to my son, and that, it seems to us, 
was a wrong step taken in the 1954 code, and we ought to go back to 
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the basic method of taxation. Of course, you have to vary the premise 
in the trust field when you get down to the point where a trustee is 
accumulating the income in the trust and siphoning the corpus out at 
the bottom. Otherwise, in carrying out the basic principle you create 
a means of tax avoidance by having income taxed to the trust rather 
than to the corpus distributee, and in such case the corpus distributee 
ought to pay a tax as though he got income. But until you get such a 
situation, we feel that the basic premise of income taxation should pre- 
vail and we ought not hesitate to correct the wrong step of the 1954 
code at this stage. 

The Cuatrman. As I understand, you do not get a true determina- 
tion of the difference between income and corpus distributions under a 
two-tier system. 

Mr. Casnrer. You could. You could change the two-tier system and 
put up in the first tier not only required income distributees, but dis- 
cretionary income distributees. 

The Cuaiman. I am talking about under existing law. 

Mr. Casner. That is right. 

The Cuarrman. Then under existing law we may not adequately tax 
the person receiving income because we are taxing the person who 
receives a distribution of corpus in the process ¢ 

Mr. Casner. In the same tier with him, yes. 

The Cuarirman. In the same tier. 

Then your proposal is justified in your opinion because of the degree 
of equity and fairness in the treatment of the distributions this way 
compared to the treatment of distributions under existing law?! 

Mr. Casner. That is our basis. 

If one feels that our premise that people who get income should 
pay the income tax and those that get corpus shouldn’t, except when 
it is necessary to throw the tax on the corpus beneficiary to prevent tax 
avoidance, our proposal should be accepted; if you don’t agree with 
that premise, then, of course, you come out with the thought that the 
present law is perfectly fair. 

The CHAIRMAN, Your premise is that the onus of the tax should 
fall on the person who gets the income that is generated by the trust? 

Mr. Casner. That is correct. 

The Cuatrman. And that is what you are establishing through 
your four-tier system ? 

Mr. Casner. That is correct. 

The Cuatrman. And it is your premise that a distribution of cor- 
pus should not be taxed so long as that distribution is in excess of the 
earnings of the trust in a taxable year ? 

Mr. Casner. So there is nothing left to tax in the trust. 

The CHarrmMan. And under existing law, we have not adequately 
safeguarded against the imposition of the tax on the distribution of 
corpus ? 

Mr. Casner. That is correct, and that was the mistake that was 
made in the 1954 code and we shouldn’t now be bound to stay with a 
situation that was created by the 1954 code. 

The Cuarrman. Is there any other situation in law that you know 
of where an income tax is paid on the distribution of capital ? 

There may not be some other situation, but if there is I think we 
should look at it. 
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Mr. Jounson. Corporate dividends. 

Mr. Casner. He suggests the taxation of corporate dividends. 

Mr. Craven. But only where the corporation has undistributed 
earnings. 

Mr. Casner. Yes. However, you have a special problem. 

We all agree that you should tax the corpus distributee if that is 
necessary to avoid treating the income as accumulated and taxed to 
the trust as a separate entity, but that is the limit to which you should 
do it, in our opinion. 

The Cuatrman. I understand this, but I am thinking in terms of 
an actual distribution of corpus that you say may be taxed under 
the two-tier system, under present law. 

Mr. Casner. Nothing comes to my mind right away that is of this 
nature. When we come to the estate area, the taxation of corpus is 
very flagrant, but I should like to save my comments on that because 
I want to make quite a speech about that situation. 

The Cuarrman. I am talking about trusts. I thought we had es- 
tablished the fact that under existing law the person receiving 
income might not be adequately taxed and the person receiving a dis- 
tribution of corpus might be bearing a part of the tax that should 
apply to income. 

Mr. Casner. That is the present law with respect to trusts. 

The Cuatrman. And under the proposed tier system, you are pro- 
ceeding against it ? 

Mr. Casner. That is correct. That is the basic premise on which 
we proceed. 

The CuarrMan. Let’s see if we can bring this down to something 
less than four tiers. 

Mr. Casner. I am willing to give in right away and combine tiers 
two and three. 

The Carman. That is the question I was going to ask you. 

Mr. Jounson. How about tier one? 

Mr. Casner. No, we are not going to throw out tier one, but with 
respect to tiers two and three, if that will help anybody, I think com- 
bining them would not seriously undermine our principle because in 
both cases you are dealing with persons who are entitled to get income. 

The Cuatmman. I have never been accustomed to governmental 
mathematics, and it bothers me some to increase the number of tiers, 
so I wanted to get that concession from you, that two and three could 
be consolidated. 

Mr. Casner. The charity presents a special problem whether you 
accept our proposal or not. If you adopt our proposal so that chari- 
table contributions are treated as distribution deductions and do not 
make some change in present law to drop it at least to the present 
second tier, you will have all of the possibilities of manipulation with 
the charitable beneficiary that led us to drop the charity to the fourth 
tier in our proposal, sid even in one instance led us to drop the char- 
ity into a fifth tier. If you adopt our proposal but combine tiers two 
and three you will have only three tiers after you combine two and 
three. The charity then under our proposal would be in the third tier 
with a fourth tier to take care of the one case I described if it is thought 
that case is sufficiently dangerous to require some special treatment. 

The Cyarrman. Let’s look at this situation of charities. 
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I know that this is an area that has brought some degree of criti- 
cism of the advisory group’s recommendations. 

Mr. Casner. By one of our own members. 

The Cyatrman. What is the advisory group’s justification for 
dropping charities down into either the fourth or fifth tier? 

I am thinking about the case where the trustee is required to pay 
the income to charity, and has discretionary authority to pay corpus 
to somebody else. Even in that instance, you reverse the working of 
the trust for tax purposes. 

I am not saying I disagree with you. I want the record to show the 
reasoning for it. 

Mr. Casner. If I set up a trust which requires all of the income to 
be distributed to charity and requires an equal amount of corpus to 
be paid to my wife, then what I have done is to eliminate any income 
tax on that trust, although my wife is getting annually an amount 

ual to the income that the trust earns. 

Now that, to me, is simply a tax-avoidance arrangement to permit 
a tax-free annuity in effect to be created for my wife. 

The Cratrman. Is it tax avoidance 

T have a very worthwhile purpose in mind. I am interested in the 
preservation of cats, or dogs, or something, so I provide for the crea- 
tion of a trust and even set up a charity, and I want all the income 
to go to that very worthwhile charitable purpose, but I have left a 
wife that I am concerned about so I want $10,000 or some such amount 
of the corpus to be distributed to her every year. I can perhaps make 
arrangements during my lifetime for this charitable operation and 
get a deduction from my income for tax purposes. I can give my 
wife so much of my assets during my lifetime. I pay a gift tax if 
it exceeds the limit, but she doesn’t have to pay any income tax on 
the proceeds that I give her. 

I am asking this purely for information. Are we not going pretty 
far when we say that in all these instances this is done for the purpose 
of tax avoidance ¢ 

Therefore, we put the tax on the wife because the law does not 
allow a tax to be applied to the charitable institution, just because 
there is some income Teas the trust that we think ought to be taxed. 

Mr. Casner. Let me answer that, if I may, by taking another illus- 
tration. Suppose that I set up a trust which provides that all the 
income will be paid to my wife and an amount equal to the annual 
income will be paid to charity out of the corpus, just the reverse. 
There all the income is taxed to her. 

In other words, when you set up the law so that I can accomplish 
whatever result I want merely by turning the thing one way or turn- 
ing it another, that kind of a law doesn’t make much sense tome. It 
simply puts a premium on the skill the person has that you happen 
to go to for advice. You get one tax result one way and one another, 
when basically the two situations are identical. I think our tax laws 
ought to be phrased so that you get the same tax result whether you 
write your trust this way or that way, when actually what you have 
done is exactly the same thing in both cases. 

The CHarrman. As I understand, under present law you do not 
get a deduction for charitable contributions paid out of corpus, do 
you 

Mr. Casner. That isn’t quite correct. 
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The present law isn’t as clear as it might be in this regard. The 
present law says you get a deduction from gross income provided 
the contribution comes under section 642(c), and section 642(c) deals 
only with contributions from gross income of the trust. If I set up 
a trust under the terms of which the income of the trust is to be aceu- 
inulated and the trustee has discretion to pay only corpus to a charity 
and he makes a payment of corpus to the charity, I think the present 
law is subject to the interpretation that that will be a distribution 
deduction under section 661. 

The Cuatrman. You clarified the situation in your report by mak- 
ing that deduction possible. 

r. Casner. The problem doesn’t come up under our proposal be- 
cause it may be a distribution deduction whether it is from income 
or corpus. 

The Cuarrman. I wonder what the effect is of providing this dedue- 
tion for charitable contributions paid out of corpus. 

What is the revenue effect, if any ? 

Mr. Casner. I don’t think there is any adverse revenue effect be- 
cause I think that under present law you may get the same result on 
distributions of the corpus. 

The Cuatrman. I do not read the section of law that way. Maybe 
you are right. 

Mr. Casner. If you look at the provision in section 663, which is the 
one that talks about what isn’t in section 661, section 663(a) (2), I 
think it is—— 

The Cuarrman. You have not discussed that ? , 

Mr. Casner. No; but that is the one we delete under our proposal 
because it is no longer necessary. 

However, section 663(a) (2) says that you cannot get a distribution 
deduction for a payment to charity under section 661 for any amount 
paid or permanently set aside or otherwise qualifying under section 
642(c),so if the payment to the charity is from corpus so that it doesn’t 
qualify under section 642 at all, then it isn’t taken out from under 
section 661. 

The Cuamman. However, it would be under your proposal. 

Mr. Casner. In our proposal it would be a Liaeation under section 
661 also. 

The Cuarrman. You could be right. 

Mr. Casner. The present law isn’t as clear as it might be and there 
is a statement in the regulations that would support your position that 
corpus payments to charities are not deductible under present law. 
That is a position that was taken in the regulations. 

The Cuarrman. I did not mean to bring you into this matter of 
deductions or exclusions until you had a chance to discuss your recom- 
mendations. If there are no questions at this point, go ahead. 

Mr. Aucer. Mr. Chairman. 

The Cuarrman. Mr. Alger. 

Mr. Arcrr. In relation to the example that you set forth in this 
matter of charities and the information given us here today, is there a 
relationship between an estate tax and this trust as set up ? 

Is this a tax avoidance means ? 

Mr. Casner. Are you talking about estate tax purposes ? 

Mr. Yes. 
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You are trying to avoid it by ——— a trust that is tax free. Is 
there a relationship? Iam merely asking for information. Is there 
a relationship between the two? . 

Mr. Casner. No; I don’t think in the way that I think is worrying 

ou. 

Of course, I can keep property out of my estate for estate tax pur- 
poses by setting up certain kinds of inter vivos trusts. There are 
estate and gift tax problems that possibly at some time ought to be 
thought through and correlated with a great deal of this income tax 
area, but the problems we are dealing with now and the things we 
are recommending here are not making any basic changes in what 
would be estate and gift tax consequences under present law. 

The Cuarrman. If you want to, then, you may proceed to your next 
recommendation, under section 663. : 

Mr. Casner. May | ask what time you want to adjourn ? 

The Cuarrman. We will adjourn at 12:30 if it is convenient for 
you and the other witnesses. 

Mr. Casner. I think some of my colleagues would like to say some- 
thing. 

The CuHamrMAN. We want a full discussion. Do not any of you 
hesitate or hold back. 

Mr. Craven. I dissented from the proposed treatment of charitable 
distribution by the advisory group. 

Under the proposed treatment, as the chairman has pointed er 
if a trust is set up to pay all the income to a charity and makes annua 
distribution of corpus to an individual, then all those distributions are 
treated as distributions of income and the distributable net income is 
divided between the charity and the individual. 

The reason for that, according to the advisory committee report, is 
to prevent tax avoidance. I don’t see how that involves tax avoidance. 

f a grantor creates a trust of $100,000 to pay all the income to a 
charitable organization and to make annual payments of $5,000 to 
his wife or his son, he pays a gift tax when the trust is set up on the 
value of the right of the individual to receive annual payments from 
corpus. Each year that all the income is paid to a charitable organi- 
zation and payments are made from corpus to the individual the value 
of the corpus goes down. 

That is just the same as if the settlor had taken that out of his 
pocket and paid it to the individual. If he created two separate 
trusts, one of non-income-producing property, and directed that an- 
nual payments be made out of principal to a relative, those payments 
would not be taxed as income. They would be gifts. 

If he created another trust to pay all the income to a charity, there 
would be an unlimited deduction lor the income paid to the charity. 

Now, I don’t see why it involves any tax avoidance to provide for 
the two things in one trust instrument, to direct that all income be 
paid to a charity and that annual payments of principal be paid to 
an individual, and I think there might be a serious constitutional 
question if these payments from corpus to the individual are taxed 
as income. 

I can see some reason for taxing payments of corpus as income if 
there is undistributed income, but where all the income is paid out, 
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I don’t see any justification for taxing as income distributions made 
from corpus. 

The CHarrMan. Mr. Johnson. 

Mr. Jounson. Mr. Mills, you succeeded in getting Mr. Casner 
down from four tiers to three. .I would like to try to get him down 
to two tiers. 

Under the now three-tier system, consider this kind of a trust, 
which is very common: To pay the income in equal shares to my chil- 
dren, but while my child is under 21, the trustee can distribute income 
to him or accumulate it, in the trustee’s discretion. 

Under the four-tier system and the three-tier system, the discre- 
tionary system is treated differently from the required beneficiary. 
This becomes important if there are deductions which go to reduce 
distributable net income, but in fact don’t reduce State law income, 
because they are really charged to corpus. 

I don’t see any justification for distinguishing between two bene- 
ficiaries, both of whom are supposed to receive income. 

I think the first three tiers of the advisory group system ought to 
be consolidated. Apart from producing equity, it would also pro- 
duce simplicity. I don’t think the present law is right because it also 
draws the distinction between the required and discretionary income 
beneficiary, and putting the discretionary income beneficiary in the 
bottom tier. 

I think the line ought to be drawn with just two tiers between the 
distribution that can only be made out of corpus in the bottom tier 
and anything else in the upper tier, except for special charities. 

The CuarrmMan. You would put in tier one anybody that can re- 
ceive income. 

You would put in tier two anybody that would receive corpus? 
Mr. Jounson. That could only receive corpus. I think technicall 
it shouldn’t be anybody who can only receive corpus, but any distri- 

bution that can be received from corpus. 

The Cuarrman. That is what I meant. 

You would also put the charities in tier 2? 

Mr. Jounson. Yes, would. 

In spite of Mr. Craven’s conviction, I think there is a tax avoid- 
ance motivation in most trusts of that kind. 

The Cuairman. Just this one thought. It is difficult for me to 
see what you do under that arrangement. I would like it, but what do 
you do in a case where the individual is permitted to receive either 
income or corpus ¢ 

Which one would you put him in ¢ 

Mr. Jounson. In the discretion of the trustee / 

The Cuatrman. Yes. 

Mr. Jounson. I would put him in the top tier, to the extent of the 
income. The primary purpose of a tier system at all is to avoid gross 
inequity in this kind of a situation: If income is to be paid to 2 bene- 
ficiaries, 2 children, say, and as each child reaches the age of 25 he 
is to receive half the corpus, and suppose the income is $10,000 in a 
year, and half the corpus is $100,000, if it weren’t for some kind of 
a tier system in the year of distribution, one beneficiary would be get- 
ting $5,000, the younger one; the one who is getting his corpus dis- 
tribution would be getting $105,000. The one who receives the corpus 
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would be taxed on $105,000, one hundred-tenths of the total in- 
come. 

He shouldn’t be. He should only be taxed on $5,000, just as the 
one who is just currently getting iniome is taxed, because he really is 
getting $100,000 of corpus. 

The Cuatrman. What would you do with the situation wherein 
he did not actually receive income? He could receive income or 
corpus. ‘Are you going to put him in tier 1, too? 

Mr. Jounson. You mean the trustee has the discretion as to which 
to pay him? 

he Cuarrman. Yes, and the distributee actually received corpus. 

Mr. Jounson. I would put him in tier 1. 

It seems to me that has reached a point at which labels are im- 
material. 

The Cuarrman. I know, but there again you run the risk that you 
have under existing law of taxing a distribution of corpus when there 
has been a full distribution of earnings. 

Mr. Jounson. If half the income is required to be distributed to 
beneficiary A and the trustee has the power to distribute excess in- 
come or corpus to B, and say the income is $10,000, and he distributes 
$5,000 to A, as he is required to do, and then distributes $10,000 to 
B, under my proposed revision of the tier system B would only be 
taxed on $5,000. 

The Cuairman. I thought you put him in one. 

Mr. Casner. He has two tiers and he doesn’t know it. 

Mr. Jounson. I know, but if you consider that the bottom tier is 
a distribution which only can be made out of corpus under the cir- 
cumstances of the case, since half the income is directed to go some- 
where else, only half of the remaining distribution can be income. 
It is not two tiers. It is a man who is half in one tier and half in 
another. 

Mr. Casner. Let me point out one thing he has overlooked. 

You get into all kinds of complexities when you get involved in 
the throwback rule if you do what he suggests, because the people 
who are now in the first tier can never be subject to the throwback 
rule and others can be; and if you put in the same tier people subject 
to the throwback rule and people who are not, you get an unraveling 
job that can be quite complex. 

The CHairmMan. Let’s go to exclusions, then. 

Mr. Casner. With your permission, I think this matter of income 
taxation of estates is so important, I should like to begin with it at 
the afternoon session and take up something else for the remainder 
of the morning, because I should like to be able to present that topic 
without any interruption. 

I want to skip section 663 and come back to it after lunch. I should 
like to go to the throwback rule, if I may, because it does tie in very 
closely with the tier system. 

The CuarrMan. You may proceed, but I was thinking that it might 
be better, since you only have 20 minutes, to pass over a discussion at 
the moment of any of these matters that are listed by you as being 
more important and utilize this remaining 20 minutes perhaps in a 
discussion of these matters that you list as being of secondary im- 
portance. 
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Maybe we could eliminate all of those in this 20 minutes and have 
the afternoon then to devote to the more important matters. 

Is that reasonable? 

Mr. Casner. That is very reasonable. 

Then we return to this printed summary and go over to page 7 of 
it. 

The Cuatrman. Yes. You have four, I believe. 

Mr. Casner. The first one, which proposes a change in both sec- 
tion 652(c) and section 662(c), deals with the mn ai of the tax 
consequences when a person’s taxable year ends at a time other than 
when the trust year ends. 

For example, you set up a trust for an income beneficiary and the 
income beneficiary dies. 

The CuarrmMan. On this summary now, the first one is with respect 
to section 642(a) (3), the dividends received. 

Mr. Casner. This is the problem of the exclusion of a certain 
amount of dividends from taxation. 

Under present law, if a trust distributes dividends and keeps some 
dividends itself, the question comes up as to whether or not the trust 
can take the exclusion up to $50 with respect to the dividends it 
retains and the beneficiary can also have it with respect to the dividend 
that he receives. The present law isn’t clear on this matter and we 
have simply recommended that if the trust retains dividends in excess 
of $50, it should be entitled to the $50 dividend exclusion and the 
distributee, if he gets dividends in excess of $50, should be able to use 
it against what he receives. 

In other words, this is not something that should be one place or 
the other or divided between the two. If each of them has dividends 
that are subject to taxation, they should each be treated as separate 
people for purposes of determining the availability of the dividend 
exclusion. We don’t think it is any serious overall matter from the 
revenue point of view and certainly it seems to us a fair result in con- 
nection with two different tax entities having dividends where the 
dividend exclusion should be available. 

The Cyatrman. The Treasury regulations implementing the 
statute handles this on a ratable basis, doesn’t it ? 

Mr. Casner. That is right. It attempts to proportion it, and we 
think each one should have the full amount of the exclusion. 

The next one, which I started to talk about, section 652(c) and 
section 662(c), involves the problem of what you include in the in- 
come return of the income beneficiary of the trust when he dies during 
the course of the tax year of the trust. 

This is simply an attempt to spell out in the statute a method of 
allocating between the trust, or the succeeding beneficiary of the 
trust and the beneficiary who has died, a proportionate amount of 
the trust income for the particular year. 

The Cyarrman. Does your suggestion involve any problem of 
bunching of income? 

Mr. i can There is a possibility under this proposal that you 


may get some bunching. 
he Cuarrman. It could not be avoided by giving the fiduciary an 
election ? 
Mr. Casner. Any time you give a fiduciary an election, it makes 
most of us shudder because of the fact that the fiduciary is put on the 
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spot and creates a very difficult situation for him to handle because he 
is bound to be choosing between certain elements in the tax situation. 

I don’t think this proposal is a controversial matter. There is even 
a possibility under present law that a person may escape taxation en- 
tirely under certain circumstances, and this proposal closes up a hole 
that might otherwise exist. 

The recommendations for sections 671 to 678, outside of one or two, 
are not of er i very serious nature. This is the area of taxation on 
the ground of dominion and control where a person sets up a trust 
and, even though he gets no benefits from it himself directly, he may 
be deemed to have such dominion and control over the property that 
he will be taxed as though he hadn’t set up the trust. This is the old 
Clifford case problem. 

We have made two recommendations here that I think ought to be 
called to your attention. One of them relates to life insurance. 

The present law, under section 677, provides in substance that if I 
set up a trust, the income of which may be used to pay insurance 
premiums on insurance on my life, the income from that trust may be 
taxable to me. 

The present law is not very clear as to whether that means that 
the amount of income taxable to me is the amount that could in any 

articular year be used to pay premiums on insurance on my life, 

etermined on the basis of insurance that is then in existence. 

What we have undertaken to do in the statute is to divide these 
cases into two categories. Category 1 is where I set up a trust and 
authorize or require, either one, the trustee to use the income to pay 
premiums on insurance on my life, insurance which I still own. If 
that is what is done, we say that the income of that trust, since all of 
it may be applied to pay such premiums, since I could go out and buy 
insurance on any day to absorb all of that income and indirectly get 
the income by virtue of my ability to cash in the life insurance, that 
if I set up that kind of a trust, then the income will be taxable to me 
without regard to the amount of insurance actually in force. 

If, however, the only thing the trust can do is to pay premiums on 
insurance on my life that is owned by somebody other than myself, 
either my son or the trust, then the only amount of income that will 
be taxable to me in any year will be the amount in that year that 
could have been used to pay premiums on the basis of insurance that 
was in existence in that year, thus drawing a difference in the tax 
result on the basis of who owns the insurance on which the premiums 
may be paid out of the trust income. 

he CuatrmMan. Did you look into the question of whether or not 
the present provision for excluding these 2-year charitable trusts from 
the Clifford rules is good or bad ¢ 

The reason I ask that is that it is one of the areas that the Treasury 
Department included in its listing of some 72 problems. 

Mr. Casner. I think it is fair to say that we considered that and 
considered it rather seriously, and concluded that the charitable benefit 
that is produced thereby should be preserved; in other words, that a 

rson should be allowed to set up short-term trusts to divert the 
income to charity for such short period and not have the income 
includible in his gross income. 
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I must say that I am probably not in a completely impartial posi- 
tion to pass on that, because I happen to be employed by a charitable 
institution, one with which you are familiar, and this is the sort of 
thing that has made it possible, I think, for a considerable amount of 
money to be made available to charitable institutions that would not 
be made available unless this device is allowed. 

The Cuareman. I know there are a lot of colleges and universities 
that think they would have to close their doors if we repeal this pro- 
vision, but from the point of view of the tax structure and also the 
question of tax avoidance, should the problem be reviewed by this 
committee 

Mr. Casner. We are making no recommendation that you review it, 

The Cuairman. I noticed in discussing the Clifford rules, you made 
no referencé to section 673. 

Mr, Casner. In our report, we do make a reference to it and we put 
by it “no change,” so to that extent it is in the report, but we do say 
in our letter to you that merely because we say “no change,” that 
doesn’t mean that we have necessarily considered all of the aspects ot 
the problem. 

We had to make somewhat of a selection as we went through this 
material because of the time that we had available, but we did con- 
sider short-term charitable trusts and we decided not to recommend 
any change at this time. 

1 think we have an overall policy in the tax Jaw now that is rather 
favorable to charitable gifts, that encourages charitable giving. This 
is simply another part of that other overall pattern and it doesn’t 
seem to me to stick out like a sore thumb in the overall policy of 
encouraging charitable giving. 

The Cnarrman. It is a way to avoid limitations that we fix with 
respect to individuals or corporations for charitable contributions! 

Mr. Casner. That is right. 

The Crairman. [f we are to retain control for tax purposes of an 
individual's contributions as we purport to do under other sections 
of the law, we certainly can’t do it so long as this provision remains in 
the law. 

Mr. Casner. I think the unfairness that I see about it here is that 
you don’t give an equal opportunity for a person who has only earned 
income to make short-term charitable gifts. 

In other words, maybe you should broaden that and allow me to 
assign my income for 2 years to a charity and have it not included 
in my gross income. Then you would equalize the situation of chari- 
table giving as between persons that depend on earned income as com- 
pared with those that have unearned income. 

The Cuarrman. As I understand the definition of the revision, it 
works both ways. 

Mr. Casner. That is right. 

There is one other thing that we have done here that should be 
called to your attention. We have deleted section 678, which is the 
section that causes income to be taxed to a person who is not the 

antor on the ground of dominion and control. We have removed 
it and set it up as a new section 664 and brought it in under the tier 
system. The present section 678 clearly is inadequate in its present 
form. It doesn’t cover situations that ought to be covered. It leaves 
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some very bad holes. These holes could be closed by an amendment 
of section 678, but they are easily closed by bringing that provision 
back under the tier system and handling the cases where a non- 

ntor is entitled to draw down income or draw down corpus as 
Bagh the trustee actually distributed to him what he can withdraw, 
even though he has not made the distribution, and then tax him under 
the tier system as any other distributee. The holes close up very 
effectively, we think, by making that change. _ 

The Cuarrman. You have completely closed it. 

Mr. Casner. I think so. We haven’t found any gap yet that we 
think should be closed that isn’t closed. We have also made a cor- 
relation between this section and sections in the estate and gift tax 
law. 

Tt is quite common today to set up a trust whereby the income is 
to be paid to my son for life with power in my son to withdraw 

The reason for that $5,000 limitation is found in a provision in 
both the estate and gift tax laws that allows him to let that power 
lapse annually without any estate or gift tax consequences. Since 
go many trusts are set up of that type and they are encouraged and 
permitted under the estate and gift tax law, we have written into 
section 664 a correlating provision to prevent some adverse income 
tax consequences as a result of setting up that type of trust. 

Most of the rest of the recommendations that appear on page 8 
of the summary are of the conforming variety made necessary in 
order to carry out other recommendations which we have made, and, 
consequently, unless you have some particular question about them, 
it doesn’t seem to me that they merit any special comment from me. 

The Cramman. At this point, let’s recess then until 2 o’clock. 

(Thereupon, at 12:26 p.m., the committee recessed, to reconvene 
at 2 p.m., same day.) 

AFTERNOON SESSION 


The CHatrMAN. The committee will come to order. 


STATEMENTS OF A. JAMES CASNER, CHAIRMAN; GEORGE CRAVEN; 
JAMES P. JOHNSON; LAURENS WILLIAMS: AND WESTON 
VERNON, JR.—Continued 


The Crarrman. Mr. Casner, I believe we had completed the discus- 
sion of the so-called less important recommendations, and we are 
ready to go back now to the more important ones. As Mr. Mason 
says, pare the controversial ones. You wanted to take up the 
throwback ? 

Mr. Casner. I should like to take up next, with your permission, 
the problem of income taxation of estates. The recommendations 
we have made in this regard are found in section 663. I will go into 
throwback after that, with your permission. 

The Crarrman. That is on page 4 of the summary; is that correct? 
_Mr. Casner. Yes; in the summary you will find the recommenda- 
tions tom on page 4, and in our report the material begins on 
page 29. 
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Mr. Chairman, I think that the problem I am going to address my. 
self to now is one that calls for immediate action, much more so than 
the other things we have talked about. It seems to me that it may even 
be desirable for your committee to lift this problem out of the report 
and handle it as a separate item so that its passage may be expedited. 
1 recommend that at least consideration be given to this possibility, 

The Cuamrman. Would you tell us why, Professor Casner? 

Mr. Casner. This is an area where we think a very grave mistake 
was made in the 1954 code, and the continued operation of it simply 
increases the extent to which people are being subjected to what we 
regard as unfortunate tax consequences. 

The CuairMan. This is an unintended hardship, do you think? 

Mr. Casner. I think it was unintended. 

The Cuarrman. Is this listed as one of the unintended hardships 
in the Treasury list ? 

Mr. Casner. I think it was. Our proposal in this regard even goes 
to the point of recommending that the change be made retroactive for 
the benefit of people who , ore suffered the hardships under the 
existing law. 

The CuarrmMan. You would go back to the enactment of the 1954 
code ? 

Mr. Casner. That is correct. 

I should like, with your permission, to get this problem before us 
by visualizing a series of different situations. When a person dies 
the normal plan of disposition under his will involves some specific 
bequests of particular identified property, there will also quite fre- 
quently be some gifts of specific sums of money. Then there will be 
what we call the residuary gift, where the rest of his estate is all 
brought together and distributed for the benefit of the family in 
whatever way he has worked out. In order to appreciate this prob- 
lem se have to keep these three distinct types of estate arrangements 
in mind. 

I should like to take up first the residuary gift and examine how it 
is taxed under present law and what the changes would be if our 
proposals are adopted. 

Let’s assume that the residue of the estate is given one-half to the 
testator’s wife and the other one-half to his son. In that situation 
when the final probate accounting is worked out, the son will be 
entitled to half of the income and the wife will be entitled to half 
of the income. The residuary beneficiaries take income earned during 
administration in the same proportion as they share in the residuary 
estate. However, if the executor distributes to the wife in year 2 of 
the trust $5,000, and the distributable net income for that year is 
$5,000, and does not make a distribution to the son, the wife will have 
to pay a tax on the entire $5,000, even though one-half of the income 
— that year really is reserved in the trust and is eventually slated for 
the son. 

Of course, the executor, if he is smart enough, can avoid that result 
by making a distribution to the son of the same amount as he makes 
to the wife, so that then they would each be charged with the same 
amount of the distributable net income. But executors 

o not always operate in this area with adequate advice, taxwise, par- 
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ticularly in smaller estates. What is happening, of course, is that 
an executor takes care of the wife, which is a natural thing to do, 
holding back, so far as distributions to others are concerned, saint 
the executor takes a chance when he makes a distribution. He is per- 
sonally liable if he does not hold back enough assets to meet all poten- 
tial liabilities of the estate, so there is a natural tendency to go out of 
the way to take care of the wife but to hold back on the others. And 
in doing what is the natural thing to do in the process of administra- 
tion he produces a substantially unbalanced tax burden so far as the 
income tax of the estate is concerned. 

Furthermore, if, for example, a-considerable amount of the prop- 
erty in the residue is stock in a closely held corporation, and in order 
to get that stock out into the hands of the son who is running the 
business so that he will have the necessary control to carry on its 
operation, the executor makes a distribution of that stock equally to 
the wife and the son, that distribution of a basically nonliquid asset, 
an asset which is clearly corpus, will carry the distributable net income 
of the estate to the distributees. 

How are they going to pay the income tax on it? 

The only way they can pay the income tax on it is to liquidate a 
nonliquid asset, unless they have other money with which to meet the 
tax obligation that is thrown on them by this kind of a distribution. 

Even if what is distributed to the wife and son is stock which is 
liquid, you must bear in mind that when the distribution of stock out 
of the residue is made to a beneficiary, the beneficiary takes the basis 
that the estate had. If that stock has gone up in value since it was 
valued for estate tax purposes, and if it has to be sold to pay income 
— the payment of a further tax in the form of a capital gain will 
result. 

In other words, the present law as it operates in connection with 
residuary distributions requires that a proportionate amount of the 
distributable net income will be allocated to each distributee and this 
requirement creates these problems of unbalance with respect to the 
income tax loads, forcing the income tax load from time to time on 
people that are not prepared, financially, to meet it because of the 
nature of the assets that are typically distributed to them. 

We have proposed in connection with residuary distributions two 
changes to alleviate this matter. We have, first, proposed that the 
separate-share rule, which now applies only to trusts, be extended to 
estates. Let us see just the effect of that change in the first case that 
I gave, where we have the residue divided one-half to the wife and 
one-half to the son, with $5,000 of distributable net income, and we 
distribute $5,000 to the wife. 

By extending the separate-share rule to estates, the share of the wife 
and the share of the son will will each be regarded as separate estates, 
so that there will only be attributed to the wife’s separate estate her 
share of the income, which will be $2,500, where the distributable net 
income for the whole estate is $5,000. So when the executor distributes 
$5,000 to the wife, under the separate-share rule it will only carry her 
share of the income, or $2,500. So you avoid, by extending the sepa- 
rate-share rule to estates, the possibility of a distributee getting taxed 
on income that, in the final probate accounting, is allocable to some 

other share of the estate. 
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The second proposal is that for 36 months following death a distri- 
bution will carry to the distributee distributable net income only if it 
is a distribution identified by the executor as a distribution of income, 

If, for example, in the case that I gave, again, where half of the 
residue goes to the wife and half to the son, and we have $5,000 of dis- 
tributable net income, half of which will be allocated to the separate 
estate of the wife and half to the separate estate of the son ae the 
separate-share rule, and the executor makes a distribution to the wife, 
if he distributes to her closely held stock in a corporation, that would 
be a distribution of corpus and, therefore, none of the income allocable 
to her share would be deemed distributed to her but would remain 
taxed to the trust. 

Likewise, if he distributed to her any other item of corpus, it 
wouldn’t carry to the distributee any of the portion of distributable 
net income allocable to that separate share. So you avoid the problem 
of people receiving distributions and forced to liquidate the distrib- 
uted asset, with the resultant possible undesirable consequences, to meet 
an income tax bill that is forced upon them with relation to what is 
basically corpus and not income. 

Mr. Mason. Why the 3-year period ? 

Mr. Casner. Our thought was that that would be long enough to 
permit the closing of the administration of all but the more complex 
estates. If you get into the more complex estates that may require a 
longer time for administration, they are the estates that, on the whole, 
will have adequate, competent legal advice to keep them from falling 
into the traps that the present law creates. 

The question is: Does our 36-months proposal really, to any appre- 
ciable extent, open the door to serious tax avoidance ¢ 

Let me point out first that the present law permits substantial tax 
avoidance tm the hands of the person who knows what he is doing, be- 
cause under the present law, in the case where my wife and my son are 
each entitled to half of the residue, notice where an executor can 
throw the income tax load. 

He can throw it on my wife to whatever extent he desires, he can 
throw it on my son to whatever extent he desires, and he can throw 
it on the estate to whatever extent he desires. 

In other words, under present law there is quite a wide open door, 
in the hands of the experienced manipulator, to avoid taxes, by de- 
ciding whether to distribute or whether to retain property in the 
estate; if he distributes, to whom he distributes, and how much he 
distributes, in comparison with how much he distributes to another 
or retains in the estate, will determine tax consequences. 

If you adopt our proposal, you first cut out that manipulation 
entirely, because by setting up separate shares, the executor, no mat- 
ter what he does, can never throw more than the tax of a particular 
share on the distributee of that share. So the separate-share rule 
itself is a rule that cuts out the tax avoidance that is now available 
on a widespread scale with respect to these residuary distributions. 
What we do, however, after knocking out the present tax avoidance, 
is to permit the executor to identify what he is distributing within 
the separate share, and that phase of our proposal permits the execu- 
tor, by identifying what he distributes, to determine whether the tax 
load will be thrown on the distributee or will be retained by the 
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| astate. The possibilities of tax avoidance within that area I submit 


are not nearly as great as they are under the present law. 
Secondly, as a practical matter in connection with this situation, 
if you do not do this, you then force out into the hand of the dis- 
hates, as income, what is in the very nature of the assets of the 
estate basically corpus, and corpus that quite frequently is corpus 


| that is not easily liquidated to raise the money to pay the tax bill, 


and even if it can be liquidated, it may be only at the expense of a 
further tax because of the increase in value that may have occurred 
inthe meantime. 

Futhermore, it seems to me that this is an area where people re- 
act naturally to corpus not being taxed when it is basically a distribu- 
tion of corpus that is being made. It does not occur to the avera 
executor that if he hands out the family automobile as part of the 
residue, that that will be income in the hands of the recipient. It 
does not occur to him that if he delivers stock in a closely held cor- 
poration to the distributee that that will be income to the distributee. 
So these hardships occur when estates are in the hands of ple 
who are not experienced and who do not know all of the technical 
details. The present law is producing quite an unbalance, it seems 
to me, and quite unfortunate tax consquences as a result of not per- 
miting the executor to distribute corpus and have the tax effect the 
same as it would be when corpus is normally distributed. This is 
nothing more than the 1939 code rule that we are suggesting you 
adopt. It is not a rule that is new and fanciful. It was in operation 
for many, many years. I think the extent to which there was any 
significant tax avoidance under it was not a matter of very serious 
concern. In fact, the 1954 code was the one that really opened the 
door to tax avoidance by executors, and certainly that door should 
be closed to some extent, and the method that we propose to close it 
— to us to be a very fair and reasonable way to accomplish that 
result. 

Now let me move for a minute, if you will, to pecuniary legacies, 
gifts of a specific sum of money as distinguished from a gift of a share 
of the residue. 

Section 663 now provides that if an executor makes a distribution 
in satisfaction of a gift of a specific sum of money, a gift of $10,000, 
that that distribution will not carry with it to the legatee any of the 
distributable net income of the estate provided the terms of the will 
do not call for the distribution to be made in more than three install- 
ments. 

The installment rule was set up to prevent a person from setting up 
in his will an arrangement whereby for the life of a beneficiary a 
distribution annually of $10,000 is to be made; to set up a tax- 
annuity, in other words. 

In our deliberations in regard to this matter, we concluded that the 
emphasis was in the wrong place in the present three-installment rule. 
The tax-free annuity is produced by permitting a series of installments 
in different taxable years. The number of installments isn’t im- 
portant. It is how many different taxable years those installments 
can be paid in that is significant. Therefore, we propose that you 
amend the installment rule so that if the sums of money that are to 
be paid out cannot be paid out in more than 3 taxable years, no matter 
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how many installments, the distributions will not augment the gross 
income of the distributee. 

We think that this proposal will carry out what probably was the 
original intention in putting the three-installment rule in section 663, 

You must bear in mind that under State law, if I do not distribute 
a cash legacy by the end of the first year, it begins to earn interest 
from the en of the first year until the date I distribute it. In some 
States it begins to earn interest from the date of death. 

In New York I think it begins to earn interest 7 months from the 
date the executor is este Therefore, when the executor comes 
to pay a cash legacy, assume a gift of $10,000, he may have to pay 
more than $10,000. He may have to pay $10,000 plus the interest on 
that amount from a year from date of death. ‘The important thing 
to keep in mind is that the interest that he pays on that legacy is not 
protected by section 663, because it is not a gift of a specific sum of 
money. 

The only thing that is a gift of a specific sum of money is the 
$10,000. The regulations say that in order for a gift to be a gift of 
a specific sum of money, it must be an amount definitely determinable 
at the death of the testator. The amount of interest which may have 
to be paid is not determinable until the date of payment has arrived. 
So if the executor pays this $10,000, plus an additional amount of 
$800 as interest, the $10,000 is protected against carrying any dis- 
tributable net income, but the $800 will be distributable net income to 
the distributee if he is the only distributee and the distributable net 
income for that year exceeds that amount. So it means that in one 
year the distributee of a cash legacy is going to be taxed on the $800, 
though that may represent the interest for 2 or 3 years. 

The more dramatic situation in this regard deals with what we call 
a formula marital deduction gift, where you provide for a marital 
deduction gift by a formula that produces a dollar amount. 

The Treasury Department has taken the position that that cash 
legacy of that dollar amount is not a gift of a specific sum of money, 
because it is not an amount that is definitely ascertainable as of the 
death of the testator. 

Subsequent events, such as the discretion of the executor to deter- 
mine whether to take certain deductions as income or estate deduc- 
tions, affect the amount under the formula. Until he makes up his 
— ou can’t tell precisely what amount will be produced by that 
ormula. 

Let’s suppose that the formula produces $50,000, so the executor 
ahead and pays the widow such amount in the second year, and in 
that year she is the only distributee, and in that year there is $50,000 
of distributable net income in the estate. That entire $50,000 is in 
her gross income in that one year. 

So it means that what she ends up with is practically nothing under 
the marital deduction gift after the tax has come out. 

Furthermore, in connection with a case of this sort, if you satisfy 
a cash legacy by a distribution in kind, by a distribution of stock, that 
will cause the estate to realize a gain in the event that stock has gone 
up between the date it was mn for estate tax purposes and the date 


that it is distributed in satisfaction of the cash legacy. So you have 
the further result that though this marital deduction gift to the wife 
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isnot a gift of a specific sum of money for the purposes of section 663, 
it has been ruled that it is a gift of a specific sum of money for the 
purpose of the tax consequences when such a gift is satisfied by a dis- 
tribution in kind. So you have the double-barreled effect that she is 
taxed on the income, on all of it, if there is distributable net income of 
that amount, and the estate has incurred a capital gains tax at the 
same time by distributing in kind in satisfaction of it. 

These results are real results that are being reached today, and with 
rather disastrous tax consequences, because estates are frequently han- 
dled by executors who are not familiar with all of the intricacies of 
the operation of the tax laws in this area. ; 

If you adopt our proposals, first, the gift of the specific sum of money 
would be a separate share. Therefore, any time that it is satisfied and 
an saditioual amount also has to be paid, such additional amount 
would never carry to the distributee more than the portion of the 
distributable net income properly allocable to that specific sum as a 
separate share. 

urthermore, under the marital deduction situation, the wife’s 
amount, though it is not a gift of a specific sum of money, would be 
a separate share, and since it is basically corpus, you would never 
assign to it more than its proportionate share of the distributable 
net income. If you are satisfying it in full, including any additional 
interest that is owed, then, of course, you would tax to her only the 
proportionate amount of the income attributable to such separate 
share. 

If you made a partial satisfaction of a cash legacy, then under our 
36-month proposal, whether you are satisfying the income part or 
the corpus part would depend upon what is distributed by the execu- 
tor, what he determined he was peer conc, At But here, for all prac- 
tical purposes, you get no tax avoidance because you don’t satisfy 
cash legacies normally in part. You wait until you can pay them 
in full, including whatever interest may accrue on them. So that 
the operation of the 36-month proposal in this connection has no 
serious tax avoidance consequences that I can see. 

We now come to the final situation, and that is a specific bequest 
of property. If I give to my son my 100 shares of General Motors 


| stock, the distribution of that stock is exempt under section 663. It 


will not carry with it any distributable net income, unless distribu- 
tion is to be made in more than three installments. However, you 
must keep in mind that under the laws of the various States, the 
distributee of the stock is entitled to the income attributable to that 
stock, and that part of the distribution is not protected by section 663. 
So unless you adopt the separate share rule and set that specific be- 
quest off as a separate share, you have the same undesirable conse- 


| quences we saw were present in connection with a gift of a specific 


sum of money. 

If the separate share rule is adopted, then you attribute to the stock 
only that portion of the current year’s income that is attributable. 
to the stock as a separate estate, and the distributee will never get 
taxed on more than his proportionate share of the current year’s 
income. 

I have gone rather rapidly here and I have covered quite a number: 
of problems. This might be a good point to stop and see if you 
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would like for me to clarify some of the things that I have said, or 
raise some questions in regard to them. 

The CHatrman. You have actually covered, Mr. Casner, the two 
recommendations that are set out in the summary labeled “E” and “F” 
on pages 4 and 5, have you not? 

Mr. Casner. That is correct. 

The CHairman. These refer to the separate share rule, and the 
amendments to 663(a). 

Mr. Casner. That is correct. 

The Cuairman. You discussed it in the reverse order of the way 
I will ask the questions, if I may. 

Let us go to 663(a)(1) first. As I understand, under that section 
we are dealing with the exclusion from taxable distributions by a 
trust or an estate of specific sums of money or specific property pay- 
ments in not more than three installments. This was primarily in- 
tended to prevent the payment of tax by the recipient of pecuniary or 
specific bequests. Is that true, generally ? 

Mr. Casner. Yes; it was to prevent the distributee from having to 
pay a tax on any of the estate or trust income when he was receiving 
a gift of a specific sum of money or of specific property. 

The CHarrMan. We are dealing with those specific bequests in this 
instance in 663(a) (1). 

Mr. Casner. That is correct. ‘ 

The CuHatrmMan. Now let me ask you if under your recommenda- 
tion you thought in terms of limiting this three-installment rule or 
three-taxable-year rule to estates, specifically to estates rather than 
estates and trusts. 

Mr. Casner. No; we did not. We thought that the principle be- 
hind that particular exception would be equally applicable to distri- 
butions out of an estate and a trust. 

The Cuarrman. Then let me ask you this: If under your recom- 
mendation this does not actually operate as another exception to the 
throwback rule. 

Mr. Casner. Well, no, I don’t think so, because the throwback rule, 
of course, does not apply to estates. It never has applied to estates. 
As far as the trust is concerned, the throwback rule, of course, does 
apply provided you are making a distribution that is within section 
661 or section 662. But section 663 takes out of distributions under 
sections 661 and 662 the satisfaction of gifts of specific sums of money, 
so that in that sense it is an exception to not only the throwback rule, 

but to the whole concept of taxing distributees on the income of the 
trust if at the time of the distribution there is any income of the trust 
that might have been allocated to the distribution. 

The Cuamman, Let me think in terms of this specific example. 
Suppose I set up a trust of $300,000 and provide payment. shall be 
made in three installments $100,000 at age 30, and another $100,000 at 
age 35. Would such distributions be excluded under your proposal? 

Mr. Casner. They would be under present law as well as under 
our proposal, because there is a gift of a specific sum of money in 
not more than three installments. 

The Cuairman. That would be excluded under existing law ? 

Mr. Casner. Under existing law as well. The type of case we are 
changing under existing law is this: Suppose I give my son $100,000 
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- to be distributed to him in four installments over the next 2 years. 


There you have four installments involved, and even though the total 
isto be distributed only over 2 years, it will all be taxable to my son to 
the extent there is distributable net income available in each year of 
distribution. We are changing that case and saying that if the 
entire payment must be made within not more than 8 taxable oe 
that it will be treated the same as under the present three-installment 
rule. 

The Cuarrman. If that is the case under existing law, this consti- 
tutes a loophole, does it not ? 

Mr. Casnrr. Well, there has been in the law for a long time the 
general = that you can give a cash legacy to a person or a cash 
gift without that being income to the distributee. That is the present 
section 102, that gifts and bequests of money are not taxable income 
tothe distributee. 

If, for example, I give $10,000 to my son, nobody ever thought of 
taxing that tohimasincome. Now if I give him $30,000, but pay him 
$10,000 in year 1 and $10,000 in year 2 and $10,000 in year 3, then 
all I am doing is making a $30,000 gift and spreading over 3 years 
what would not have been income if all had been paid to him in 1 year. 
If I provide for the payments to go on indefinitely, I create a tax-free 
annuity if no 3-year rule exists. 

This is arbitrary, I admit, wherever the line is drawn. Even if 
you draw it at one installment, it is kind of an arbitrary rule. I don’t 
think it is anything that is shockingly different from what we have 
recognized to be the situation for a long time. 

e Carman. But is it or is it not, in your opinion, and in the 
opinion of the advisory committee, an area that needs to be tightened, 
ough it may not be, in your opinion, exactly a loophole? 

Mr. Casner. I don’t think so. We did not think so, at least. This 


/ isa rather typical family disposition that — to be permitted. If 


you don’t allow us to spread the payments, then you force us to give 
all the money out at one stage. On balance, it seems to me desirable 
to allow some but not unlimited installment arrangements in this 


rd. 
“The CuairmMan, You understand that I am merely trying to obtain 


your opinion on these points? 


Mr. Casner. I should like to ask Mr. Johnson with respect to these 
points. You will find Mr. Johnson differs once in awhile with me. 
The Cuarrman. I think you wrote a book on this subject at one 


_ time, did you not, Mr. Johnson ? 


Mr. Jounson. I have written papers on it; yes, sir. 

The Cuarrman. At least you have stated your position in public 
print. Do you wish to make a statement ? 

Mr. Jounson. Well, the distinction that bothers me is that in the 
example which you gave, of distributing $100,000 to your son at 
three stages, is a kind of funny way to go about it. The normal 
thing to do in drafting a trust of that sort is to say to give a third of 
the trust at the age of 25, a third at the age of 30, and the balance at 
age 35. The latter type of trust is within the throwback area. The 
one I think could only be drawn by a man who consciously has his 
eye on the statute and was trying to avoid a throwback. I think the 
rule ought to be consistent with regard to both of them. If the three- 
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installment rule is to be continued, then I believe it should be ex. | 


tended to fractional os of the corpus as well as specific amounts, 
In the present code t 
not as to future trusts. 

Mr. Casner. May I interject here that we propose an exception to 
the throwback rule that will take care of this to some extent. 

The Cuarrman. My point was this: That | you unintention- 
ally, but, I think, I, effectively in the example I give, create another 
exception to the throwback rule. 

Mr. Jounson. That is in existing law. 

The Cuarrman. I am not talking about your proposal, though. 

Mr. Jounson. Yes. 

Mr. Casner. So far as it operates in the estates, though, it is n 
because you never had the throwback rule in connection with estates 

The Cuarman. I understand. But this is in the case of trusts, 
The reason I am asking is whether or not this should be tightened in 
any way, or whether it should be taken care of at all in our study. 


at is true as to trusts created before 1954, but — 


r. JoHNnsoN. My personal feeling is that it either ought to be | 


tightened or liberalized. I think there ought to be a consistency. 
The Cuairman. There should be a consistency ? 


Mr. Jounson. Not to put a premium on the gimmick. That is what | 


T would like to see. = : 1 

The Cuamrman. But under the existing law there is definitely a 
premium put on the gimmick ? 

Mr. JOHNSON. Yes, 

The Cuarmmnan. Do youagree? 

Mr, Casner. No. I think it is all right to have it this rw a Where 
you are dealing with specific sums of money, I do not think it is un- 
natural to provide for distribution at certain ages, You do not have 
to do it on the fractional share basis as he suggests. Though if you 
liberalized it, the fractional share basis would also be available. It 
seems to me that there ought to be a way of getting corpus out at cer- 
tain ages without the disastrous We Lm that apply if you sub- 


ean the corpus distributions to all of the income tax rules that we 
ave set up. 

Tam satisfied that if you do it with specific sums of money that that 
will take care of the need and you do not have to liberalize it. 


The Cuarreman. Let us move to section 663(a) (2). You have al- | 


luded to that. The executor under your ary ire for a period of 86 
months, would be permitted to identify and label an amount as being 
a distribution out of corpus and, therefore, it would not be taxable 
to the recipient. 

Mr. Casner. That is right. 

_The Cuarrman. You suggested that that might be a vehicle for ma- 
nipulation and tax avoidance. 

Would it not definitely be? 

Mr. Casner. Well, Iam not so sure that it would be. 

The Cuairman. Let me give you acase. In this instance, the execu- 
tor labels a distribution of cash as being a distribution of corpus ata 
time and in a year when the estate had substantial income. Now 
should we permit that kind of a situation to develop and not be taxed! 

Mr. Casner. These cases each have to be taken in context. Under 
the separate share rule, only the income tax consequences with respect 
to the separate share are involved. 
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Of course, if the entire estate is given to one person, so there is really 
only one share, then you will get the case which will permit the maxi- 
mum manipulation because then the executor can, by identifying what 
he distributes out, determine whether it will be taxed to the beneficiary 
or whether it will be taxed to the estate. Under present law, he can 
do just exactly that by determining whether to distribute or to retain. 

The CuarrMan. I understand that. I am interested, as you are, in. 
the perfection of existing law. I wonder whether or not we had gone 
as far in this recommendation as we should go in perfection. I think: 
under the example I gave, you would admit that because of the desig- 
nation of that label, that distribution would not be taxed. 

Mr. Casner. That is correct, under our statute. When there is only 
one share, as in this case, the executor can determine whether income 
will be taxed to the distributee or whether it will be taxed to the estate 
for this 36-month period. 

Of course, I think it is hard to talk about this proposal unless you 
@mpare it with what the alternatives may be. 

If, in other words, we are willing to admit for purposes of argument 
that something should be done with the present law to change the 
situation, what are the alternatives if our proposal is not adopted ? 

One of the alternatives is to tax the estate as an entity and never 


, allow any distribution during at least some period of time, to shift 


the income from the estate to the distributee, the so-called entity 
approach to the taxation of estates. We feel that that particular rule 
can produce some very undesirable consequences, particularly in small 
estates. For example, you may have a distributee, a wife, who needs 
the money, and who is in the low-income tax bracket, and will have 
deductions against income, and if the distribution made to her will not 
shift the income tax thereon from the estate to her, but the income 
will be taxed in the estate at probably a higher rate without the 
benefit of the deductions available to her, you get into some very unfor- 
tunate results. The one really receiving the income, indirectly, has 
to pay a much higher tax on it than would otherwise be the case. And 
there are other examples that could be given. 

Most of us do not think that that alternative is a feasible one. 

The Cuatrman. You developed your suggestion, I assume, largely 
because of your desire to obtain some degree of simplification. 

Mr. Casner. Under our proposal, the result is what people who do 
not know much about the tax laws would normally expect. In other 
words, in the hands of the inexperienced executor, and I think 
throughout the country they number a much larger percentage than 
the experienced ones, the results, when explained to them, are under- 
standable. If an executor is distributing some stock out of the estate, 
and you tell him that that is going to be income in the hands of the 
recipients, he doesn’t understand it. The result is that he not onl 
does not understand it but he ignores it. That is, in effect, the t 
today when you tell him what is going to be the tax consequence. 

The Cuatrman. Then we have to weigh, do we not, the possibilities 
of manipulation, tax avoidance, on one side, with the simplification in 
your suggestion on the other? 

Mr. Casner. I think those two must be weighed, and how you come 
out in that weighing process depends on whether you think that the 
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possible manipulation within this relatively short period of time igs 
anything to be seriously concerned about. 

he other proposal that at your request we did prepare, and which 
we have in the  meeeg to our report, is a proposal that would limit 
the executor so that he could only identify as corpus distributions 
certain items in the estate; namely, those items that were in the estate 
at the time the testator died, and items that are traceable to items 
originally in the estate for purposes of determining basis. The main 
trouble with this proposal is that it throws on the executor a difficult 
job in the handling of estate investments, because if he sells a particular 
item and reinvests it, then he can no longer distribute it out without 
it nites 2 its share of distributable net income. To mold the tax 
laws, which are complicated and difficult enough, in a way that inter- 
feres with the normal handling of estate investments, seems to me to 
be a questionable alternative to follow. 

The CuHarrman. Assuming the separate share rule is extended to 
apply to estates, would not substantially all the hardship cases be 
par care of by adopting a distributions in kind approach in this 
area 

Mr. Casner. You would take care of most of the cases, yes. But 
you would complicate the administration of estates, with the invest- 
ment problem that I suggest. In other words, all you would be tak- 
ing out from under our rule would be cash distributions. 

other words, you still leave, even under the distributions in kind 
rule, the same area of manipulation, but you do not allow it with 
t to cash. 
e Cuarrman. Or securities? 

Mr. Casner. You would allow it under the distribution in kind 
rule if the securities were owned at death, at least under the proposal 
we make. 

So what you do, in order to cut out what to me is a very tiny area 
of possible manipulation, is complicate immensely the whole invest- 
ment problem of the average executor, by putting him in the posi- 
tion, “If I sell this and reinvest it, I can never come under the dis- 
tribution in kind rule,” and, therefore, he tends to retain an invest- 
ment when he possibly should have sold it from an investment stand- 

int. 

The Cuatrman. You have answered the question I was going to 
ask you: Should the distribution in kind approach exclude securities 
as well as cash from the operation of the rule? 

Mr. Casner. If you do that, then I think you have not eliminated 
what to me is one of the present-day difficulties. If the executor dis- 
tributes stock to a distributee that is nonliquid and he hasn’t any 
money to pay the tax bill, you may force him into trying to raise 
money on such securities to pay the tax bill imposed on him. 

Even if the executor distributes a liquid asset, you may force the 
distributee to liquidate it to pay his tax bill. The answer to this prob- 
lem is that almost anything that you can suggest as to income taxa- 
tion of estates, I can show you how the executor can manipulate to 
avoid taxes. There is inherent in the situation, I think, this possibil- 
ity of manipulation. Even under the entity approach, the executor 
can manipulate to avoid taxes. When that is true, it seems to me that 
the best thing to do is to go at the matter in a way that is as simple 
and direct as possible. 
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The Cuairman. I am forced, almost, into the position of accepting 
the situation, so let’s not have it so only the sophisticated tax person 
knows how to do it? 

Mr. Casner. Help out the other people, yes. 

The Cuarrman. If that is what we are trying to do, and I think 
all of us have a great deal of sympathy for the individuals who are 
not sophisticated taxwise and who do not have opportunities for tax 
manipulation and avoidance, why do we not just put a dollar limit 
on this 36-month rule ? 

What about letting them apply it in the case of estates under $60,- 
000? That would take care of the other people you describe. 

Mr. Casner. Some of them have more money than that. We 
thought of the dollar limitation rule in connection with this matter. 
In connection with any dollar limit, it should be kept in mind that it 
is surprisingly easy now for people to have estates that run up into 
rather substantial amounts. Any dollar limit is an arbitrary rule. 
They are always hard to justify. 

Anyway, you have the question of what do you do with the people 
who are over the dollar limit; do you leave them under the present 
law? If you do, that is far more wide open to tax avoidance in the 
hands of the sophisticated tax handler than what we are proposing, 
when you combine what we are proposing with the separate share 
rule. 

The Cuarrman. Is there any way, as you say, to develop rules in 
this area that can be simple and reflect justice and still not be capable 
of manipulation ¢ 

Mr. Casner. I think I could devise a rule but we would all be 
shocked at it. The rule could be that you figure the tax as many dif- 
ferent ways as possible and then tax the person on the basis of the 
rule that will produce the highest tax. en no matter which way 
you went you would not avoid the highest tax. But I think we 
would agree that we should not move in such direction. You can 
adopt the entity approach, our approach, the present law, and re- 
quire the tax to be figured all ways and say whichever produces the 
highest tax, that is it. 

he CHarrman. That may not always be equitable. 

Mr. Casner. No, I think not. 

The Crarrman. Does the 3-year rule under which the executor can 
identify distributions serve to —— holding open estates for the 
full period when otherwise they might be closed at an earlier date? 

Mr. Casner. I think it would certainly have that tendency, al- 
though I think the average estate today is not closed within 3 years, 
even in the smaller size estates. Estates just don’t move naturally 
and normally any faster than that. So that the most we are talking 
about is holding them open for maybe 6 or 7 months longer than 
they might have been closed. It certainly isn’t anything that could 
be very serious in the overall picture. 

The Cuairman. That is not a reason for not going ahead with it in 
your opinion ¢ 

Mr. Casner. No. I think if there was any great doubt about that, 
then the period should be less. We think 3 years is a happy compro- 


_Inise. Some people want 5 years, some want the 2, and we thought 3 


was a happy compromise. 
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The Cuarrman. Three years certainly is about as quickly as a large 
estate with complications can be closed. 

Mr. Casner. I would say most of them would probably take longer 
than that. If there is an estate tax, the return is not due until 15 
months after death, and by the time the return is audited you will be 
into your third year almost inevitably. 
The Mr. Mason will inquire. 

Mr. Mason. It seems to me our problem resolves itself into this: 
The proper incidence of taxes upon large estates handled by the 
skillful manipulator, shall we say, and small estates handled by un- 
skilled administrators, and how to resolve between those two points is 
our problem. In view of the fact that the small estates handled by un- 
skilled administrators are 80 percent of the total, or whatever amount 
it is, we better concentrate on these large estates with skilled manipu- 
lators so as to at least hold them down to a proper tax incidence. Is 
that not our problem ? 

Mr. Casnrr. Yes, I think so. But in doing that, I do not think 
you want to impose on the small ones, the inexperienced ones, the tax 
results that are likely to be unfortunate as to them. 

Mr. Mason. That is true. ‘Those are the ones we have to consider, 
and consider very carefully. 

Mr. Casner. And protect them, yes. 

Mr. Mason. The large estates will protect themselves. 

Mr. Casner. Yes, under whatever law you devise, I think, yes. 

Mr. Mason. That is all. 

The Cuarrman. Are there any further questions on this point, these 
two recommendations ? 

If not, you may proceed. 

Mr. Casner. Some of my colleagues may want to add to what I have 
said. 

Mr. Wiriu1aMs. Just for the record, I want to record my dissent 
from the opinion of the group on this problem of taxing estates as an 
entity. It is my opinion that this would achieve a tremendous simpli- 
fication, that it would not have the adverse tax consequences on small 
taxpayers if you did with it just one or two things which I believe 
would not involve an immense amount of additional complication. 

I believe that if you view the executor or administrator of an estate 
as what he really is, the personal representative of the decedent, con- 
sider him as simply stepping into the shoes of the decedent, and carry 


on that concept for a reasonable period of time, 2 or 3 years, enough so _ 
that the average small estate would be closed within that period, allow , 


the executor or administrator to file a joint return with the wife, 
allow the estate the same exceptions and deductions the decedent 
would have had if he had lived, that you would, in lieu of this tre- 
mendously complicated set of rules which the average country lawyer 
does not understand, and which, with all deference, the average in- 
ternal revenue agent does not understand, you would, in lieu of that, 
have a relatively simple system which, in my humble judgment, would 
be infinitely better ion imposing this terribly complex conduit sys- 


tem on the average American’s estate. I feel very strongly that that 
is something that ought to be explored a great deal more than even 
this committee did. I say this with all deference to other members of 
this group, most of whom are far more experienced than I, particu- 
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larly in the administration of large estates. But I do hope that that 
whole possibility will not be abandoned as something never to be 
thought of again, because I believe it holds real possibilities. 

The Cuarrman. Mr. Williams, does that possibility also have the 
element not only of possible simplification but of freedom from 
manipulation 

Mr. Witi1AMs. I think so. The only manipulation that I see that 
could be accomplished is this: The estate could do what the decedent 
could do if he lived. They could distribute the property. If they 
have income-producing property, they could distribute it, and once 
they have done so the future income on that property would be tax- 
able to the owner of that property. I think that is highly desirable. 
It is not only completely within the pattern of our whole tax system, 
taxing the income from property to the owner of the property, but 
it also would do something that I think would be good. It sould ut 
some pressure on everybody associated with the administration of an 
estate to move along and get it closed. The tendency in the tax law 
today is the opposite. The longer you keep it open and kick it around, 
the more tax you can save. Frankly, I think it would be a wholesome 
thing in that direction. 

I do not consider that it would be manipulation to make a rapid dis- 


tribution of an income-producing asset out of an estate. I am aware 


that in the large estates an executor has an important problem of being 
sure that he has adequate funds to pay the Federal estate tax. But 
I suggest, without knowing the statistics, that certainly the vast ma- 
jority of estates in this country do not have an estate tax problem. 

I believe that on balance, while it is true that many estates, the large 
ones, would have to pay in the aggregate larger income taxes than 
they do pay today, because today they can fragment the total income 
through the medium of distributions, it is not offensive to me to adopt 
the concept, “Well, after all, if the fellow had not died, if he had 
lived himself, it would have all been his income, all taxable to him”; 
it isn’t offensive to me to say, “Since he died, we will treat his personal 
representative as we would have treated him if he lived.” 

e CHAIRMAN. For every other purpose, he serves in his shoes, 

does he not? He serves in the shoes of the decedent. 

Mr. Wiuu1aMs. That is correct. 

The Cuarrman. Mr. Alger. 
Mr. Aucer. Are your views that you have just discussed located in 


Mr. Wiiu1aMs. They are, sir, with this exception. I have no pride 
of personal opinion. I am very reluctant to speak up now and I was 
very reluctant to dissent. I have almost more respect for the judg- 
ment of my associates on this group than I have for myself. I did 
not attempt in what little I had to say in the dissenting report to spell 
out in detail some things I have mentioned today; for example, file a 
joint return, permit the filing of a joint return for a limited period, 
allow the same exceptions and so forth, which would resolve the al- 
leged problems of hardship on the smaller estates. 

r. Aveer. I would not presume to take the time of this committee 
or your time to answer my questions on this, but I was merely seekin 
the information which you say you have. I would be glad to ene 
the time digging it out, if I can find it. 
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Mr. Casner. It begins at page 83 of the report. 

Mr. Axcer. This is not comprehensive, though, from what the gen- 
tleman has just said. 

Mr. Casner. It covers most of his points, but not the one he just 
mentioned, about how he would work out the filing of the return to 
get the benefit of deductions that might be available to a distributes. 

Mr. Aucer. Mr. Chairman, that might be important for us to have, 

The CHarrman. Mr. 

Mr. Ixarp. I would suggest, if Mr. Williams would be good enough 
to do it, that he, for the record, add any additional comments to his 
dissenting statement on page 85 of the report. I think it would be 
useful to the committee, Mr. Chairman, if he could do that at this 
point in the record. 

~The CuHamman. Without objection, that will be included at this 
point in the record. 

(The information to be supplied was not available at time of going 
to press. 

The | Mr. Casner, there is one further question I had in 
mind. What happens to the estate after the 36-month period lapses? 
Is it taxed then as a trust ? 

Mr. Casner. The present law then becomes operative. In other 
words, the estate will be taxed just as it is under the present law. We 
only make this exception for 36 months. In other words, any dis- 
tribution after 36 months will carry with it the distributable net in- 
come of the estate as modified by the extension of the separate-share 
rule to estates. The separate-share rule will continue right on so 
that you will never have allocated, to any particular ever arse more 
than the proportionate share of the distributable net income allocable 
to his separate share. 

The Cuamman. Then what is the effect of your proposal in section 
663(a)(2) which refers to reducing distributable net income by the 
amount of the existing and delete obligations 

Mr. Casner. You are correct. That would come into operation 
after the 36-month period and, under that rule, if, for example, an 
executor had outstanding possible obligations which, if they occurred 
would have to be paid out of estate income, he, in good faith, could 


set aside a certain portion of the estate income for that year to meet | 


those potential obligations and distributable net income for that year 
would be correspondingly reduced, so that the distributee could only 


be taxed on the amount of the distributable net income left after the | 


executor had taken out that reserve fund for future liabilities. 

The CHarrman. Are there any further questions on these two 
recommendations ¢ 

If not, Mr. Casner, do you want to take up the throwback rule? 


Mr. Casner. Yes. We will move now to the throwback rule. That | 


begins on page 5 of your small pamphlet, and in the larger report 
the recommendations in regard to the throwback rule begin on page 39. 


Let me talk just a few minutes about the purpose behind the so | 


called throwback rule. Under the law as it now exists, if I set up 4 
trust giving the trustee the discretion to pay the income to my son, 
or accumulate the same, and in year 1 of the trust he accumulates the 
income and does not pay it to my son, and then in year 2 he pays to my 
son not only the income of year 2 but makes an additional payment, 
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pursuant to an authorization that he has, over and above the second 
ear’s income, then under the throwback rule we will throw into his 

income for that second year not only the current year’s income but the 

amount of the previous year’s income that is distributed to him. 

However, in that year, that second year, we will not tax him a 

ter amount than he would have been taxed if the income for the 
first year had been distributed to him and he had paid a tax on it at 
that time. The object of this rule, of course, is to prevent a person 
from having income taxed in alternate years to the trust at a lower rate. 
If you did not have such a rule or rule of this type, in year 1 of the 
trust the trustee could accumulate the income and in year 2 distribute 
income for year 2 and year 1, and the distributee would be taxed only 
on year 2 income. Year 1 would have been taxed at the lower tax 
rate of the trust. By hedgehopping in that way, the trustee could cut 
down on the tax that would have to be paid by the beneficiary, al- 
though he eventually got all the income from the trust. 

NI of us, with the exception of one, felt that this rule should be 
preserved in some form, in spite of the fact that it does produce ad- 
ministrative complexities when you get involved in it. However, we 
think that the rule should be as liberal as possible to keep a trust from 
getting involved in it because of the extreme complexity that is pre- 
sented when you throw the administration of trusts into this rule; that 
you should be as liberal as ible as long as you do not undermine 
the very objective that was behind the establishment of the rule itself. 
Any exception you make undermines it to some extent. It is a ques- 
tion of whether the undermining has gone to the point that there is 
real fruitful opportunity for tax avoidance within the area of the 
exceptions that are made. The present law makes certain exceptions. 
For example, if the distribution in year 2 in the case that I gave you 
is not in an amount in excess of $2,000, then you will not get caught 
in the throwback rule. In other words, there is a $2,000 leeway. You 
can distribute up to that amount without getting caught in this rule. 
That was allowed, I suppose, because there is a point at which you 
reach the stage where it is de minimis, and it isn’t worth, for the tax 
revenue that may be produced, subjecting people to the complexities, 
~ anne complexities, that are presented when you get into 

e rule. 

Then the present law also makes an exception that payments in 
any amount, if they are to meet an emergency, will not invoke the 
throwback rule. There it was thought, and undoubtedly with some 
reason, that if the only way the payment in the second year can be 
made or, in fact, if it is made, to meet a real emergency, then it is not 
being utilized for the tax avoidance purpose that led to the creation 
of the rule. 

Then there is a third exception, that income accumulated during 
minority, if that income is paid out to the person from whom it was 
withheld, the payout will not invoke the throwback rule. 

That, clearly, is an exception that undermines the rule. It is pos- 
sible for me to set up a trust for a minor and provide for payments 
of income to the minor in alternate years and have it taxed to the 
trust in alternate years, and thereby do the exact thing that the throw- 
back rule was designed to prevent. But evidently when this arrange- 
ment can only relate to a minority, it was, for some reason or other, 
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thought that the exception should be allowed, and to the extent it 
undermines the rule we will have to live with it, with that exception, 

There is another exception which says that payouts on termination 
of a trust will not invoke the throwback rule, if nothing has been 
added to the trust within the last 9 years of its existence. This ex- 
ception, we think, should be modified. 

t us take this case: Suppose I set up an inter vivos trust, and 
sa for the accumulation of income in the discretion of the trustee, 
en years after it is in operation I die, and in my will I provide that 
roperty in my estate is to be added to that trust. That is a per- 
ectly normal provision. Then, a few years later, the trust comes to 
an end under its own terms. 

There, the accumulated income for the last 5 years, even though 
it relates to property that was in that trust before anything was added 
to it by my will, is subjected to the throwback rule. e are sug- 
gesting a modification with respect to the 9-year rule so that in the 
case I suggested, or in any other case, when property is added to the 
trust, only that proportion of the accumulated income that is attrib- 
utable to the property added within the last 9 years will be subject 
to the throwback aM That portion of the accumulated income 
that relates to property that has been in the trust for more than 9 
years will be free, under the exception, from the operation of the 
throwback rule. 

We are modifying the existing exception in a manner that I think 
preserves whatever reasons were behind the original exception, but 
we prevent accidental additions from knocking out the availability of 
the exception to the certain accumulations. 

There is no doubt that the 9-year exception undermines the throw- 
back rule to some extent. Again, it is a balancing of whether or not 
there should be some exception on the termination of a trust to pre- 
vent it from getting involved in the administrative complexities of 
the throwback rule. Wherever the line is drawn, to some extent it 
enables people to work out arrangements that undermine the reasons 
behind the throwback rule itself. 

We propose several additional exceptions to the throwback rule. 
We have recommended that a trust should also be free of the throw- 
back rule if there is a distribution on termination as a result of the 
death of a beneficiary, if the income that is withheld is income that 
could have been paid to that beneficiary. 

Now, for example, take this situation: Suppose a trust is set up 
to pay the income to B or accumulate it and with discretion in the 
trustee to pay. out the accumulated income to B, with a remainder 
over on B’s death. B dies. If B hasn’t lived 9 years after the 
trust was set up, the throwback rule will be invoked on the termi- 
nation of that trust when there is a distribution of the corpus to the 
remainderman. Whereas, if B had lived more than 9 years, there 
will not be. We think when you are dealing with termination 
of a trust on death, that that is such an unpredictable event, that any 
time that a trust terminates on the death of a person to whom the 
income could have been distributed, then the payout on the termina- 
tion of the trust should not subject the remainderman or the trust 
to the complexities of the throwback rule. 
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To the extent that this exception is adopted, you will find people, 
of course, who will undertake to manipulate within the range a its 
operation. For example, I have a 90-year-old aunt, and I set up.a 
trust whereby the income may be wail to the aunt or accumulated, 
and on her death the trust is to terminate and the remainder is to be 
paid over. She does not need the money. I realize the trustee will 
never pay the income to her, and thus the trust is merely a means of 
accumulating income until she dies 2 or 3 years later. the mean- 
time the accumulated income is taxed to the trust and will pass to 
the remainderman free of the throwback rule. 

Sometimes these 90-year-old aunts, however, fool you and live 
along time. If you start gambling on tax avoidance which is de- 
pendent on the time people may die, you may get burned more often 
than you will get a benefit from it. 

We also pores a further exception. If there is a final distribu- 
tion upon the attainment of a designated age, under a trust that is 
set up in a person’s will, or under a trust that is a revocable inter 
vivos trust, the throwback rule may not apply. Here is what happens 
in these cases: You come to me and I draw a will for you. You say, 
“T want my property distributed to my son when he attains 35. He 
is now 20,’ 

I draw the will, and provide therein that the income is to be paid 
to your son or accumulated until he is 35, and then the corpus and 
accumulated income is to be distributed to him. Under the present 
law, if you die within the next 5 years, then we can distribute out to 
him at 35, under the 9-year exception rule, the corpus and accumulated 
income. But if you happen to live so that when you die it is within 
8 years of when he will attain 35, then when we distribute it out to 
him at 35, the distribution is caught in the throwback rule for the 
last 5 years. 

People don’t get around to revising their wills regularly, and, 
therefore, trust terminations at a certain age, which are quite com- 
mon, we feel ought to be protected from getting involved in the 
throwback rule, even though the termination in fact may occur before 
pers from the date the trust is set up, when it is a trust under a 


Now, we do hedge on that, however, and we do not allow a series 
of trusts to be set up in a will in this way. We say this can only 
be done once. Thus, I can’t set up in your will a trust for your son 
to be distributed at 35, and another one at 36, another at 37, and 
another one at 38, and thereby remove them all, on termination, from 
the throwback rule. 

In such a case, if the throwback rule does not apply, it will have 
to be under some other exception, except for the first trust. We allow 
one termination on the attainment of a designated age to be outside 
the throwback rule. 

Finally, we are recommending that a further exception be made in 
connection with what I call peel-off trusts. This is quite a common 
family situation, where I set up an inter vivos trust now, and I direct 
that the trustee divide the trust property into as many shares as I 
now have children. Suppose I have three children now. He sets up 
three trusts, one for each of my children. But suppose I have another 
child. I want to be certain that he shares equally with the three I 
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now have. And I haven’t any more money to put in trust to take 
care of him. So we write in a provision that if child 4 is born, a 
new trust will peel off for him, and the corpus of that trust will come 
from each of the three trusts for the existing children, each to con- 
tribute proportionately to make up the share for this new fourth 
trust. 

Under present law, when that peel-off occurs, and the new trust is 
set up, it isn’t clear as to just what the tax consequences may be, 
If the distributable net income of the existing trusts is deemed to go 
over, all of it, to the new trust, then you get an unbalanced tax 
result in the year the new trust is set up. 

We think that in the year that the new trust is set up, the tax 
result ought to be a balanced one. Furthermore, the new trust ought 
to pick up for the throwback rule its proportionate share of the 
undistributed income from the existing trusts, so that when you end 
up each trust has its proportionate share of accumulated and distrib. 
utable net income. 


I do not look upon this exception as anything that opens the door to 
tax avoidance. It seems to me it is simply permitting the workin 


out of a perfectly normal family relation for the benefit of an after- 
born child when the present law might produce a substantially un- 
balanced result, both as to current income and as to the operation of 
the throwback rule itself. 

These are the additional exceptions. One is a modification of an 
existing exception and the others are new exceptions to the throw- 
back rule. 

The Cramrman. Professor Casner, just for purpose of the record 
what we are concerned about when we discuss the throwback rule 
is whether or not income accumulated over a period of time and dis- 
tributed in a year when there is income earned, is to be taxed as income 
in the hands of the distributee. 

Mr. Casner. That is right. 

The CuamrMan. We say in present law that if there have been 
accumulations in a 5-year period previous to the distributions which 
are in excess of the distributable net income, that we throw that 
additional distribution, which comes from such accumulations, back 
into that 5-year period to see whether or not it equals or is less than 
the amount of the accumulations or earnings in that period. What 
we are trying to do here is to ascertain whether or not the distribu- 
tion in excess of the earnings of the taxable year is a distribution of 
income or is a distribution of corpus. Is that, generally speaking, 
what we are trying to ascertain ? 

Mr. Casner. Well, I think what you have said is generally cor- 
rect. I might just add this to it, that what we are trying to do is to 
prevent a person from ending up with an overall lower payment of 
taxes by having income that is later paid to him taxed to the trust 
as a tax entity in what may be a lower bracket. We only go back 
5 years, under the present law, for the purpose of bringing about a 
result that will make it be taxed to him as though it was paid to him 
in the year it was accumulated. But we are only doing this with 
respect to that proportion of the income in each year, which is accumu- 
lated and taxed to the trust. We are trying to get an end result 
that will be the same, or at least will be no worse for him, than if it 
had been taxed to him rather than accumulated in the trust. 
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The Cuairman. What I am trying to get for purposes of the record 
js this: The trust earns $10,000 in a year in which $30,000, say, 1s 
distributed. You look back to the previous 5-year period to see 
whether or not there has been this additional $20,000 earned by the 
trust and not distributed to decide whether or not the $30,000 will be. 
taxed or the $10,000 will be taxed. 

Mr. Casner. That is correct, that is what you are ering, 

The Cuarrman. And if you find that the trust has actually earned 
in that 5-year period this $20,000, and has not distributed it, you 
know that the trust has paid a tax on that as an accumulation of the 
undistributed part of its income. 

So would you say that under those circumsttnces the tax, havin 
been paid, that the distributee receiving the $80,000 will only be tax 
on the $10,000, or what? 

Mr. Casner. No, There when you find that this extra 20,000 you 
have described was income that had been accumulated by the trust, 
not distributed, and that the trust had paid a tax on it, under the 
throwback rule, you say to the beneficiary, “You are going to be taxed 
on $30,000, However, we will not assess that tax on you at more than 
the tax you would have had to pay if each of these items had been 
distributed to you in each of the 5 years, and added to your gross in- 
come for such years.” 7 

The beneficiary figures his tax two ways: He figures first “What tax 
would I have to pay on this entire $30,000 in the year of distribution,” 
and then he recalenlates his tax for the last 5 years to determine how 
much he would have to add to the taxes paid in those 5 years if in 
each of those 5 years the Income that is now distributed to him had 
been distributed to him, and he pays the lower of those two methods 
of determining his tax. He gets a credit, however, against the tax 
he so figures for the tax the trust paid on that accumulated income. 

The Cuamrman. He gets the credit for the tax that the trust pays. 
That is what I wanted to bring out. 

Mr. Casner. That is correct. 

The CHatrMan. So under the circumstances, really—— 

Mr. Casner. I have just been reminded that the tax the trust paid 
isadditional income to him. In other words, he has to add that to his 
$30,000 and include it in his gross income, and then he gets a credit 
for the amount of the tax paid against the tax that is calculated. 

Mr Mason. The only way, however, that you could hand out $30,000 
and only take in $10,000 would be that $20,000 of it would come out of 
the corpus. 

Mr. Casner. No. It could be income accumulated in previous 
years and not distributed. 

Mr. Mason. Well, if you had accumulated it, yes. 

Mr. Casner. If you don’t accumulate income, you do not get this 
problem at all. 

The Cuarrman. We are talking in terms of a trust that accumu- 
lates and does not pay out the entire income in each year. 

Mr. Casner. That is right. 

The Cuarrman. But in this area we are not dealing with the prob- 
lem of a double tax on the same earnings. What we are trying to do 
is to find out under these rules, these throwback rules, whether it is 
taxable income in the hands of the distributee, and, second, the year 
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in which it is to be taxed in the hands of the distributee. Those are 
the two things we are trying to get to, are they not? 
Mr. Casner. Yes. 

The Cuarrman. When you provide an exception to those general 
rules, do you not in fact provide for the avoidance of the tax? 

Mr. Casner. No, because the tax will have been paid by the trust, 
All we are doing is saying that we are not going to shift the tax from 
the trust to the beneficiary. 

‘The Cuarrman. You are not providing for tax exclusions? 

“Mr. Casner. No. 

The Cuaimrman. You are merely providing for a shifting of the tax 
from the trust to the distributee? 

Mr. Casner. That is correct, yes, sir; so that the tax is always paid 
by the trust on the accumulated income. That may actually be a 
lower tax than the tax would be paid if it were shifted to the bene- 
ficiary. 

‘ The Cuarrman. What would the tax rate be in the hands of the 
trust ? 

“Mr. Casner. Well, that would depend on the total amount of in- 
come. The trust starts at the bottom rate and works right up just 
as an individual would through the various rates. The rate will 
depend on the amount that is involved. 

’ For example, if the trust had $10,000 of taxable income, it would 
pay a tax of $2,640. However, if that $10,000 had been distributed, it 
might have been added on top of other income of the beneficiary, and, 
therefore, taxed at a much higher rate, so that if the beneficiary can 
have it taxed to the trust in 1 year and then get it out of the trust 
the next year, if he can do that, he may end up with more money in 
his pocket than he would have if the trust income was taxed to him 
in each year. 

The throwback rule is designed to prevent that kind of jockeying 
and manipulation. 

The Cuarrman. The trust itself is taxed under the rates applicable 
to the individual? 

Casner. That is correct. 

The CHarrman. The avoidance, if any, in tax, is on the part of the 
beneficiary of the trust? 

Mr. Casner. Yes. It is avoided in the sense that if it had been 
distributed to him, it might have been taxed at a higher rate. 

The CHarrman. That is right. And it is possible that some of the 
accumulations that are retained in any given year may possibly be 
retained because the beneficiary would pay a much higher rate of tax. 

Mr. Casner. That is the normal reason for doing it, yes. 

_The Cuatrman. That is the normal reason for doing it ? 

‘Mr. Casner. That is right, yes. 

The CHarrman. So that it is a splitting, really, of the income 
between the beneficiary and the trust for tax purposes, and if it is 
split evenly and the beneficiary has no other income, of course, both 
the trust and the beneficiary in the process pay less tax than the one 
taxpayer would pay if he paid it on all. 

“Mr. Casner. That is right. Logically you might say that there 
ought to be an indefinite throwback rule. 

‘©The That is what F am leading up to. 
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Mr. CasNer. That, by the way, is what would really happen if you 
adopted the wait-and-see rule we were talking about this morning. 

The CHarrman. You suggested in your report, I think on page 41, 
that you considered two major questions in this area, whether the 
throwback provision should be repealed entirely, and, if not, whether 
other exceptions in addition to those proposed should be made. You 
followed the latter course, undoubtedly. 

Mr. Casner. That is correct. 

The Cuarrman. Am I correct, then, in assuming that the advisory 

up concluded that in no event should the throwback rule be 
tightened ? 

r. Casner. I think that is a fair assumption, because we feel that 
if you move in the direction of throwing more of these trusts into the 
administrative complexity of the throwback rule, you are subjectin 
trust administration to expense, terrific expense, in the handling o 
trusts, and that this is not justified in the light of the possible loss of 
revenue that may be involved. 

The CuarrMan. We are dealing here, it seems to me, with a clear 
case where the purpose, the sole purpose, is to obtain a lower tax on 
earnings from a given source in a given taxable year. 

As you pointed out earlier, a trust does not pay out all of its earnings 
in a given year to the beneficiary because of the tax consequences to 
the beneficiary. 

Mr. Casner. That may not be the only reason. There may be many 
other reasons. 

The Cuarrman. I know, but that may well be the general reason 
or the important reason. I think we have to assume that it is, at 
this moment. Any exceptions to the rule of transferring the tax from 
the trust to the beneficiary in the end result can only give rise, as I see 
it, to the greater failure to pay the tax that anybody else would pay ona 
like amount of income. 

Why, then, if we are dealing in an area where that is the primary 
purpose, would we not be justified in place of liberalizing, going in 
the opposite direction, and definitely tightening it. I wonder if the 
advisory group considered whether or not the 5-year throwback 
period should be changed to an 8- or 10-year period; whether or not 
the iia rule should be changed to 15 or 20 years, as an 
example. 

Did you think in terms of whether that would be advisable ? 

Mr. Casner. I think in fairness, the answer to your question is that 
we did not go into those things because we concluded, I think, rather 
early in our deliberations, that the administrative complexities of the 
throwback rule itself were such that it was somewhat difficult to 
justify its existence at all in this area in spite of the possible loss of 
revenue that may be produced, and that if the rule is to exist, as we 
thought it should, to prevent flagrant cases, there ought to be as liberal 
exceptions to it as possible, as long as the exceptions were not of the 
type that would permit flagrant situations. 

A flagrant situation is one where you distribute income in alternate 
years, or in every third year, to the beneficiary. . 

I can avoid the tax under the present 5-year rule by waiting 5 
years. But the 5-year waiting period seems to discourage employing 
the device for tax avoidance purposes. People cannot wait that long 
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for their money normally. So we thought the rule was tight enough 
to prevent the flagrant situations, and that this was not an area where 
it was important or essential that you go to the point of making it 
100 percent proof. 

For example, if you are going down this road, and you really want 
to eliminate the possibility of tax avoidance, you have to go back 
of the throwback rule. Suppose I set up a trust and authorize the 
trustee to spray the trust income among the various members of m 
family. Comes time to pay out the income and what does the trustee 
do, if he is a good trustee? He sees what income tax bracket. each 
member of my family is in, and he sprays it, so that it will be taxed 
to the family unit in the lowest possible brackets. 

That is not even a question of accumulation. If you are going to 
deal with this matter and say we are not going to allow people to 
make trust arrangements which may reduce income taxes, you have 
to go to a point, I think, of setting up a method of ruling out dis- 
cretionary trusts, because the minute you have a discretionary trust, 
then, under the present system, it permits the allocation of income tax 
load in different places. 

If you want to kill off discretionary trusts, make them impossible 
to have from a tax standpoint, you have to go all the way down the 
road. If you decide a discretionary family trust is a useful family 
vehicle to allow, then it seems to me that you ought not so encumber 
its administration for the purpose of covering every possible case as 
to throw them into extreme administrative complexity in their 
handling. 

Once you admit them at all, it seems to me, you then are down the 
road that you have allowed some change in the tax consequences 
through an individual's exercise of discretion. 

The CuarrMan. I do not want to interfere with the administration 
of the trust or the trustee. I do not want to do anything to destroy 
the use of this as a family vehicle. But I cannot for the life of me 
see any social, political, or economic justification for treating income 
derived through a trust arrangement any differently under tax laws, 
than from the way the income of somebody who is trying to make a 
go of a business is treated under existing tax law. 

4 ae ‘rao Isn't that the only reason for setting up the trust, to 
o that ! 

The Crarrman. I think it is the main reason for setting up a trust 
and accumulating earnings. 

Mr. Casner. What you are doing, then, is saying if I set. up a trust 
for children of mine, and I do not want them to have money unless: 
they may need it in particular years, but I want it to be accumulated, 
maybe, so that they may have it later to buy a business or to have 
some education, that then when that trust is terminated and they get 
ra money you are going to throw a whopping income tax load on 
them. 

It has been taxed in this period. They have not had the money. 
The trust has had the money. It has been taxed to the trust, the 
entity that had control over it. Now we are going back to reshuffle 
the whole thing when I had a perfectly normal and natural family 
objective to attain. 
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The CuairMan. I am not arguing with the situation where all the 
money is retained and erst for the benefit of the person at 
age 21, age 30, or any such age, because there, there is a tax paid. 

Mr. Casner. That is what we are arguing for. 

The CuHairman. What I am talking about are these situations 
wherein we have the necessity for throwback rules, because we have 
a trust paying out, say, 50 percent of its earnings in a year to the 
beneficiary, retaining 50 percent of the earnings, splitting it so that 
the total tax effect upon that 100 percent of earnings is less than what 
it would be if it were all taxed initially in the hands of the trust, or 
if it were all taxed finally in the hands of the beneficiary. 

pee Cagwan. Would you tax the beneficiary even though he did not 

t it? 

The CuarrMan. I am not talking about who we tax. It would not 
be the first time a taxpayer had paid a tax on something he didn’t 
have, so long as he had the right to it. 

Mr. Casner. Suppose I give my trustee discretion to pay the in- 
come out to my son or accumulate it, and in a particular year he only 
needs half of it, for purposes of paying his educational] bills. 

Is he going to have to pay the tax on the full amount, when he 
only got half of it, or is the trust going to have to pay a tax on the 
full amount when the trust only had half to use? 

The Cuatrman. If he is working for somebody and received it, he 


would. 


Mr. Casner. He would pay a tax on what he received. He wouldn’t 

pay a tax on what was withheld, if he didn’t have any right to it. 

ou have certainly put your finger on the problem. I think we 
might go at it in this way: If you assume the present exceptions 
should be retained, I don’t think what we are proposing in addition 
seriously changes the present situation. I think we are proposing in 
addition what are perfectly logical exceptions of the same type as 
the original exceptions. 

They involved arrangements that are family dispositions of a nor- 
mal type which one should be allowed to establish without getting 
caught in the administrative complexity of the throwback rule. 

The CuHatrMan. Here is one: Your proposition would except from 
the throwback rules distributions of accumulated income which are 

uired to be made on the death of an income beneficiary ? 
r. Casner. If the income could have been paid to that beneficiary. 

The CuHatrmMan. Well, does not this in effect even broaden the 9- 
year rule exception ? 

Mr. Casner. Yes; it broadens it if the beneficiary dies before 9 
years after the trust has been set up. 

The Crarrman. Your report recognizes that this proposal itself 
may encourage manipulation in the tax laws ? 

Mr. Casner. Yes. The 90-year-old aunt case I gave is an example. 

The Cuarrman. Why is it desirable, then ? 

Mr. Casner. Because typically trusts are setup to terminate on the 
death of the income beneficiary. When they terminate and the trust 
is wiped out and there is a final distribution of the assets, at that stag 
to throw the beneficiaries into the complexities of the throwback rule 
on the happenstance of whether the person died within or without a 
particular period of time does not seem to me to offer any real serious 
tax avoidance planning. 
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The Cuamman. Your suggestion to broaden the exception now con- 
tained in the law relating to distributions of accumulated income where 
a beneficiary attains a specified age, applies now in the law to trusts 
created before January 1, 1954? 

Mr. Casner. Yes; and there it allows three distributions. 

The Cuatrman. Your modifications would apply to trusts created 
after January 1, 1954; is that right? 

Mr. Casner. That is right. But only on final distribution. The 
other applied to partial distributions. 

The Dicaiesease Wouldn’t this proposal greatly enlarge the area of 
avoidance of the throwback rule? 

Mr. Casner. I do not think so, because it is not anything that you 
can plan for to a serious extent, because we are dealing only with trusts 
that come into operation by the death of a person. e have been 
moved all along in our philosophy here by the fact that when somebody 
must die to produce the opportunity, that is not a tax avoidance ar- 
rangement. 

The Cuatrman. As I remember in the code of 1954, we adopted the 
throwback provisions because we thought it was not right for a trust 
to earn money in 1 year, accumulate it, and pay it out in another year, 
and thus obtain a lower bracket rate. We decided then it was sound 
policy not to unduly narrow its application and we limited this exce 
tion to trusts in existence before then. I do not know whether the 
exceptions should be broadened in order to ease the administrative 
burdens or not. It seems to me like it might be a pretty high price 
to pay for that. 

Mr. Casner. This is a different problem, I think, because there you 
were dealing with periodic distributions, and attainments of different 
ages, which were not necessarily distributions on termination of a 
trust. 

You recognized in 1954 that termination of a trust after 9 years 
ought to be an exemption to the rule. Now we are ap that 
where termination occurs when a person dies, the result heald not 
turn on whether he dies more or less than 9 years from some date. 

The Cuarrman. Let me assure you that I realize that there are 
complications in this rule, and that, I recognize, the legitimate ob- 
jective you are trying to attain, the elimination of complications. I 
realize that. But rather than broaden these exceptions, would it not 
be in your opinion advisable for us to concentrate on improving the 
administrative aspects, to try to reduce the complexities that way 
rather than creating new exceptions. 

Mr. Casner. Well, if that could be done, I certainly think that would 
be a step in the right direction. 

The Cuamman. What I fear is this: If we apply the exceptions 
last year, come along this year and apply more exceptions, next year 
we will apply more exceptions, we will completely obliterate the rule 
in time, the way we are going. 

Mr. Casner. If youcarry it too far, you will. I think the philosophy 
of these additional exceptions is within the philosophy of the original 


ones, and thus you really will not broaden the area of exceptions that 


you set out to recognize. I i 
Let me say that the one on the peel-off trusts that I described I think 


is in an entirely different category. 


nes 
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The CHarrman. I will agree with you. And that appears to me as 
being very sound. 

Mr. Casner. Yes. That does not have any of the features that 
the others have. I think that is simply an arrangement that if it 
had been thought of originally would have been recognized as some- 
thing that should have been permitted to operate without creating an 
unbalanced tax result. 

_The Cuarrman. Does this peel-off proposal limit exceptions to 
peel-off trusts created for afterborn children ? 

Mr. Casner. It is not limited to afterborn children, but it is limited 
to those trusts which are required to be established by the occurrence 
of an event. 

The Cuarrman. It is not limited to trusts created for afterborn 
children. It is possible under your proposal to create other types of 
trusts. It seems to me that there again we create an opportunity for 
abuse, 

Mr. Casner. Not, it seems to me, as long as it is required to be done 
by a formula that is spelled out at the time the trust itself is created. 
In other words, as long as it is not up to the discretion of someone to 
do it. 

I agree if you say I give nomeneey discretion to set up these trusts, 
that would be wide open. But if I set up a trust and say if these 
events occur, there is a required peel-off of another trust, then, it seems 
to me I have not opened the door, because I have set it up on events 
that I cannot be certain whether they will occur or not. 

In addition to the afterborn children, for example, there is the after- 
adopted children that may come into the picture. 

The Cuarrman. In order to avoid the creation of other types of 
trusts and, therefore, abuse, don’t you think it would be well for us, 
on page 26 of the bill H.R. 3041, where there is no mention of the 
afterborn children, to spell out exactly what we are talking about? 

Mr. Casner. I should certainly think that would be better than 
leaving it as it is. The only danger with any spelling out is whether 
Peed you leave out something that ought to be in. That is the 

ifficulty. 

As long as it is required by a formula established at the time the 
trust is created I do not see any real danger of manipulation. 

Mr. Mason. May I ask in this peel-off business, I am not expecting 
another child, but one of these that I have set up the trust for might 
be stricken with polio and be incapacitated ana Y might want to say 
“T want him to get twice as much as these others who are able-bodied.” 

The CHamrMan. I am not arguing with that. I have already said 
that I thought that the proposal might be a very sound objective and 
a sound approach. But what I am concerned about is that the lan- 
guage of the bill proposing to do that does not specify that. 

. It permits, I think, the creation of other types of trusts. If that 
is the case, it may lead to abuses. 

Mr. Casner. I think the other kinds of trusts where there would be 
real tax avoidance would be if I provided that in the event the income 
of these trusts exceeds $10,000, then a new trust would peel off for 
each of the present beneficiaries. But that would be caught under the 
multiple trust section; in other words, the only types of peel-offs that 
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might produce a savings of that sort are caught in the multiple trust 
provision. 

If you have your multiple trusts rule, it will prevent you from 
peeling off another trust to get another entity for the same benefi- 
ciary. And setting this up under a formula at the beginning of the 
trust, you are not, It seems to me, opening the door to any manipula- 
tion in this area that is significant, but simply providing for chan 
in the trust arrangements on events where it may be essential to do so 
for the purpose of properly caring for the family. 

I think it has to be considered in the context of the multiple trusts 
situation. But if you didn’t have that rule, I would agree that you 
could not leave it like this, or you could keep peeling off trusts for the 
same beneficiaries, and that would be bad, definitely. 

The Cuatrman. After our discussion of this morning, do you think 
we ought to combine testamentary and inter vivos trusts under the 
multiple-trust proposal ? 

Mr. Casner. I would continue to keep them separate, but I would 
not feel terribly upset if you combined them. 

The Cuatrman. Are there any questions on this point? 

Mr. Casner. The final point, which, I shall dispose of rather briefly, 
is our recommendations in connection with income in respect to the 
decedent. 

The Cuatrman. I did have one more question, if you will pardon 
me. 

What I wanted to ask was this, with respect to this throwback : If 
we could not move in the opposite direction of tightening by not cre- 
ating more exceptions, and could we make the a simpler by not 
maintaining the character rules for income in applying the throwback 
provisions 

Mr. Casner. I do not think I heard the question. Would you 
repeat it? 

The Cuarrman. What I am thinking about is this: In place of going 
in the direction of creating new exceptions for purposes of simphi- 
fication as you suggest, to eliminate complexities that are now in the 
law, would we not make the law simpler by eliminating the character 
rules for the income which is thrown back ? 

Why should we maintain these character rules when we get to 
this point? 

Here is what I am thinking about: You have character rules that 
are properly applicable, wherein a trust serves as a conduit. Here 
you have accumulations and here you have throwback rules. Now 
we complicate the whole thing by our insistence on treating the trust 
as a conduit for purposes of determining the character of income, when 
it has ceased acting like a conduit. 

Mr. Casner. I would say in answer to that that then you are moving 
in the direction of trying not only to get the tax that you would 

get in the beginning, but in fact getting a penalty on top of it. You 
are then going to subject the recipient to more tax than he would have 
paid if he had received it in the year of distribution. 

The Cuarrman. By eliminating the character rules ? 

Mr. Casner. Tax-exempt income, for example. 

You will tax him on tax-exempt income when he receives it. That, 
it would seem to me, would be putting a more sereve penalty on 
him. 
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I think we are in some disagreement here among ourselves. The 
answer is it is obvious from the way we are stuttering around here that 
we have not thought about this, and I do not think we can give you a 
well thought out answer offhand. 

The CuarrMan. You do not have character rules in corporations, 
where the tax applies on corporations. You have character rules in a 
partnership, because you try to assess the tax at the partner level. You 
ought to have character rules in trusts. It is simply a conduit, and you 
will assess the tax at the beneficiary level, the distributee level. 
But where you have something that is not a conduit, I do not know 
why we confuse the situation by still maintaining the character rules 
of income, and add additional complications to it. 

You say that a trust is going to be taxed, that it is treated like a 
corporation in that respect, except that it is taxed under the individual 
rates. Wouldn’t we simplify it materially if we just forgot about our 
character rules of income and looked at the gross income in the hands 
of a beneficiary ¢ 

Mr. Casner. Let me say even if you simplify in that way, I don’t 
think that is where the real complexity of the throwback rule is. I 
think the other things that are inherent in the operation of the throw- 
back rule create the real complexity. 

The mere fact that this fellow has to recalculate his tax in two ways, 
first on the basis of what it would have been in the past 5 years if the 
income had been distributed to him, and the whole job that is thrown 
on the trustee to keep track of this so-called undistributed net income 
pot, to see how much goes out each year and how much is left, because 

ou have to recalculate it each year if there is a partial distribution of 
it and you have redetermine the taxes that are paid by the — 
of it is left and part of it goes out, the recalculations involved to 
keep track of everything, that is where the complexity is. It can be 
done, but it is complex. 

Maybe some of those things can be simplified, too. But I don’t think 
the character rules are really causing much difficulty in this area. 

The Cuarrman. I brought it up in this connection, but I am con- 
cerned about it in the overall. 

Mr. Wiuu1aMs. I have the impression, based on discussions with cor- 
porate fiduciaries, that their principal concern about this is the fact 
that they have to annually analyze and review and look at so many 
different trusts to see whether or not they are getting close to fallin 
afoul of the throwback rule which, in turn, will throw them into all o 
these terrible complexities. 

I had the personal view that if you adopt this multiple trust legisla- 
tion so that where there are two or more similar trusts they will all 
be put in one package for tax purposes, that you could increase the dol- 
lar exemptions, so to speak, so that the effect of that would be this, in 
my opinion: It would not open up a worthwhile avenue of tax avoid- 
ance that is important enough, worthwhile re to cause people to 
plan accumulation trusts that are outside the throwback, and at the 
same time you would so minimize the operating problem of these cor- 

orate fiduciaries that are making the big complaint today that I be- 


ieve they could live with it a lot easier than they are getting along with 
it today. 
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That is, it is true, liberalizing an exception, but it would mean that 
the throwback would not hit so any trusts, it would hit a vastly 
smaller number of trusts, and, therefore, their practical operating 
problem would be largely eliminated. ; 

The Cuarman. Mr. Johnson. : 

Mr. Jonson. I would like to return a minute to your comments 
about the proposed exception for distributions when the beneficia 
Teaches a given age. Again it seems to me this is an attempt to elim. 
nate discrimination in the present provisions. 

The 1 aga exception, when it is applied to a testamentary trust, is 
completely arbitrary as between, for instance, two children who are 
directed to receive their trusts when they reach age 30, The one whois 
20 when the testator dies gets his trust at age 30 without being sub- 
ject to the throwback rule, and another one at a different age will get 
attacked under the throwback rule. 

As Professor Casner Caer out, you do not plan when you die. 


The only way to avoid this kind of an inequity, as long as the 9-year 
rule is there, is to put in what, again, is a gimmick provision, that 
regardless of anything else, no distribution shall be made within ) 
years. That is, again, putting a premium on sophistication, I think. 

It seems to me it is desirable to make application of the thing 
more uniform and more equitable in the case of testamentary trusts. 
Inter vivos trusts are something else, because there you know who is 
going to do what and when. 

The Cuarrman. If there is nothing else, you may proceed. 

Mr. Casner. One more item, which I wish to call to your attention, 
is the recommendations that we are making with respect to income in 
respect of a decedent. 

he Cuatrman. That is section 691? 

Mr. Casner. Section 691 which, in our final report, begins on page 
61, and which appears in your smaller pamphlet on page 6. 

Income in respect of a decedent, as you know, is a kind of a peculiar 
animal in the tax field. The importance of being able to identify what 
is income in respect of a decedent is that if property falls into that 
category, you do not pick up a new basis for it even though it is in- 
cludible in the gross estate of the decedent when he dies. And asa 
consequence of not picking up a new basis, the entire amount of it 
will be income in the hands of the recipient and taxed as such, and 
there will be a deduction for the income tax so assessed to the extent 
of the estate tax that is attributable to the income in respect of the 
decedent. 

In going into this section, we did not go into it with the idea of 
making any startling changes in existing law. But many of us felt 
that the deficiency in existing law was the failure of the statute to 
define what is income in respect of a decedent, and that one reading 
the statute ought to get more help when he reads it in determining 
whether he has an animal of this type. 

So we undertook in this section to define income in respect of a 
decedent. I think this is the first time that has been attempted by 
any statute that has been proposed, at least, to Congress. 

We did not intend, by this proposal, to change existing law. We 
simply examined various situations under existing law that are clearly 
recognized as involving income in respect of a decedent, and under- 
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took to phrase the statute to include them, Thus a person would not 
have to know all the case law and all the revenue rulings and regu- 
lations to know when you had this particular item. bara 

That is the principal change, one of simply codifying what has 
developed under the broader provisions of the present law which do 
not purport to define this concept. 

e have made a few changes in the deduction that is given for 
estate taxes attributable to income in respect of a decedent. We have 
tried to make that deduction work more equitably than is now true 
under present law. This has involved some minor changes that are 
set out in the report, and we think make the deduction work fairer 
than it does under present law. 

I could give you one example of that, and that is where income in 
respect of a decedent is used to make up a marital deduction gift. 


There the income in respect of the decedent in no way contributes to 
the estate tax bill to the extent it is so used, because of course the 


marital deduction isn’t taxed. 

Under present law, however, it would appear that part of the estate 
tax deduction would be allocable to the marital deduction share, 
even though the income in respect of the decedent there did not con- 
tribute to the estate tax bill. We have provided that in that situa- 
tion the estate tax deduction will be available to the people receivin 
income in respect of a decedent that contributes to the estate tax bi 
itself. 

There are things of that sort, minor changes, to make that deduc- 
tion work in a way that we think is more equitable than the present 
law. But the major change is our attempt to define the concept. If 
what we have done is on a sound basis, we think it is an improvement 
over the very general words of the present statute and the failure to 
define the concept at all. 

The Cuamman. I think the advisory group is to be congratulated 
on trying to be specific in respect to this term of income in respect 
of a decedent. 

Have you gone into it so fully that you feel certain that you have 
not left out some important item or items that should now be brought 
to our attention ? 

Mr. Casner. In the first place, we have what I think is a catchall 
clause in item 7, one that will catch anything that we have not specifi- 
cally enumerated before. That is the broad provision which says 
that if the decedent had lived to receive this amount and it would 
have been income to him, then to the extent that its value is included 
in his gross estate for estate tax purposes, it is income in respect of 
the decedent. 

Anything that is not caught in the more specifically enumerated 
six porcecina ones, will be picked up in that rather broad catchall. 

The CHairman. Seven would include the other six, too? 

Mr. Casner. Yes. 

I should call to your attention, however, that we have thrown over 
to the partnership people the job of determining what partnership 
income is income in respect of a decedent. Whether they have picked 
up the ball and have taken care of what we have thrown over to 
them, I do not know. 

I know it has been brought to Mr. Willis’ attention, but I am not 
sure whether they have filled up that gap. 
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Mr. Wiis. It is a matter that was covered yesterday in the 
hearings. The Subchapter K Advisory Group believes that it has, 

The Cuatirman. I have just one other question: What items are 
excepted from inclusion by the phrase “except that no amount of 
unrealized appreciation in value, whether attributable to inventory 
items or otherwise, shall be income in respect of a decedent” ? 

Mr. Casner. This is one of the problems that we spent a great deal 
of time on. We were trying to protect ourselves there against the 
possible inclusion in this category of some items that clearly should 
be excluded. 

I will ask my colleague, Mr. Craven, to tell you what we meant 
by that. 

Mr. Craven. The courts have held that an appreciation in the 
value of inventory prior to death, which is realized on a sale after 
death, which is subject to estate tax, is not income in respect of a 
decedent, and also, 1t seems fairly clear that where there is a mere 
unrealized depreciation in value of real estate or securities, where 
there is a new basis on death, and that appreciation is realized on a 
sale after death, that is not income in respect to a decedent. 

There was some feeling that unless we included specific language 
to that effect under our broad definition, unrealized appreciation in 
value of properties, including inventory, when realized after death, 
might be treated as income in respect to a decedent. 

The Cnatrman. This says attributable to inventory items or other- 
wise, 

Mr. Craven. Whether it is inventory or whether it is mere appre- 
ciation in value of property. 

If we had said nothing, I think it would have been perfectly clear 
that mere unrealized appreciation in value of securities or real estate 
would not be income in respect of a decedent. But since we dealt 
specifically with inventory, we thought we should deal with all other 
types of property. : 

OK CuHamrMAN. What items, Mr. Craven, would be excepted from 
that 

I am concerned, in asking the question, whether or not actually 
there is danger that the exception might be too broad. 

Mr. Craven. If a decedent purchased securities during his lifetime 
and prior to his death they had enhanced substantially in value, and 
that gain had not been realized by a sale prior to death, then if the 
executor realizes that gain on a sale after death, that would not be 
income in respect of the decedent. 

The same is true of inventory in the case of a merchant or a farmer. 
If he has inventory with a low basis, which has a higher value at the 
time of his death and that appreciation is realized after his death, 
then a new basis would be obtained on his death and the appreciation 
would not be taxed as income in respect of the decedent. 

Mr. Casner. I think what led us into this, is the fact that under 
item 1 something may be income in respect of a decedent if it would 
have been includable in the gross income of the decedent if he had 
computed his income for such period under an accrual method of 
accounting. 

When we got into what might be includible under an accrual 
method of accounting, we got concerned because some people con- 
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tended that under an accrual method of accounting you would in- 
clude some unrealized appreciation with respect to inventory items 
under some circumstances, and, therefore, that that should be ex- 
cluded and they would be caught under one of the other provisions 
if it should be income in respect of a decedent. 

The Cuatrman. We are saying no amount and so forth shall be 
income in respect of a decedent. 

What I am trying to get to is this: What specific items are excepted 
from that phrase? 

Mr. Wiu1aMs. I have the impression that one of the illustrations 
was livestock, growing crops; the farmer, as an accounting matter, is 

rmitted to not report or include in inventory either his livestock or 
Goventing crops. He does not have to use an inventory. 

The position of the Internal Revenue Service has been that those 
things are property which acquire a new basis in the hands of the 
decedent’s executor. The sale of those assets by the personal repre- 
sentative is not income in respect of a decedent. } 

This was one of the problems that led the advisory group to include 
this particular language. If you approach that under an acc 
method of accounting, obviously under an accrual method of ac- 
counting you would include those items in inventory.. You would 
have the problem of the difference between their basis and the in- 
ventory at the prior time, the opening of the taxable period, and its 
value at date of death. 

The Cuarrman. Gentlemen, we referred to you two matters, that 
is, the Subcommittee on Internal Revenue Taxation referred to you 
two matters, that were contained in the list submitted to us by the 
Secretary of the Treasury, characterized as being problem areas. 

One was the sale of life interests, and the other related to the impo- 
sition of tax on legal life estates. 

In your report, you do not show that you make any recommenda- 
tions with respect to those two problem areas. I wonder if you 
would, for purpose of the record, tell us why. 

Mr. Casner. Simply lack of time. In other —— our time ran 
out before we could get to them. We had on our agenda not only the 
problems you mentioned but also the problem of support trusts, as to 
whether or not some recommendation should not be made in that area, 
and the problem of legal short-term interests, the need for companion 
rules to the present short-term rules now applicable only to trusts. 

All of these items we had on our agenda, and our time simply ran 
out on the other matters and we did not get to them. 

The Cuarmman. Let me obtain from you, based upon your own ex- 
periences, whether or not the escape of a tax on legal life estates, and 
the present situation with respect to the sale of life interests, does not 
really constitute a very troublesome situation. 

Mr. Casner. I think there is no doubt but that it does. Of course, 
today the extent to which legal life estates exist is not very great. But 
if you leave this matter unattended to, it is going to be natural for 
people to move in the direction of establishing them to get the advan- 


tages that the present tax loophole creates. 

e CuatrMan. Has not the fact that the matter was actually dis- 
closed, particularly this second one, the escape of the tax on legal life 
estates, and that the Congress did nothing about it in connection with 
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these other unintended benefits or hardships, hasn’t that already given 
rise to growth in the area? 

Mr. Casner. I think most people who move in this area with any 
sophistication, for the purpose of getting tax benefits, would warn any 
client that the likelihood of his coving any continued benefits from 
such arrangement, from the tax standpoint, is practically hopeless, 
I think the ones that exist are not ones that were created for that pur- 
pose. The have stumbled into the tax benefit. 

The Cuarrman. I am reminded in that connection of what a lawyer 
told me one time that he didn’t always control his clients, that once 
in a while a client told him he was paying him to do what he wanted. 

Mr. Casner. I think the other area I mentioned is going to grow, 
and that is the legal short-term interest. Your present statute only 
deals with equitable interests under trust. Legal short-term interests 
may grow if something is not done. Wecertainly do not want to leave 
any implication that our failure to do anything is because we think 
something should not be done. 

The Cuarrman. The imposition of the tax on the legal life estates 
that I am referring to is a capital gains tax. 

Mr. Casner. That is correct. 

The Cuarrman. Under existing law, this is not subject to the capi- 
tal gains tax. 

r. Casner. There have been two cases that have held that if the 
interest is sold, the entire interest, that there is no one to whom you can 
tax the gain. There is an old decision going the other way in New 
York. Soeven under present law it isnot one way. 

Mr. Craven. I did not find it. I participated in the case but lost it. 

The Cuarrman. Do you remember the name of the case? 

Mr. Craven. I think it is National City Bank, trustee under the 
will of Cornelius Vanderbilt, against Hoye. I can send you the cita- 
tion. I think it is in 21 Federal ve sa A That was a case where 
the New York court entered an order directing the sale of property 
in which the decedents were to have a legal life estate and Sincekians 
the depositing of proceeds of the sale with the bank as custodian. 
The court upheld the tax imposed on the bank as custodian on the 
capital gain. 

- (The following letter was received by the committee :) 
BARNES, DECHERT, Price, Myers & RHOADS, 
Philadelphia, February 26, 1959. 
Hon. D. 


Chairman, House Ways and Means Committee, 
New House Office Building, Washington, D.C. 

Deak Mr. Miris: At the hearing yesterday on subchapter J of the 1954 code, 
I referred to a district court decision in which the court upheld an assessment 
of tax on capital gain realized on property held in a legal life estate which was 
sold pursuant to an order of the State court. The case to which I referred 
is United States vy. National City Bank of New York (21 F. Supp. 791 (1937) ). 

Sincerely yours, 


GEORGE CRAVEN. 
Mr. Casner. There certainly is no sentiment here, that that should 
go untaxed. We did not consider the problem. 
The Cuamman. You did not get time to deal with it? 
Mr. Casner. That is correct. 


Ww 
01 
re 
as 


pi TO GO 


Pro 


AMEND INTERNAL REVENUE CODE 243 


Mr. _ Were these recommendations submitted to bar asso- 
ciations 

Mr. Casner. The recommendations of this committee were taken 
up at Los Angeles last summer at the meeting of the American Bar 
Association, that is, certain phases of this report were taken up. 
As I recall, only the multiple trust section and the section on income 
taxation of estates were considered at the meeting of the tax section 
in Los Angeles, and the tax section recommended that our proposal on 
income taxation of estates be adopted but they voted against the mul- 
tiple trust proposal. 

Was there anything done at Chicago at the meeting of the tax sec- 
tion that just concluded ? 

Mr. Vernon. No. 

Mr. Casner. The ABA has a committee that is considering all of 
our recommendations, and that committee has, I think, sent in some 
written comments from time to time. I am sure that it is working 
on our report and will continue to advise you as to their views in 
regard to the matter. I am sure you will hear from them on all 
aspects of the report. 

The Cuarrman. Are there any further questions? 

Gentlemen, do not be led to the wrong opinion by questions I have 
asked. The only way I can obtain information about a subject I know 
so little about is to ask a question. I have tried to ask questions that 
Ithought would develop points of interest with respect to your recom- 
mendations. I want to thank you and all of the other members of 
the advisory group on subchapter J, for all of the time that you have 
spent away from your very busy schedules in rendering what I think 
is a togen service trying to hel us in the development of solutions 
of what undoubtedly are some of the most difficult and complex prob- 
lems in the entire Internal Revenue Code. 

Mr. Casner. I know I speak for all members of the group when I 
say we regard it asa privilege to be able to do this. 

r. Chairman, I would like to point out for the information of the 
committee members and the interested public that there should be a 
change made in H.R. 3041—that is, the word “beneficiary” on page 26, 
at lines 22 and 23, should be changed to the word “person.” 

The Cuarrman. We certainly appreciate the generosity of your time 
and the very constructive suggestions you have made. We ope that 
we will legislate this year with respect to these reports. They have 
been long enough in inception, and now we need to pass them along 
through. You started in November 1956 and you have worked many 
hours in preparation of these recommendations. Thank you very 
much. 

— the committee will meet at 10 a.m. to discuss subchap- 
ter C. 

I ask unanimous consent that the Summary of the Subchapter J 
Advisory Group recommendations, prepared by the staff of the Joint 
Committee on Internal Revenue Taxation, and the Final Report of 
the Subchapter J Advisory Group be included in the record at this 
point. Without objection, it is so ordered. 


SUMMARY OF 
THE SUBCHAPTER J ADVISORY GROUP 
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ESTATES, TRUSTS, BENEFICIARIES, 
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) SUMMARY OF THE SUBCHAPTER J ADVISORY GROUP 
RECOMMENDATIONS 


GENERAL 


Under present law, as under the 1939 Code, the basic approach of 
trust and estate taxation is that the trust is treated as a separate 
entity which is taxed as an individual, except that the trust is allowed 
a deduction for amounts distributed or distributable to beneficiaries, 
and the beneficiaries must include such distributions in their income. 
Hence, the trust serves as a “conduit,’”’ through which income passes 
to the beneficiaries. Under this conduit principle the income dis- 
tributed by the trust retains its same tax character in the hands of 
the beneficiary. The general purpose of the law is to tax all income of 
the trust either to the fiduciary or to the beneficiary. 

The Advisory Group on Subchapter J does not propose any change 
| in this basic pattern of taxation. Their recommendations are made 
within the framework of the Internal Revenue Code of 1954 and are set 
| forth in a final report dated December 30, 1958. For purposes of this 
_ analysis, the proposals are segregated into two parts: (1) Recommen- 
dations palette major changes in present law, and (II) recom- 
mendations involving minor changes in present law, and technical or 
conforming changes. The Advisory Group proposals are reflected 
in H.R. 3041 which was introduced on January 21, 1959. 


I. RECOMMENDATIONS INVOLVING MAJOR CHANGES IN PRESENT LAW 


A. Recommendation.—Section 641(c) relating to multiple trusts (Final 
Report, pp. 1-9) 
| Present law does not contain any comparable provision to the 
gg section 641(c) relating to multiple trusts. The Advisory 
roup proposal is designed to prevent tax avoidance by the use of 
multiple entities in the form of separate trusts for the same primary 
beneficiaries. This permits income to be accumulated and taxed to 
each separate trust at lower rates than would be the case if only one 
trust were created. 

Proposed section 641(c)(1) and (2) provides that where the same 
grantor establishes separate inter vivos or testamentary trusts under 
which the primary beneficiary or beneficiaries of the currently accumu- 
lated income or income allocated to corpus are substantially the same, 
the trusts would be consolidated and taxed as one trust. 

Where the primary beneficiaries of such income are different, the 
proposal mesa not apply and the separate trusts would not be 


combined. The proposed amendment does not provide any precise 
definition for determining who are the “primary beneficiary or 
beneficiaries” or when they are “substantially the same’ on the 
theory that to do so would reduce the effectiveness of the statute. 
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The advisory group recommends that the proposed amendment be 
made applicable to trusts created after December 31, 1956, as to taxa- 
ble years ending after the date of enactment. The manner of aggre- 
gating the income and the method of computing the total tax and 
allocating it to the separate trusts is left entirely to regulations. 

The proposal would not apply (1) where the described income of 
the combined trusts does not exceed $2,000, or (2) as regards inter 
vivos trusts, where such trusts do not exceed three in number, and are 


created at 5-year intervals. Moreover, inter vivos trusts are not to 


be combined with testamentary trusts for any purpose. 


B. Recommendation—Charitable deduction treated as distribution de- 
duction (Final Report, pp. 12-13, 28) 


1. Present law—Under section 642(c) an estate or trust is allowed 
an unlimited deduction for charitable contributions. This deduction is 
allowed as a deduction from gross income in computing taxable income, 
rather than as a distribution deduction in computing distributable 
net income, as in the case of other beneficiaries. This different treat. 
ment of charitable beneficiaries and individual beneficiaries compli- 
cates the law by requiring two separate sets of computations in pre- 
paring returns and produces artificial results in some circumstances, 

2. Advisory group proposal.—The advisory group recommends that 
charitable distributees be treated generally like any other individual 
distributee or beneficiary. Under the proposal charitable distribu. 
tions by trusts and estates are allowed as deductions from distribu- 
table net income under sections 651 and 661, rather than as dedue- 
tions from gross income under section 642—just as in the case of a 
distribution to any other beneficiary. However, in order to prevent 
opportunities for significant tax avoidance arrangements, the ad- 
visory group recommends one major qualification in this treatment. 
It recommends and provides that where a trust (or estate) has both 
charitable and noncharitable beneficiaries, the charitable beneficiary 
will be dropped to the bottom of the ladder in determining the order 
of priority of income distributed by the trust and taxable to the 
beneficiaries. 

The amendment which is proposed to section 642(c) is the first of 
several amendments intended to accomplish this objective. It sub- 
stitutes for the charitable deduction now allowed under section 642(¢) 
a disallowance of any charitable deduction at this point in order to 
avoid a double deduction for the same charitable distribution. Other 
conforming amendments necessary to carry out the proposed change 
are found in sections 643(a), 651, 661, 662, and 663. 


C. Recommendation.—Section 643 relating to definition of distributable 
net income (Final Report, pp. 16-19) 

1. Present law.—Under present law all amounts distributed by the 
trust are treated as distributions of income and taxable to the bene- 
ficiarv to the extent of “distributable net income.” Basically, ‘‘dis- 
tributable net income” is the taxable income of the trust or estate, 
and this concept is used for determining the maximum deduction for 
distributions of income allowable to the trust or estate under sections 
651 and 661, and also for determining the amount to be included in 
income and taxed to the beneficiaries under sections 652 and 662. 
If the total distributions exceed the ‘distributable net income” of the 
trust, such excess is not generally deductible by the trust or taxable 
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to the beneficiaries. The concept of “distributable net income”’ also 
epine ro function of determining the tax character of the amounts 
distributed. 

Section 643(a) defines ‘distributable net income’ as the taxable 
income of the estate or trust computed with certain adjustments, 
chief of which are: (1) Capital gains are excluded from distributable 
net income if they are allocated to corpus and are not actually dis- 
tributed; (2) extraordinary stock dividends and taxable stock divi- 
dends are excluded from distributable net income of a trust which is 
required to distribute all of its income currently; (3) items of a special 
tax character such as tax-exempt interest and foreien income of a 
foreign trust are included in distributable net income so as to permit 
the character of these items to carry over to the beneficiary. 

2. Advisory group recommendations.—The advisory group does not 
recommend any basic changes in present law with respect to the con- 
cept of ‘“‘distributable net income,” or its use in determining the 
amount allowed as a deduction to the trust and includable in income 
of the beneficiaries. The proposed amendment to section 643(a) (3) 
(relating to the exclusion of capital gains from distributable net income 
unless they are allocated to corpus and are not distributed) of sub- 
paragraph (B) establishes rules for determining when a distribution of 
corpus will be deemed to include capital gains. Present law is uncer- 
tain on this point, The proposal adopts the approach of present regu- 
lations and provides that the fiduciary will be able to identify a dis- 
tribution on his books or by notice to the beneficiary as being a dis- 
tribution of capital gains. 

The proposed section 643(a)(3)(C) relates to the manner in which 
corpus items of deduction are utilized in the computation of distributa- 
ble net income. It provides that oc ag deductions are to be applied 
first against income which is allocable to corpus and taxable to the 
trust (such as capital gains), and only the excess deductions which the 
trust cannot use are permitted to reduce distributable net income. 
This is a change from present law, under which all items of deduction, 
whether allocable to income or to corpus, are allowed primarily as 
deductions in computing distributable net income, and thus benefit 
the income beneficiaries. This change will give the benefit of the cor- 
pus deductions in the first instance to the remaindermen, and only 
the excess of such deductions will be applied against distributable 
net income. As under present law there is no wastage of deductions. 


D. Recommendation.—Sections 661 and 662 relating to the allocation of 
tax among several beneficiaries. The tier system (Final Report, 
pp. 26-28) 

1. Present law.—Under present law all amounts distributed by an 
estate or trust (whether of current income, accumulated income, or 
corpus) are includable in income and taxable to the recipients to the 
extent of distributable net income. When you have more than one 
beneficiary receiving distributions from a trust, it is necessary to 
determine the order of priority in which the beneficiaries shall be 
deemed to get the income distributed by the trust. This is accom- 
plished by what is known as the “tier system”’ of allocation. Sections 
661 and 662 of present law establishes a “two tier’ system for deter- 
mining the order of priority. It provides, in general, that the distrib- 
utable net income of the trust shall be decinell to be paid first to those 


beneficiaries receiving income required to be distributed currently 
88257—59-—17 
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(first tier), and then, as to any remaining income, to all other bene- 
ficiaries (second tier). Thus, Senarinskes entitled to receive discre- 
tionary income payments are placed in the same tier with beneficiaries 
receiving corpus payments for purposes of allocating the trust or 
estate income. 

2. Advisory group recommendation.—The advisory group recom- 
mends the establishment of a ‘four tier” system for determining the 
order of priority in taxing the trust income where there are several 
beneficiaries. This replaces the two-tier system of present law. The 
proposed amendments to sections 661(a) and 662(a) provide that 
trust income would be taxed first to those beneficiaries to whom the 
trustee is required to distribute income currently (tier 1). Next 
to those beneficiaries to whom the trustee can make discretionary 
payments out of income only (tier 2). Third to those beneficiaries 
to whom the trustee has discretion to pay either income or corpus 
(tier 3). And, finally, if the distributable net income of the trust is 
not exhausted by the first three classes, it will be deemed to go to 
those beneficiaries who are only entitled to receive payments from 
corpus and charitable beneficiaries. 

s previously indicated, charitable beneficiaries are always placed 
in the bottom tier. Hence, even if the charity is a required income 
distributee, it will be deemed to be in the last group of beneficiaries 
receiving income from the trust. 


E. Recommendation.—Section 663(a) relating to exclusions (Final Re- 
port, pp. 30-33) 

1. Present law.—Section 663(a)(1) provides for the exclusion (from 
amounts distributed under sections 661 or 662) of gifts or bequests of 
- one sums of money or specific property to be paid in not more than 
three installments. Such gifts or bequests are not deductible by the 
trust or estate, and are not taxable to the recipients. 

Present sec. 663(a)(2) denies the trust or estate a distributions 
deduction under section 661, for charitable contributions, since a 
deduction from gross income is allowed under section 642(c). 

2. Advisory group recommendations.—The advisory group found the 
exclusion for specific bequests of money or property too narrow in 
scope, particularly as regards estates, and recommends two changes 
in present law. First, it amends the ‘3 installment rule” of present 
section 663(a)(1), so that gifts or bequests paid “within 3 taxable 
years” are excluded. 

The second and most significant recommendation applies only to 
estates. The proposed amendment to section 663(a)(2) provides that, 
for a period of 36 months from date of death of the decedent, amounts 
properly paid from corpus of the estate as a bequest, award, or allow- 
ance would be excluded from gross income. A payment is deemed 
to be out of corpus if it is properly charged against corpus and desig- 
nated as such by the executor. The effect of the proposal is to give 
the executor discretion for the 36-month period to determine whether 
a distribution will cause any shift of the income tax from the estate 
to the beneficiary. Under present law any distribution, unless 
excluded, whether of income or of the residue, would be taxed to the 
extent of the distributable net income of the estate for the taxable 
year. Section 663(a)(2) of present law is deleted since it is now pro- 
posed to allow charitable distributions as deductions from distribu- 
table net income under section 661. 
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F. Recommendation.—Section 663(c), separate share rule (Final 
Report, pp. 34, 35) 

1. Present law—Under present law all distributions of a trust or 
estate are deemed to be taxable to the beneficiaries to the extent of 
the “distributable net income.” It was recognized that in the case 
of trusts which are required to distribute part of their current income 
to one beneficiary, and to accumulate the balance of the income for 
another beneficiary, a beneficiary may be taxed on trust income that 
in fact is only available to another. For example, suppose a trust 
has distributable net income of $50,000, and it distributes $25,000 
to beneficiary A and accumulates $25,000 for beneficiary B as required 
by the trust instrument. The trustee also distributes in the same 
year $25,000 of corpus to beneficiary A. Under the tier system for 
taxing distributions, A would be taxed on $50,000 and B would be 
taxed on nothing although he in fact received $25,000 of income. 
To prevent such results section 663(c) of present law provides that 
in the case of trusts having more than one beneficiary, and if such 
beneficiaries have “‘substantially separate and independent shares,’ 
such shares shall be treated as separate trusts for the purpose of 
determining the amount of distributable net income allocable to the 
respective beneficiaries under sections 661 and 662. The rule, how- 
ever, does not apply to estates, so that it sometimes happens that 
distributions of corpus to residuary legatees who are only entitled 
to receive corpus are treated as though they had received income. 

2. Advisory group recommendations.—The proposed amendments to 


section 663(c) are designed to extend the separate share rule to make 


it applicable to estates, as well as trusts. The elimination of the 
word “sole’’ in section 663(c) and the proposed amendment to section 
642(h) are designed to extend the deduction carryover provision of 
section 642(h) to the termination of a single beneficiary’s interest in 
an estate or trust having more than one beneficiary. At present the 
carryovers under section 642(h) are allowed to the distributees only 
on the final termination of the estate or trust. 


G. Recommendation.—-Section 665, the throwback rule (Final Report, 
pp. 39-47) 


1. Present law.-Under present law (sec. 665 et seq.), in any year 


_ inwhich a trust distributes amounts in excess of the distributable net 


income of the current year, such excess is treated as having been 
distributed in the most recent of the last 5 years in which there has 
been income accumulated. The statute specifies certain exceptions 
or limitations on its application, viz: 

(1) The throwback rule does not apply unless the distrih»tions 
exceed distributable net income by more than $2,000; 

(2) The rule does not apply to amounts properly paid or 
credited to a beneficiary to meet his emergency needs; 

(3) The rule does not apply to amounts paid or credited to a 
beneficiary as income accumulated before such beneficiary 
reaches the age of 21; 

(4) The rule does not apply to amounts paid as a final distri- 
bution of a trust if the last transfer to the trust was made more 
than 9 years before; and 

(5) It does not apply to amounts paid to a beneficiary of a 
trust (created before January 2, 1954) upon their attaining a 
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specified age or ages, provided there are not more than four such 
distributions and there is at least 4 years between each distribution, 

2. Advisory group recommendation.—The advisory group retains the 
5-year throwback rule, but proposes to expand the exceptions to the 

e (sec. 665(b) (5), (6), and (7)), and to amend section 665(b)(4) 
(relating to the 9-year rule). The amendment to section 665(b)(4) ig 
designed to avoid application of the throwback rule to the entire 
accumulation on the final distribution of a trust after 9 years from its 
creation, where minor amounts were transferred to the trust during 
the 9-year period. 

The proposed addition of paragraph (5) to section 665(b) would 
except from the throwback rule distributions of accumulated income 
which are required to be made on the death of an income beneficiary, 

Section 665(b)(6) excludes from the throwback rule amounts paid 
as a final distribution of a trust upon a beneficiary attaining a specified 
age, if it was a testamentary trust or a trust revocable by the grantor 
at the time of his death. 

The proposed section 665(b)(7) (and sec. 663(e)) excepts from the 
throwback rule amounts required to be “peeled off’? and distributed 
to another trust. It is intended to avoid application of the throwback 
rule where a grantor sets up a trust for benefit of a living child, but 
provides that such trust corpus shall be divided and a separate trust 
established for each afterborn child. 


H. Recommendation.—Section 691, income in respect of a decedent 
(Final Report, pp. 61-70) 

1. Present law.—Under present law (sec. 691) the term “income in 
respect of a decedent” refers to those amounts which a decedent was 
entitled to receive as gross income but which were not properly in- 
cludible in computing his taxable income in his last return or a prior 
taxable year under the method of accounting employed by the de- 
cedent. All items of “income in respect of a decedent” are, in general, 
included in gross income of the taxable year when received of (1) the 
estate of the decedent, if the right to receive the amount is acquired 
by the estate from the decedent ; or (2) the person who, by reason of the 
death of the decedent, acquired the right to receive the amount; or 
(3) the person who acquires from the decedent the right to receive the 


amount by bequest, devise, or inheritance. Also, under section 691(c), ' 


the person who includes such income in his return is allowed a dedue- 
tion for the amount of the estate tax attributable to such items. 

2. Advisory group recommendation.—The Advisory Group does not 
intend that its proposal will effect any substantive change in the treat- 
ment of items of income in respect of a decedent. It does, however, 
propose to add a new subsection which defines what constitutes 
‘income in respect of a decedent.”” The definition in proposed sec- 


tion 691(a) sets forth eight categories of items which will be treated 


as income in respect of a decedent, and any item not falling within one 
of the categories will not be so considered. The categories are in 
general as follows: 
(1) Amounts of income accrued up to the date of death of a 
decedent who was on the cash method of accounting; 
(2) The proceeds of a sale or exchange of property made before 
the decedent’s death; 
(3) Amounts of income received after death which represent 
compensation for services; 
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(4) Rernings on the decedent’s contributions under an em- 

ployees’ benefit plan; 

(5) Annuities governed by section 72; 

(6) The excess of the face amount of an installment obligation 
over the decedent’s basis; 

(7) Other amounts which would have been taxable to the 
decedent had he lived to receive them 

(8) Amounts which subchapter K treats as income in respect 
of a decedent. 

The amendment proposed in section 691(d)(2)(A), relating to the 
allowance of the estate tax deduction, does modify existing law by 
allowing an income tax deduction for the gross Federal estate tax 
reduced only by (1) the credit for the tax on prior transfers and (2) 
the gift tax credit. This liberalizes present law somewhat, since the 
estate tax which is now allowed as a deduction under section 691 (c) (2) 
is computed after subtracting the credits for (1) gift tax, (2) State 
death taxes, (3) foreign death taxes, and (4) the tax on prior transfers. 


Il, RECOMMENDATIONS INVOLVING MINOR CHANGES IN PRESENT LAW 
AND TECHNICAL OR CONFORMING AMENDMENTS 


A. Recommendation.—Section 642(a)(8), dividends recewed by indi- 
viduals (Final Report, p. 10) 

1. Present law.—Section 116(a) provides for a $50 dividends 
received exclusion of certain dividends received by an individual. 
Under the character rules in sections 652(b) and 662(b) amounts 
distributed to a beneficiary retain their same tax character. Present 
law is uncertain as to the extent to which a trust or estate is entitled to 
the dividend exclusion. The Treasury regulations provide that a 
ratable part of the $50 exclusion shall be deemed to pass to the bene- 
ficiary receiving distributions of dividends. 

2. Advisory group recommendation.—The proposed amendment to 
section 642(a)(3) is influenced by a desire to obtain simplicity. It 
provides in general that the trust or estate is allowed the $50 exclusion 
if it has retained dividends to that extent in the trust. Thus, if the 
distributable net income of an estate or trust includes $1,000 of 
dividends, and the fiduciary distributes not more than $950 to the 
beneficiaries, the estate or trust will be entitled to the $50 exclusion. 
This eliminates the need to apportion the exclusion between the trust 
and the distributees. 


B. Recommendation.—Sections 652(c) and 662(c), relating to different 
taxable years (Final Report, pp. 22-24) 

1. Present law.—Present law provides that if the taxable year of a 

beneficiary is different from that of the trust, the amount of gross 

income to be included by the beneficiary shall be based on the income 


| of the trust for the year or years of the trust ending within or with 


the beneficiary’s taxable year. 

2. Advisory group recommendation.—The proposed amendments to 
sections 652(c) and 662(c) are designed to make clear the amount of 
income of an estate or trust which is includible in the final return of 
a beneficiary. It provides that there shall be included in such final 
return the beneficiary’s share of gross income received by the estate 
or trust up to the time of termination of the beneficiary’s taxable 
year, reduced by amounts ‘properly charged” against such share of 
income, whether paid before or after the death of the beneficiary. 
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C. Recommendation.—Sections 671 to 678, relating to the Clifford ruleg 
under which grantors who retain substantial dominion and control 
over a trust are treated as owners (Final Report, pp. 48-59) 


Sections 671 to 678 of present law set forth the so-called “Clifford 
rules” which tax the trust income to the grantor (or others) where 
he has retained powers giving him substantial dominion or contro] 
over the trust property. 

The Advisory Group recommendations are relatively minor in this 
area, although amendments are proposed to sections 671, 674, 675, 
677, and 678. It proposes to remove section 678 (which taxes a 
nongrantor of a trust under certain circumstances on the grounds of 
substantial ownership) from this area, and place it in subpart © ag 
new section 664. 


D. Other recommendations of the advisory group 


1. Section 642(e), relating to the deduction for depreciation.—The 
proposed amendment substitutes the word ‘‘apportioned”’ for the 
word “allowable’’ and is intended to be declaratory of existing law, 

2. Section 642(i).—The proposed amendment adds a new subsec- 
tion (i) to section 642 which allows to an estate or trust only that 
portion of the deduction for estate tax on income in respect of a 
decedent which is properly attributable to the income taxable to the 
estate or trust. The remaining portion of the deduction is therefore 
allowable to the beneficiary receiving the remaining income. 

3. Section 643(a)(2).—The proposed amendment denies the deduc- 
tion under section 691(c) (relating to deduction for estate tax attribut- 
able to income in respect of a decedent) in computing distributable 
net income. 

4. Section 643(a).—The proposed statute deletes the last two 
sentences in section 643(a). This represents a conforming amend- 
ment in connection with the proposed change in the treatment of 
charitable beneficiaries. 

5. Section 643(b), relating to the definition of “income’’ under State 
law.—The proposed amendment adds ‘capital gains” to the items 
which are not considered income if, under local law, they are allocable 
to corpus. 

6. Section 643(d).—The proposed amendment adds a new subsec- 
tion (d) to section 643 which defines a ‘‘charitable beneficiary.” 

7. Section 651(a).—The amendment modifies the language to 
reflect the changes in the treatment of charitable beneficiaries. 

8. Section 651(b).—The proposed amendment is intended to corre- 
late the limitations on deductions under section 651(b) (relating to 
simple trusts) with the limitation under section 661(c) (relating to 
complex trusts). It adopts the principle of the present regulations. 


9. Section 661(b).—The proposed amendment is a conforming one | 


necessitated by the proposed treatment of distributions to charitable 
beneficiaries. 

10. Section 663(a)(3).—This amendment is intended to prevent 4 
double deduction for an amount distributed to a charity in some 
future year, if a deduction was previously allowed under section 
642(c) when the amount was “‘set aside.” 

11. Section 681.—This section relates to the limitation on charitable 
deductions where the charity has ‘unrelated business income” for the 
taxable year, or engages in “prohibited transactions.” 
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The proposed amendments to section 681, with one exception, are 
entirely conforming amendments to implement the proposed changes 
in the treatment of charitable distributions. The exception clarifies 
the law with respect to the 30 percent limitation on charitable deduc- 
tions _ the beneficiary is a church, educational institution, or 
hospital. 
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LETTER OF TRANSMITTAL 


WASHINGTON, December 30, 1958. 
Commirrer on Ways anp Means 


House of Representatives, Washington, D. C. 

My Dear Mr. Cuarrman: J am transmitting herewith a final report 
by an advisory group appointed by the Subcommittee on Internal 
Revenue Taxation to study subchapter J of the Internal Revenue 
Code of 1954, relating to estates, trusts, beneficiaries, and decedents. 

The advisory group was appointed on November 28, 1956, to assist 
the subcommittee in its study of subchapter J of the 1954 Code. The 
advisory group consists of the following members: Messrs. Kenneth 
W. Bergen, Carlysle A. Bethel, George Craven, Rupert Gresham, 
James P. Johnson, Carter T. Louthan, Weston Vernon, Jr., Laurens 
Williams, A. James Casner, chairman. 

The revised first report of the advisory group was published on 
November 22, 1957. Testimony with respect to the revised report 
and the amendments proposed therein was received by the Committee 
on Ways and Means during the course of the hearings on general 
revenue revision commencing January 7, 1958. Thereafter, the 
advisory group issued an addendum to the revised report, and a 
| special report relating to the taxation of estates. 

This final report, with proposed amendments, incorporates all of the 
conclusions of the advisory group, including those expressed in the 
reports previously submitted to the subcommittee, and reflects the 
modifications and additional changes recommended by the advisory 
group as a result of its further studies. The report has not been 
considered or approved by the Subcommittee on Internal Revenue 
Taxation, or any member thereof. 

Respectfully submitted. 

D. 
Chairman, Subcommittee on Internal Revenue Taxation. 
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Wasuincton, December 29, 1958. 


Hon. Witsur D. 
Chairman, Subcommittee on Internal Revenue Tazation of the 
Committee on Ways and Means, 
House of Representatives, Washington, D.C. 

My Dear Mr. Cuartrman: We are pleased to submit herewith the 
final report of the advisory group on subchapter J of the Internal 
Revenue Code of 1954. 

In our letter to you accompanying our revised first report dated 
November 22, 1957, and at the hearing on that report before your 
committee on February 3, 1958, we indicated that there were other 
matters in subchapter J which the advisory group was continuing to 
study with a view toward making additional recommendations. 
As a result of these continued studies we are now submitting certain 
recommendations in regard to section 665, which is concerned with 
the throwback rules, and on income in respect of a decedent (sec. 691 
of the code). 

Since issuing our revised report and as a result of our reexamination 

of it in the light of comments and suggestions received, the advisory 
group on March 31, 1958, issued an addendum which made certain 
vevisions in the report dated November 22, 1957. In addition, the 
advisory group, at your request, considered certain questions relatin 
to income taxation of estates in a special report which was published 
on June 30, 1958. 
All of the above material is incorporated into this final report. 
It was considered that a study of the proposals by your committee 
and other interested persons would be facilitated if all the conclusions 
of the advisory group were set forth in one report. Comments by 
individual members of the advisory group with respect to certain 
recommendations, and the material contained in the special report 
dated June 30, 1958, relating to the taxation of estates, are set forth 
in the appendix. 

In submitting this report we wish to express our appreciation of 
the helpful cooperation we received from the staff of the Joint Com- 
mittee on Internal Revenue Taxation, the Treasury Department, and 
the Internal Revenue Service. 
| Respectfully submitted. 


A. James Casner, Chairman, 
KENNETH W. BERGEN, 
A, 
GEORGE CRAVEN, 
Rupert GRESHAM, 

| JAMES P. JOHNSON, 

Carter T. LoutHan, 
Weston VERNON, Jr., 
LauRENS WILLIAMS, 


Advisory Group. 
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FINAL REPORT OF THE ADVISORY GROUP ON 
SUBCHAPTER J 


INCLUDING 


PROPOSED AMENDMENTS TO SUBCHAPTER J OF 
THE INTERNAL REVENUE CODE 


STATUTORY RECOMMENDATIONS 


Subchapter J—Estates, Trusts, Beneficiaries, and Decedents 


PART I—ESTATES, TRUSTS, AND BENEFICIARIES 


Subpart A—General Rules for Taxation of Estates and Trusts 


SEC. 641. IMPOSITION OF TAX. 


(a) APPLICATION oF Tax.—The taxes imposed by this chapter on individuals 
shall apply to the taxable income of estates or of any kind of property held in 
trust, including— 

(1) income accumulated in trust for the benefit of unborn or unascertained 
persons or persons with contingent interests, and income accumulated or 
held for future distribution under the terms of the will or trust; 

(2) income which is to be distributed currently by the fiduciary. to the 
beneficiaries; and ineeme eeleeted by a guardian of an infant which is te be 
held er distributed as the eourt may bar 

(3) income received by estates of deceased persons during the period of 
administration or settlement of the state; and 

(4) income which, in the discretion of the fiduciary, may be either distrib- 
uted to the beneficiaries or accumulated. 

(b) CompuTaTION AND PayMENT.—The taxable income of an estate or trust 
shall be computed in the same manner as in the case of an individual, except as 
otherwise provided in this part. The tax shall be computed on such taxable in- 
come and shall be paid by the fiduciary. 

(c) Moxripte Trosts.— 

(1) InreR vivos rrusts.—If a grantor establishes at any time or times 
separate inter vivos trusts, to the extent that during any year or portion of a year 
the primary beneficiary or beneficiaries of the currently accumulated income or 
taxable income allocated to corpus of the separate trusts are substantially the 
same, the total tax payable for such year or such portion of a year by the separate 
trusts on such income or such taxable income or both as the case may be— 

(A) shall be computed as though the separate trusts were one trust with 
respect to such income or such taxable income or both for such year or such 
portion of the year, without taking into account the excess of deductions over 
income or the net capital losses of any of such separate trusts, except— 

(7) when such income or Pras taxable income or both are less than 
$2,000; or 

(it) when the separate trusts do not exceed three in number and no 
two of them were created within a period of 60 months; and 

(B) the Secretary or his delegate shall prescribe by regulations the method 
of computing the total tax payable by the separate trusts and may require 
that the income of the separate trusts be computed and reported in accordance 
with the same method of accounting (to the same extent as if the separate 
— were an individual) or on the basis of the same taxable year, or both; 
an 


1 In each instance the statutory changes proposed by the advisory group are indicated by italics; the por- 
tions of the statutory provisions which are struck through indicate provisions of existing law which the 
advisory group would eliminate. 
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(C) the total tax so computed shall be allocated and assessed among the 
several trusts tn accordance with regulations prescribed by the Secretary or 
his delegate. 

(2) Tesramenrary rTrusts.—If a testator in his will or wills establishes 
separate testamentary trusts, to the extent that during any year or portion of a 
year the primary beneficiary or beneficiaries of the currently accumulated income 
or taxable income allocated to corpus of the separate trusts are substantially the 
same, the total tax payable for such year or such portion of a year by the separate 
trusts on such income or such taxable income or both as the case may be— 

(A) shall be computed as though the separate trusts were one trust with 
respect to such income or such tarable income or both for such year or such 
portion of the year, without taking into account the excess of deductions 
over income or the net capital losses of any of such separate trusts, except 
when such income or such taxable income or both are less than $2,000; and 

(4) when such income or such taxable income or both are less than 
$2,000; or 

(2t) when such computation produces a tax less than the aggregate 
of the separate taxes otherwise payable by the separate trusts with 
respect to the amount so accumulated; and 

(B) the Secretary or his delegate shall prescribe by regulations the method 
of computing the total tax payable by the separate trusts and may require 
that the income of the separate trusts be computed and reported in accord- 
ance with the same method of accounting (to the same extent as if the sepa- 
rate trusts were an individual) or on the basis of the same taxable year, or 
both; and 

(C) the total tax so computed shall be allocated and assessed among the 
several trusis in accordance with regulations prescribed by the Secretary or 
his delegate. 

(3) Derinitions.—For the purposes of subsection (¢)— 

(A) the words “inter vivos trusts’’, during the lifetime of the grantor, 
mean any trusts established by him, and after the death of the grantor, 
mean any trusts established by the grantor during his lifetime where the 
terms of his will do not specify an augmentation thereof; and 

(B) the words “‘testamentary trusts’’ mean any trusts established by the 
testator’s will (including any augmentation thereof by the testator pursuant 
to the terms of an inter vivos trust or *otherwise) and any trusts established 
by the testator during his lifetime where the terms of his will specify an 
augmentation thereof; and 

(C) the words ‘‘primary beneficiary or beneficiaries’ mean the beneficiary 
or beneficiaries to whom the accumulated income or taxable income allocated 
to corpus would first be distributed where there is an order of succession 
with respect to such income or suc taxable income. The estate of the 
holder of a general power of appointment, as defined in section 2041, 
exercisable by will over currently accumulated income or taxable income 
allocated to corpus shall be considered to be the primary beneficiary of such 
income or such taxable income or both as the case may be; the possible 
appointees under a power of appointment other than such a general power 
shall be considered to be the primary beneficiaries of currently accumulated 
income or taxable income allocated to corpus subject to such power; when 
the primary beneficiary of currently accumulated income or taxable income 
allocated to corpus or both is the estate of the holder of the power and the 
primary beneficiaries of such income or such taxable income or both of 
another trust are the possible appointees under a power, the primary bene- 
ficiaries of the two trusts are not substantially the same. 

(4) PERSONAL LIABILITY OF FIDUCIARIES.—A trustee shall not be personally 
liable for taxes assessed under this subsection against a trust of which he is @ 
trustee to the extent he did not know such lares were payable by such trust under 
this subsection. In determining whether a trustee knows that taxes are payable 
under this subsection— 

(A) information received by an officer or employee of a corporate trustee 
in the course of carrying on the corporation’s business other than that of 
administering trusts shall not be attributed to the trustee, and 

(B) ercept to the extent that a trustee is acting as trustee of two or more 
trusts created by the same grantor under substantially identical instruments 
or of two or more trusts established under the will or wills of the same 
testator, he shall not be treated as knowing that taxes are payable under this 
subsection until written notice to that effect is received from the Commis- 
sioner. 
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(6) DiscLosure or 1nroRMATION.—The Secretary or his delegate may require 
the grantor of two or more trusts or his personal representative or the trustee of 
any trust to furnish information as to such trusts, and may require trustees of 
separate trusts to exchange information in regard to the separate trusts, to the 
extent necessary to carry out the purposes of this subsection. 


COMMENT 
Section 641 (a) (2) 

Income collected by a guardian of an infant is not taxable under 
subchapter J. Consequently, the deletion of part of the material of 
section 641 (a) (2) makes no change in the substantive operation 
of the provisions of subchapter J. 


Section 641 (c) 

There has been sporadic concern ever since the hearings on the 
Revenue Act of 1937 about the possibilities of reducing income taxes 
by creating two or more trusts to accumulate income for the same 
beneficiary when one trust would do as well for other than tax purposes. 
Currently, such multiple trusts achieve the advantage of lower tax 
rates, and also of multiple $2,000 throwback exemptions. Legislation 
directed at the most obvious cases would be easy to draft, but it 
would be equally easy to avoid. Conversely, simple legislation with 
a broad enough scope to prevent easy avoidance would apply equally 
to numerous mnocent situations. 

A grantor may create three trusts on the same date, with similar 
assets and with the same trustee, each to accumulate the income for 
15 years and then to pay it to A or his estate. The tax-avoidance 
purpose of such an arrangement is obvious, and it would be relatively 
easy to require that the several trusts be consolidated for tax purposes 
by legislation, and perhaps without it. However, numerous variations, 
which render the result less certain, are possible. Such variations. 
include different dates of creation, dissimilar assets, different trustees, 
different dates of distribution, different but overlappmg groups of 
beneficiaries, discretionary powers of distribution, powers of appoint- 
ment, and different contingent remaindermen. It would be possible 
to arrange a long series of examples in which it is increasingly difficult 
to say with confidence that several trusts, rather than one, were 
created solely for tax avoidance purposes. At the opposite end of 
the spectrum are groups of trusts which clearly should not be con- 
sidered as created in multiple form for tax avoidance purposes, but 
which might be so treated under a statutory provision which is too. 
broad in its scope. An example of such a group of trusts is the 
creation of three trusts, one for each of the grantor’s three children, 
each with discretion in the trustee to pay the income to the primary 
beneficiary or accumulate it, and with ultimate remainders to the 
issue of the primary beneficiary, or if none, with cross-remainders 
to the beneficiaries of the other trusts. In such a situation the income 
of all three trusts might end up in the hands of the same beneficiary, 
but under normal circumstances that is not the probable result. 

Two principal problems emerge in attempting to draft multiple 
trust legislation. The first is in defining the types of trusts to which 
the legislation is to apply. The second is in solving the administrative 
problem of imposing on a fiduciary a possible tax liability determinable 
only on the basis of facts not m his possession, and perhaps only 


after he has distributed the assets out of which the tax should be 
payable. 
382576918 
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The proposed addition to section 641 of subsection (c) is designed 
to prevent tax avoidance by the creation of multiple tax entities in 
the form of separate trusts to the extent the primary beneficiaries of 
the currently accumulated income (within the meaning of sec. 643 (b)) 
or taxable income allocated to corpus of each of the separate trusts 
are substantially the same. At the same time, separate trusts retain 
their identity as separate tax entities if each trust is established for 
the benefit of different primary beneficiaries of such income. 

The exception from the rule in the case of separate inter vivos trusts 
with identical income beneficiaries if the separate inter vivos trusts do 
not exceed 3 in number and are created at 5-year intervals is designed 
to take care of the situations where the lapse of time has made it 
undesirable to add property to an existing trust. No significant 
income-tax avoidance is possible by opening the door to as many as 3 
inter vivos trusts established at 5-vear intervals. If a fourth trust is 
created, the original 3 trusts, established at 5-year intervals, will be 
consolidated with the fourth trust in determining the total tax pay- 
able by the separate trusts for future years. Also, if 2 trusts are 
established in Jess than 5 years and a third trust is established more 
than 5 years after the second trust, the 3 trusts will be consolidated. 
For the purpose of determining whether separate trusts exceed 3 in 
number, additions made to an existing trust shall not be deemed the 
creation of another separate trust. Furthermore, in determining 
whether separate trusts exceed three in number, a trust does not 
count if the currently accumulated income or the taxable income 
allocated to corpus is not taxable because of its foreign source. 

The other exception, which is applicable both to multiple inter 
vivos trusts and to multiple testamentary trusts, is designed to avoid 
the complexity of treating the separate trusts as one where the total 
currently accumulated income or total taxable income allocated to 
corpus is so small in amount that no significant tax avoidance is 
possible by the creation of separate trusts (the $2,000 referred to in 
the statute is the combined income of the several trusts.) 

Inter vivos separate trusts are not to be joined with testamentary 
separate trusts. A revocable inter vivos trust shall continue to be 
classified as an inter vivos trust when the power of revocation ceases 
to exist by the death of the grantor. If, however, the grantor pours 
over to an inter vivos trust from his will, the augmented inter vivos 
trust shall be deemed established by the grantor’s will and thus shall 
be deemed a testamentary trust. Likewise if an inter vivos trust 
pours into a testamentary trust, only a testamentary trust shall be 
deemed to exist. It is realized that under state law an augmented 
inter vivos trust may not be regarded to any extent as a testamentary 
trust. The fact that it is regarded as a testamentary trust under this 
section for tax purposes need have no effect on its character for 
other purposes. The decision to treat the augmented inter vivos 
trust as a testamentary one in applying the multiple trust rules is 
based on the belief that it has been drawn into the testamentary 
scheme of trusts by the pour-over provision. 

Whether separate trusts which have been established by a grantor 
or testator have substantially the same primary beneficiaries of the 
currently accumulated income or taxable income allocated to corpus 
depends on the entire pattern made by the separate trusts. The 
word “‘primary”’ in relation to a beneficiary means the beneficiary 
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or beneficiaries who are first entitled to the accumulated income or 
taxable income allocated to corpus when there is an order of succes- 
sion with respect to such income or such taxable income. If, for 
example, the terms of a trust call for the distribution in the future 
of accumulated income to the children of a designated person and if 
there are no children to someone else, such children are the primary 
beneficiaries, even though in the year in question no child has been 
born to the designated person. If the trustee has discretion to pay 
the income to a designated beneficiary or accumulate the same, the 
primary beneficiary of the accumulated income is not the person to 
whom it could have been paid in the first instance unless the trustee 
has the power to pay such person accumulated income as well as 
current income. 

When a primary beneficiary of the currently accumulated income 
has a power the exercise of which will adversely affect his chance of 
receiving such income, the objects of the power shall not be deemed 
primary beneficiaries of such income in determining whether the 
primary beneficiaries of currently accumulated income under several 
trusts are substantially the same. If, however, a person has a power 
to pay the currently accumulated income to himself, whether he has 
such power alone or in conjunction with another who does not have a 
substantial adverse interest, such power holder shall be deemed the 
primary beneficiary in making such determination. 

The fact that the separate trusts have different termination dates 
or different distributees of corpus (as distinguished from accumulated 
income) on termination will not prevent them from being taxed as 
one trust where the primary beneficiaries of currently accumulated in- 
come or taxable income allocated to corpus are substantially the same. 
If, however, as events transpire, such primary beneficiaries change so 
that they are no longer substantially the same, then the separate 
trusts will be separate tax entities from that time on. If, as events 
transpire, the primary beneficiaries change so that they become sub- 
stantially the same, then the separate trusts will be taxed as one from 
that time on. 

The primary beneficiaries of the currently accumulated income or 
the taxable income allocated to corpus will be the persons to whom the 
trustee in his discretion may distribute such income from time to time 
when the trust is one giving the trustee such discretion. The fact that 
the persons to whom the trustee may distribute such income under 
several different trusts differ in some respects will not prevent the 
primary beneficiaries under the several trusts from being substantially 
the same where the entire beneficiary pattern of the several trusts 
makes it apparent that substantially the same beneficiaries will receive 
benefits under the several trusts. 

If A gives property to other members of his family and they each 
set up trusts with the same primary beneficiaries of the currently 
accumulated income or taxable income allocated to corpus, A may be 
deemed to have established the separate trusts set up by the other 
members of his family so as to invoke the provisions of subsection (c). 
Whether A will be deemed to have established the various trusts will 
depend on whether it can be established that A gave the property to 
the other members of his family with the understanding that each 
would establish such a trust with it. 
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The donor of a power of appointment will be deemed the creator 
of any trust established by the exercise of the power if it can*be 
established that he gave the power to the donee with the under- 
standing that the donee would establish the particular trust created 
by the exercise of the power; otherwise, the donee of the power will 
be deemed the creator of any trust established by the exercise of 
the power. If it is determined that the donor of the power is the 
creator of a trust established by the exercise of the power, such 
trust will be deemed one established by the instrument creating the 
power in determining whether it is an inter vivos trust or a testa- 
mentary one. 

The broad exemption from personal liability given to a trustee who 
does not know that additional taxes are payable by his trust under 
subsection (c) is believed essential in order to make it safe for a 
trustee, particularly of an inter vivos trust, to accept a trust. This 
exemption, however, should not detract from the deterrent force of 
subsection (c) in the field of multiple trusts because of the liability 
of the beneficiaries for such additional taxes m the event the trust 
funds are not adequate to pay them. It should be noted that the 
exemption of the trustee from personal liability applies only to the 
amount of any additional tax which may be imposed on his trust as 
a result of the multiple trusts being taxed as one trust. 

Set out below are several examples of the operation of subsection (c) 

Example 1.—A establishes trust 1 to last for 9 years and 1 day. 
During the period of the trust the income is to be paid to S or accumu- 
lated in the discretion of the trustee. On the termination of the trust 
the principal and accumulated income are to be paid to S or his 
estate. On the following day, A establishes trust 2 which is identical 
with trust 1 except that the termination date is 10 years and 1 day 
after its creation. The primary beneficiary of the currently accumu- 
lated income and of the taxable income allocated to corpus of the 
2 inter vivos trusts is the same and hence the tota! tax payable by the 
2 trusts is determined by treating the 2 trusts as 1. 

Example 2.—T in his will gives the residue of his estate to a trustee 
and directs the trustee to divide the resdue rato as many equal shares 
as there are children of T who survive him and children of T who 
predecease him leaving issue who survive him. One of such equal 
shares is to be allocated to each living child of T and each share so 
allocated is to be held m a separate trust in accordance with a desig- 
nated provision in T’s will. One of such equal shares is to be allocated 
to the issue of each deceased child of T and each share so allocated is 
to be held in a separate trust in accordance with a designated provision 
in T’s will. The trustee is given discretion to pay out the current 
income of the separate trust for each living child of T to any one or 
more of the group consisting of such child, sueh child’s issue, and 
T’s wife, or to accumulate it, and is given discretion to pay out to such 
group any accumulated income. The trustee is given discretion to 
pay out the current income of the separate trust for the issue of each 
deceased child of T to any one or more of the group consisting of such 
deceased child’s issue and T’s wife, or to a it and is given 


discretion to pay out to such group any accumulated income. Though 
T’s wife is one of the potential beneficiaries of the currently aecumu- 
lated income of each of the separate trusts, the primary beneficiaries 
are not substantially the same. The separate trusts are established 
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primarily for the different branches of T’s descendant line. Thus 
each separate trust is a separate tax entity. Separate inter vivos 
trusts of the same type would also be separate tax entities. In a 
situation like example 2, if the provisions of T’s will establish that 
his wife is to be preferred so far as distributions under each trust are 
concerned, then the separate trusts will be treated as one trust for 
purposes of determining the tax on currently accumulated income. 

Example 3.—In the same year A establishes trust 1 for the benefit 
of his sister S and trust 2 for the benefit of his brother B. The 
current income of trust 1 is payable to S and of trust 2 to B. On the 
death of S, the trust property of trust 1 is to be distributed to A’s 
issue then living, such issue to take per stirpes. On the death of B, 
the trust property of trust 2 is to be distributed to A’s issue then living, 
such issue to take per stirpes. The primary beneficiaries of the tax- 
able income allocated to corpus of the two trusts are substantially 
the same (the fact that A’s issue living at S’s death may be different 
from his issue living at B’s death is not sufficient to make the primary 
beneficiaries of the two trusts other than substantially the same) 
and hence the total tax payable by the two trusts on such income is 
determined by treating the two trusts as one. 

Example 4.—In the same year A establishes trust 1 for the benefit 
of his sister S1 and brother B1 and brother B2; trust 2 for the benefit 
of his sister S2 and brother B1 and brother B2; trust 3 for the benefit 
of Si and S2 and Bt; and trust 4 for the benefit of S1 and S2 and B2. 
Under each trust instrument the trustee is given discretion to pay 
out the current income to any one or more of the designated bene- 
ficiaries or to accumulate the same, and is given discretion to pay 
out to the designated beneficiaries any accumulated income. The 
primary beneficiaries of the currently accumulated income of each of 
the four trusts are substantially the same and hence the total tax 
payable by the four trusts on such income is determined by treating 
them as one. 

Example 5.—H in his will divides the residue of his estate into two 
shares and establishes a trust with respect to one share under which 
the current income is payable to his wife, W, for her life and, in addi- 
tion, the trustee is given discretion to pay principal to W; and on W’s 
death, the trust property is to be distributed as she may appoint by 
her will and in default of appointment, the trust property is to be 
distributed to H’s issue then living, such issue to take per stirpes. 
H’s will establishes another trust with respect to the other share under 
which the trustee is given discretion to pay out the current income to 
any one or more of the group consisting of W and H’s issue living from 
time to time or accumulate the same and is given discretion to pay out 
principal and accumulated income to any one or more of such group, 
and on W’s death, the trust property is to be distributed to H’s issue 
then living, such issue to take per stirpes. The trust of the first share 
is a marital deduction trust. The primary beneficiary of the income 
allocated to corpus of the marital deduction trust is W. The primary 
beneficiaries of the income allocated to corpus of the nonmarital de- 
duction trust are W and H’s issue. A vended is justified that the 


primary beneficiaries of the income allocated to corpus of the two 
trusts are not substantially the same, even though W is a potential 
beneficiary under each trust, unless the provisions of H’s will establish 
that W is to be preferred over the issue in the nonmarital trust. 
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}¥ Example 6.—H in his will divides the residue of his estate into two 
shares and establishes a trust with respect to one share under which 
the current income is payable to his wife, W, for her life and, in 
addition, the trustee is given discretion to pay principal to W; and 
on W’s death, the trust property is to be distributed as she may 
appoint by her will and in default of appointment, the trust property 
is to be distributed to H’s issue then living, such issue to take per 
stirpes. H’s will establishes another trust with respect to the other 
share under which the trustee is given discretion to pay out the 
current income to any one or more of the group consisting of W and 
H’s issue living from time to time or accumulate the same and is 
given discretion to pay out principal and accumulated income to W; 
and on W’s death, the trust property is to be distributed to H’s issue 
then living, such issue to take per stirpes. The trust of the first share 
is a marital deduction trust. The primary beneficiary of the income 
allocated to corpus of the marital deduction trust is W. The primary 
beneficiary of the income allocated to corpus of the nonmarital 
deduction trust is W. Thus the primary beneficiary of the income 
allocated to corpus of the two trusts is W and hence the total tax 
payable by the two trusts on such income is determined by treating 
the two trusts as one. 

Example 7.—H in his will divides the residue of his estate into 
two shares and establishes a trust with respect to one share under 
which the current income is payable to his wife, W, for her life and 
on her death, the trust property is to be distributed as she may appoint 
by her will and in default of appointment, the trust property is to be 
distributed to H’s issue then living, such issue to take per stirpes; 
and establishes another trust with respect to the other share under 
which the trustee is given discretion to pay out the current income to 
W, or accumulate the same, and is given discretion to pay out principal 
and any accumulated income to W and on W’s death, the trust 
property is to be distributed to H’s issue then living, such issue to 
take per stirpes. The trust of the first share is a marital deduction 
trust. The primary beneficiary of the income allocated to corpus of 
the first trust is the estate of W. The primary beneficiary of the in- 
come allocated to corpus of the nonmarital deduction trust is W. 
Thus, each trust is a separate tax entity. 

Example 8.—H in his will divides the residue of his estate into two 
shares and establishes a trust with respect to one share under which 
the trustee is given discretion to pay out the current income to his 
wife, W, or accumulate the same, and is given discretion to pay out 
the accumulated income to W, and on W’s death, the trust propert 
is to be distributed to her estate; and establishes another trust wit 
respect to the other share under which the trustee is given discretion 
to pay out the current income to W, or accumulate the same, and is 

iven discretion to pay out principal and any accumulated income to 
W and on W’s death, the trust property is to be distributed to H’s 
issue then living, such issue to take per stirpes. The trust of the 
first share is a marital deduction trust. The primary beneficiary of 
the currently accumulated income is W and the primary beneficiary 
of the income allocated to corpus is W’s estate. The primary bene- 
ficiary of the currently accumulated income of the nonmarital deduc- 
tion trust is W and the primary beneficiary of the income allocated 
to corpus of the nonmarital deduction trust is also W. Thus, the 
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total tax payable by the two trusts on the currently accumulated in- 
come is + a by treating the two trusts as one but the two 
trusts are not treated as one in determining the tax on income allo- 
cated to corpus. 

It is possible for separate trusts to each have multiple grantors. 
The operation of section 641 (c) in such a situation is illustrated by 
the following example: A and B establish trust 1, each contributing 
one-half of the corpus, under which the trustee is given discretion to 
pay out the current income of the trust to any one or more of the 

up consisting of A’s issue, or to accumulate the same, and is given 
tion to pay out to such group the accumulated income. <A and 
C establish trust 2, each contributing one-half of the corpus. The 
trustee under this trust is also given discretion to pay out the current 
income to any one or more of the group consisting of A’s issue, or to 
accumulate the same, and is given discretion to pay out to such group 
the accumulated income. The primary beneficiaries of the currently 
accumulated income of each trust are the same. However, only 
one-half of the currently accumulated income of each trust stems 
from the same grantor. ‘Therefore, only to the extent of one-half of 
the currently accumulated income of each trust will the two trusts be 
treated as one under section 641 (c). 

It should be noted that the separate trusts retain their separate 
identity for the purposes of determining the distribution deductions 
available to each and the undistributed net income which each will 
have in applying the throwback rule. The taxes imposed on each 
trust for the purpose of section 665 (c) are the taxes allocated and 
assessed to each trust pursuant to regulations prescribed by the 
Secretary or his delegate. It is visualized that no consolidated re- 
turn for the multiple trusts will be required, but that each trustee will 
calculate the additional taxes payable by his trust pursuant to such 
mtg as may be prescribed. 

t was publicly announced on November 7, 1956, that legislation 
in regard to multiple trusts would be submitted to Congress and thus 
it seems reasonable to make section 641 (c) operative in regard to 
trusts created after December 31, 1956, but only for taxable years 
ending after the date of its enactment. It is recommended that sec- 
tion 641 (c) also be applied to inter vivos trusts created on or before 
that date, but only for taxable years ending after its enactment, if 
the grantor established more than five such trusts within a period of 
twelve months, to the extent that the terms of such trusts are sub- 
stantially identical with respect to the distribution of accumulated 
income or taxable income allocated to corpus, or both, and the original 
trustee or trustees of such separate trusts were the same. It is not 
recommended that trusts created on or before December 31, 1956, be 
combined in any way with trusts created after that date in applying 
section 641 (c). 

SEC. 612. SPECIAL RULES FOR CREDITS AND DEDUCTIONS. 

(a) Crepits AGainst Tax.— 

(1) PARTIALLY TAX-EXEMPT INTEREST.—An estate or trust shall be allowed 


the credit against tax for parsialy tax-exempt interest provided by section 35 
only in respect of so much of such interest as is not properly allocable to any 


beneficiary under section 652 or 662. If the estate or trust elects under sec- 
tion 171 to treat as amortizable the premium on bonds with respect to the 
interest on which the credit is allowable under section 35, such credit (whether 
allowable to the estate or trust or to the beneficiary) shall be reduced under 
section 171 (a) (3). 
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(2) Foreign Taxes.—An estate or trust shall be allowed the credit a. 
tax for taxes imposed by foreign countries and possessions of the United ‘ee 

to the extent allowed by section 901, only in respect of so much of the ve ea 
described in such section as is not properly iicable under such section to the 
beneficiaries. 

(3) DiviDENDS RECEIVED BY INDIVIDUALS.—An estate or trust shall be al- 
lowed the credit against tax for dividends received provided by section 34 
only in respect of so much of such dividends as is not properly allocable to 
any beneficiary under section 652 or 662. Fer purpeses of the 
time ef reeeipt ef dividends under seetion 34 and seetion H6; the amount 
of dividends preperly ellecable te a beneficiary tinder seetion 652 or 662 


Pete 

determining whether an estate or trust shall be entitled to exclude dividends from 
gross income under section 116 (a), any amount of dividends allocable to a bene- 
ficiary under section 652 or section 662 shall be allocable first from dividends 
other than those which are excluded under section 116 (a), and the estate or trust 
shall be entitled to exclude from gross income under section 116 (a) dividends not 
so allocable to a beneficiary in an amount not in ercess of $50. 

(b) DepucTION FoR PERSONAL ExempTion.—An estate shall be allowed a 
deduction of $600. A trust which, under its governing instrument, is required 
to distribute all of its income currently shall be allowed a deduction of $300. 
All other trusts shall be allowed a deduction of $100. The deductions allowed 
by this subsection shall be in lieu of the deductions allowed under section 151 
(relating to deduction for personal exemption). 

pert 


i 


(c) Depucrion FoR CHARITABLE ETC., ConrriBUuTIONS.—In the case of an 
estate or trust the deduction allowed by section 170 (relating to deduction for charitable, 
etc., contributions and gifts) shall not be allowed, but the estate or trust shall be allowed 
a Mt oat un for such contributions and gifts to the extent provided in sections 651, 661, 
and 663 (d). 

(d) Net Opreratinc Loss Depuction.—The benefit of the deduction for net 
operating losses provided by section 172 shall be allowed to estates and trusts 
under regulations prescribed by the Secretary or his delegate. 

(e) DepucTION FoR DEPRECIATION AND DepLETION.—An estate or trust shall 
be allowed the deduction for depreciation and depletion only to the extent not 
Heweble apportioned to beneficiaries under sections 167 (g) and 611 (b). 

(f) AMORTIZATION OF EMERGENCY OR GRAIN STORAGE Faci.ities.—The benefit 
of the deductions for amortization of emergency and grain storage facilities pro- 
vided by sections 168 and 169 shall be allowed to estates and trusts in the same 
manner as in the case of an individual. The allowable deduction shall be appor- 
tioned between the income en and the fiduciary under regulations pre- 
scribed by the Secretary or his dele 

(g) DisaLLOWANCE oF DovuBLE —Amounts allowable under sec- 
tion 2053 or 2054 as a deduction in computing the taxable estate of a decedent 
shall not be allowed as a deduction in computing the taxable income of the estate, 
unless there is filed, within the time and in the manner and form prescribed by the 
Secretary or his delegate, a statement that the amounts have not been allowed as 
deductions under section 2053 or 2054 and a waiver of the right to have such 
amounts allowed at any time as deductions under section 2053 or 2054. This 
subsection shall not apply with respect to deductions allowed under part II 
(relating to income in respect of decedents). 
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(h) Unusep Loss Carryovers AND Excess DepucTIONS ON TERMINATION 
AVAILABLE TO BENEFICIARIES.—If on the termination of an estate or trust, the 
estate or trust has— 

(1) a net operating loss carryover under section 172 or a capital loss carry- 
over under section 1212, or 
(2) for the last taxable year of the estate or trust deductions (other than 
the deductions for personal exemption allowed under swbseetions subsection 
(b) er ¢e}) in excess of gross income for such year, 
then such carryover or such excess shall be allowed as a deduction, in accordance 
with regulations prescribed by the Secretary or his delegate, to the beneficiaries 
succeeding to the property of the estate or trust. For the purposes of this sub- 
section, separate and independent shares of different beneficiaries in a single trust 
or estate, as determined pursuant to section 663 (c), shall be treated as separate trusts 
or estates. 

(i) Depucrion ror Estare Tax on INcomE 1N Respect oF 4 DeceDENT.—An 
estate or trust shall be allowed the deduction provided by section 691 (c) (relating to the 
deduction allowed for estate tax on income in respect of a decedent) only in respect of 
so much of the income in respect of a decedent as is not properly allocable to a bene- 
ficiary under section 652 or section 662. 

(j) Cross REFERENCE.— 


For disallowance of standard deduction in case of estates and trusts see section 142 (b) (4). 


COMMENT 
Section 642 (a) (8) 

There is doubt under the present law about the proper treatment 
of the $50 dividend exclusion under section 116 (a) on the return of 
an estate or trust if the estate or trust receives dividends which 
qualify for the exclusion but distributes a part of such dividends to a 
beneficiary during the taxable year. Section 116 (a) excludes from 
gross income certain dividends received by an individual to the extent 
that the dividends do not exceed $50. Section 641 (b) provides that 
the taxable income of an estate or trust shall be computed in the same: 
manner as in the case of an individual, except as otherwise provided in 
part I of subchapter J. Sections 652 (b) and 662 (b) provide that 
amounts which are paid, credited or required to be distributed cur- 
rently to a beneficiary shall have the same character in the hands of 
the beneficiary as in the hands of the estate or trust. 

It is arguable that where part of the income which is not paid, 
credited or required to be distributed to a beneficiary consists of divi- 
dends, the estate or trust should be treated in the same manner as an 
individual and should be entitled to exclude from gross income divi- 
dends not in excess of $50. On the other hand, it is arguable that any 
distribution of dividends necessarily carries with it all or a part of the 
$50 dividend exclusion. The regulations provide in substance that 
distributions of dividends shall be deemed to take away from the estate 
or trust a ratable part of the $50 exclusion, so that if, for example, the 
estate or trust receives $1,000 of dividends and distributes $500 of 
dividends to beneficiaries, the estate or trust will be entitled to exclude 
only $25 of the undistributed dividends. (See sec. 1.661 (¢)—2.) 

he amount of the dividend exclusion allowable in such cases in- 
volves only a small amount of revenue, and it seems advisable for 
simplicity of computation that the law be clarified by providing that 
the undistributed dividends shall qualify in full for the exclusion in an 
amount not in excess of $50. The amount of dividends excluded 
under section 116 (a) is part of distributable net income under section 
643 (a) (7), and it is important to preserve the rule in sections 651 (b) 
and 661 (c) that the deduction allowed to an estate or trust for amounts 
paid, credited, or required to be distributed to a beneficiary shall not 
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include any item of distributable net income which is not included in 
the gross income of the estate or trust. 

These results are accomplished by amending section 642 (a) (3) 
to provide that in determining whether an estate or trust is entitled 
to the dividend exclusion, any amount of dividends allocable to a 
beneficiary under section 652 or 662 shall be allocable first from the 
dividends which are not excluded from gross income. For example, 
if the distributable net income of an estate or trust includes $1,000 of 
dividends which qualify for the exclusion and the part of such divyi- 
dends deemed distributed to beneficiaries amounts to $950, so that 
$50 of such dividends will be deemed not distributed, the estate or 
trust will be entitled to exclude the entire $50 from gross income. 
If in such case the amount of dividends deemed distributed to bene- 
ficiaries is $975, the estate or trust will be entitled to exclude the 
balance of $25 from gross income. 

The second sentence of the present section 642 (a) (3) has been 
stricken because it is now obsolete. 

The proposed amendment to section 642 (a) (3) should apply to 
existing trusts, as well as to future trusts, for taxable years ending 
after its enactment. 

Section 642 (c) 

An estate or trust is allowed a deduction for charitable contributions 
without regard to the percentage limitations applicable to individuals. 
Since the theory of taxation of estates and trusts is essentially that 
they are merely conduits through which income flows from its source 
to the beneficiaries, an estate or trust is also allowed a deduction for 
distributions to beneficiaries other than charitable organizations, 
The deduction for charitable contributions is allowed under section 
642 (c) as a deduction from gross income in computing taxable income, 
Section 643 provides that “distributable net income” means taxable 
income with certain adjustments. The concept of “distributable net 
income” is used in determining the amount of income for which an 
estate or trust is allowed a deduction under sections 651 and 661 for 
distributions to noncharitable beneficiaries, and in determining the 
amount of income includible by the beneficiaries in their taxable 
incomes under sections 652 and 662. 

As a consequence of the conduit principle, it is necessary to de- 
termine the types of income which are included in distributions 
by trusts and estates to charitable and noncharitable beneficiaries. 
For example, it is necessary to determine to what extent a beneficiary 
is considered to have received tax-exempt income, or dividends 
subject to the dividends-received credit. The code provides, in 
general, that the inclusion of particular items of income in a distribu- 
tion to a noncharitable beneficiary is determined by a ratio of which 
the numerator is the amount distributed to that beneficiary and the 
denominator is distributable net income. However, in the case of an 
estate or trust which has both charitable and noncharitable bene- 
ficiaries, a similar allocation must also be made to the charitable 
beneficiaries. As was indicated above, since a distribution to & 
charitable beneficiary is treated as a deduction from gross income ip 
arriving at taxable income, which in turn determines distributable 
net income, allocations to charitable beneficiaries cannot be deter- 
mined by a ratio of which distributable net income itself is the denom- 
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jnator. Therefore, although under State law a charitable beneficiary 
is as much a beneficiary as any other beneficiary, the code literally 
requires 2 separate rules for the 2 types of beneficiaries and 2 separate 
sets of computations in preparing the income-tax return of the estate 
or trust. Since the same item of income is allocated in two different 
ways, highly artificial results are reached. Also, an already compli- 
cated form of return is further complicated and an additional admin- 
istrative burden is imposed on fiduciaries. 

Finally, in order to carry out the allocation of items of income to a 
distributee which is treated differently from other beneficiaries, a 
number of complicating adjustments are required in the code. Thus 
in the present code the following adjustments appear: 


Section 642 (c) concerning capital gains. 

Section 643 (a) (3) also concerning capital gains. 

Section 643 (a) (end of section) concerning tax-exempt interest 
and foreign income of a foreign trust. 

Section 651 (a) (2), the definition of simple trusts. 

Section 661 (b), allocations with respect to distributable net in- 
come. 

Section 662 (a) (1), same. 

Section 662 (b), same. 

Section 663 (a), definition of distributions. 


In addition, there are a number of areas in which the proper adjust- 
ments were not made in the 1954 Code and which should be included 
if the present scheme is to be retained. Among these are the following: 


Section 642 (a) (1), credit for partial tax-exempt interest. 
Section 642 (a) (3), dividends received credit. 
Section 643 (a) (7), dividend exclusion. 


In addition, also the adjustments referred to above in sections 642 (c), 
643 (a) (3), 662 (a) (1), and 662 (b) are defective and would require 
substantial revision if the present statutory scheme is retained. 
Therefore, in order to simplify the present code, to avoid further 
complicating and correcting amendments, to achieve less artificial 
results, and to simplify estate and trust administration, it is recom- 
mended that charitable distributions by trusts and estates be treated 
as deductions from distributable net income under sections 651 and 
661, rather than as deductions from gross income under section 642. 
The amendment which is proposed to section 642 (c) is the first of 
a series of amendments intended to accomplish this purpose. It 
substitutes for the charitable deduction now allowed in computing 
taxable income in section 642 (c) a disallowance of any charitable 
deduction at this point. Such a disallowance is necessary to avoid 
a double deduction for the same charitable distribution. For example, 
a trust instrument may direct the distribution of 30 percent of the 
income to university A, and the accumulation of the balance of the 
income for eventual distribution to X, an individual. Since section 
641 (b) provides that, in general, the taxable income of an estate or 
trust shall be computed in the same manner as that of an individual, 
a charitable-contributions deduction would be allowed under section 
170 for the contribution to university A, and a distributions deduction 
would also be allowed for the same amount under section 661. 
Further amendments are necessary in carrying out the change in 
the treatment of charitable distributions. The proposed amendments 
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are to be found in their proper numerical places in this report, with 
such additional explanation as seems desirable, except that the largel 
conforming amendments to the sections which are not in subchapter 
are grouped together at the end of this report. See particularly the 
comment under section 663. 

The proposed change to section 642 (c) should be applied to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 

Section 642 (e) 

The proposed amendir ent to section 642 (e) is intended to be declar- 
atory of existing law and to make it clear that a portion of any depreci- 
ation or depletion allowances to which a trust or estate is entitled must 
be allocated to a charitable beneficiary. Section 642 (e) of the present 
code states that an estate or trust shall be entitled to these deductions 
to the extent not ‘allowable’ to other beneficiaries under sections 167 
(g) and 611 (b). The word “allowable’”’ may imply that only taxable 
beneficiaries are to be considered. However, sections 167 (g) and 611 
(b) use the word ‘‘apportioned’’, which does not carry this connotation. 
and it is proposed to substitute “apportioned” for “allowable.” Ap- 
portioned as used in this context means properly apportioned. It is 
not intended by this amendment to alter the present rule as set forth 
in the regulations under sections 167 and 611 that only allocations of 
depreciation and depletion deductions which possess economic sub- 
stance will be recognized. See the comment under section 642 (c) fora 
further discussion of problems concerning deductions for distributions 
to charitable beneficiaries. 

The proposed amendment to section 642 (e) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 

Section 642 (h) 

The proposed amendment to section 642 (h) (2) is a conforming 
amendment proposed in connection with the proposed revision of 
treatment of distributions to charitable beneficiaries, discussed in the 
comment above on the proposed amendment to section 642 (c). 

The proposed addition at the end of section 642 (h) is designed to 
extend the deduction carryover provision of section 642 (h) to the 
termination of a single beneficiary’s interest in an estate or trust having 
different beneficiaries. A continuing trust, of course, loses its share 
of the net operating loss carryover allocated to a beneficiary. See 
the comment under section 663 (c) for a discussion of the changes 
made with respect to the income taxation of estates. 

The proposed amendment to section 642 (h) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 

Section 642 (i) 

The purpose of the amendment is to include in the statute a provi- 
sion similar to that of section 1.691 (c)-2 of the regulations allowing 
to an estate or trust only that portion of the deduction for estate tax 
on income in respect of a decedent which is properly attributable to 
so much of such income as is taxable to the estate or trust. The 
remaining portion of the deduction would be allowed to the beneficiary 
to whom the remaining income in respect of a decedent is allocable. 
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The proposed amendment to section 642 (i) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 


SEC. 643. DEFINITIONS APPLICABLE TO SUBPARTS A, B, C, AND D. 

(a) DistripuTABLE Nevr INncome.—For purposes of this part, the term 
“distributable net income’’ means, with respect to any taxable vear, the taxable 
income of the estate or trust computed with the following modifications— 

(1) DeEpucTION FoR DisTRIBUTION.—-No deduction shall be taken under 
sections 651 and 661 (relating to additional deductions). 

(2) DEDUCTION FOR PERSONAL EXEMPTION AND FOR ESTATE TAX.—NO 
deduction shall be taken under section 642 (b) (relating to deduction for 
personal exemptions) and section 691 (c) (relating to deduction for estate lax 
attributable to income in respect of a decedent). 

(3) CAPITAL GAINS AND LOSSES AND CORPUS ITEMS OF DEDUCTIONS.— 

(A) CAPITAL GAINS AND LossEs.—-Gains from the sale or exchange of 
capital assets shall be excluded to the extent that such gains are allocated 
to corpus and are not ¢4} paid, credited, or required to be distributed 
to any beneficiary during the taxable year er +B} paid; permanently 
set aside or te be used for ptepeses specified in seetion 642 +e}. Losses 
from the sale or exchange of capital assets shall be excluded, except to 
the extent such losses are taken into account in determining the amount 
of gains from the sale or exchange of capital assets which are paid, 
credited, or required to be distributed to any beneficiary during the 


taxable year. he deduction under section 1202 (relating to deduction 
for excess of capital gains over capital losses) shall not be taken into 
account, 


(B) RULE FOR DETERMINING WHEN CAPITAL GAINS ARE PAID, CREDITED 
OR REQUIRED TO BE DISTRIBUTED.—Capital gains shall not be considered 
paid, credited or required to be distributed to a beneficiary within the meaning 
of subparagraph (A) except to the extent that— 

(i) they are required to be distributed or credited during the taxable 
year under the provisions of the governing instrument or applicable 
local law; or 

(ii) the books or records of the estate or trust or notice to the benefi- 
ciary shows an intention properly to pay or credit such amounts to the 
beneficiary during the tarable year; or 

(iii) the fiduciary follows the regular practice of distributing all cap- 
ital gains; or 

(iv) capital gains are received in the year of termination of the estate 
or trust. 

(C) Corrvs Irems or Depucrions.—Corpus deductions shall be 
excluded to the extent of the excess of gross income which is excluded over 
deductions otherwise excluded in computing distributable net income. For 
the purpose of this subparagraph, the term “corpus deductions’ means 
deductions, not otherwise excluded in computing distributable net income, 
which are chargeable to undistributed corpus under the provisions of the 
governing instrument and applicable local law or which are charged to 
undistributed corpus as the result of the exercise of discretion by any person 
pursuant to the governing instrument. In applying 
capital gains and losses shall be disregarded to the extent that they are taken 
into account in determining the alternative tax under section 1201 (6). 

(4) EXTRAORDINARY DIVIDENDS AND TAXABLE STOCK DIVIDENDS.—For 
purposes only of subpart B (relating to trusts which distribute current 
income only), there shall be excluded those items of gross income constituting 
extraordinary dividends or taxable stock dividends which the fiduciary, 
acting in good faith, does not pay or credit to any beneficiary by reason of 
his determination that such dividends are allocable to corpus under the 
terms of the governing instrument and applicable local law. 

(5) TAX-EXEMPT (NTEREST.—There shall be included any tax-exempt in- 
terest to which section 103 applies, reduced by any amounts which would 
be deductible in respect of disbursements allocable to such interest but for 
the provisions of section 265 (relating to disallowance of certain deductions). 

(6) Foreign INcOME.—In the case of a foreign estate or trust, there shall 
be included the amounts of gross income from sources without the United 
States, reduced by any amounts which would be deductible in respect of 
disbursements allocable to such income but for the provisions of section 
265 (1) (relating to disallowance of certain deductions). 


| 
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(7) DivipENps.—There shall be included the amount of any dividends: 
excluded from gross income pursuant to section 116 (relating to partial 
exclusion of dividends vasetedd), 

Hf the estate or trust is aHewed a deduetion under seetion 642 (e} the amount 
lifentd 


trust for the taxable year determined under the terms of the governing instru- 
ment and applicable local law. Capital gains and items of gross income con- 
stituting extraordinary dividends or taxable stock dividends which the fiduciary, 
acting in good faith, determines to be allocable to corpus under the terms of the 
governing instrument and applicable local law shall not be considered income. 

(c) BENEFIc1ARY.—For purposes of this part, the term “beneficiary’’ includes 
an heir, a legatee, and a devisee. 

(d) CuariraBLe Benericiary.—For the purposes of this subtitle, the term 
“charitable beneficiary’’ means any beneficiary to or for the use of which a contribu- 
tion by an individual would be a “charitable contribution’? under section 170 (c) 
(without regard to the percentage limitations prescribed in section 170 (b)). 


COMMENT 
Section 643 (a) (2) 

The proposed amendment is designed to add to the deductions not 
allowed in computing distributable net income the deduction under 
section 691 (c) for estate tax attributable to income in respect of a 
decedent. Such deduction should not be allowed to reduce the 
measure of taxable distributions to the beneficiaries. It is allowed 
under section 642 (i) to the persons taxable upon the income in respect 
of a decedent to which it is allocable. 

The proposed amendment to section 643 (a) (2) should apply to 
existing trusts, as well as to future trusts, for taxable years ending 
after its enactment. 


Section 643 (a) (3) (A) 
Subparagraph (A) of the proposed section 643 (a) (3) is the same 


as the present section 643 (a) (3) except for the conforming amend- 
ment which deletes the reference to section 642 (c). 
Section 643 (a) (8) (B) 

Capital gains are included in distributable net income and are tax- 
able to the beneficiaries to the extent that they are paid, credited, 
or required to be distributed to a beneficiary during the taxable 
year. This is the rule stated in the present section 643 (a) (3) in 
reference to capital gains which are allocated to corpus. The present 
statute leaves uncertain whether a distribution of corpus will be 
deemed to include capital gains realized during the taxable year. 
For example, if a fiduciary sells property at a gain and deposits the 
proceeds in a bank account in which are held funds constituting prin- 
cipal and makes a distribution from that account during the taxable 
year, it is not clear whether the distribution is to be deemed to include 
all or a part of the capital gains. 

The proposed section 643 (a) (3) (B) follows to some extent the 
provisions of the regulations (sec. 1.643 (a)-3). It provides that 
capital gains shall not be considered paid, credited, or required to 
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be distributed (and consequently will be excluded from distributable 
net income) unless at least one of the following requirements is met: 

(1) They are required to be distributed currently under the 
governing instrument or local law, 

(2) They are not required to be distributed currently, but the 
books or other records of the fiduciary or notice to the beneficiary 
shows an intention properly to pay or credit such amounts to the 
beneficiary during the taxable year. 

(3) The fiduciary follows the regular practice of distributing all 
capital gains. 

(4) The capital gains are received in the year of termination 
of the estate or trust. 

For example, if an executor sells property for $10,000 and thereby 
realizes a gain of $2,000 and deposits the proceeds of sale in a com- 
mingled bank account and distributes $5,000 from the account to a 
beneficiary, the distribution will not ordinarily be considered to in- 
clude any part of the capital gain. On the other hand, if the fiduciary 
issues & ook on the commingled account for $2,000 payable to a 
named beneficiary and makes an entry on his books showing that the 
check is a distribution of capital gain or so notifies the beneficiary, 
the distribution will be considered a distribution of capital gain. 

Under the proposed statute, where the executor makes a distri- 
bution to a beneficiary, he may identify the distribution on his books 
or records or by notice to the beneficiary as being a distribution of 
capital gains. For example, he may identify a distribution as includ- 
ing a specific amount of capital gain, so that the beneficiary may 
take the applicable portion of the deduction under section 1202 for 
excess Of capital gains over capital losses. 

For the meaning of the phrase vear of termination in subdivision 
(iv) see section 1.641 (b)—3 of the Regulations. 

The proposed section 643 (a) (3) (B) should apply to existing 
trusts as well as to future trusts for taxable years ending after its. 
enactment. 

Section 643 (a) (8) (C) 

The proposed subparagraph (C) treats as corpus deductions all 
items of deductions which are chargeable to corpus under the pro- 
visions of the governing instrument and local law or which are charged 
to corpus as the result of the exercise of discretion by any person 
pursuant to the governing instrument. It provides that corpus 
deductions shall be applied first against income which is excluded 
from distributable net income, that is, capital gains and in certain 
eases extraordinary dividends and taxable stock dividends. The 
excess of corpus deductions over excluded income would be allowed, 
as under the present statute, in computing distributable net income. 
Since capital losses are excluded from distributable net income when 
capital gains are excluded, such losses are omitted from the definition 
of corpus deductions. 

The existing statute allows all items of deductions other than capital 
losses and the personal exemption, whether paid from income or from 
principal, primarily as deductions in computing distributable net 
income, which measures the amounts taxable to income beneficiaries. 
It is only to the extent that deductions exceed distributable net in- 
come that they are allowed by the present statute against items of 
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income which are excluded from distributable net income. The 
result is that although the corpus deductions are paid from principal 
and are borne by the remaindermen, they are not ordinarily allowed 
as deductions against excluded income, the tax on which must be 
borne by the remaindermen. 

For example, assume that a distributable trust having $5,000 of 
currently distributable ordinary income and $500 of capital gains after 
taking the deduction under section 1202 pays a trustee’s commission 
chargeable to corpus of $1,000. The $1,000 corpus charge under the 
existing statute reduces distributable net income so that the current 
income beneficiary is taxed on only $4,000. On the other hand, 
although the $1,000 corpus charge is paid by the trustee out of the 
principal of the trust, no deduction is allowed the trustee for such 
charge and he must report and pay a tax on $500 of capital gain added 
to principal less the $300 personal exemption. This result has been 
severely criticised by beneficiaries as improperly depriving the re- 
maindermen of tax deductions to which they are rightfully entitled. 
It has been indicated that probate law may require the fiduciary to 
make adjustments between principal and mcome accounts in order 
to reimburse the remaindermen for the tax benefit of which they are 
deprived by the present statute. 

According to the legislative history, the present provision of the 
1954 Code was adopted to prevent the wastage of deductions which 
might otherwise occur when all the income is distributable or dis- 
tributed. The statute, however, goes bevond the declared objective. 
The benefit of corpus deductions is shifted to the income beneficiaries 
even when gross income such as capital gain remains taxable to the 
fiduciary. 

The proposed section 643 (a) (3) (C) would carry out the objective 
of preventing the wastage of corpus deductions, but at the same time 
would not shift the benefit of those deductions to income beneficiaries 
except to the extent that the deductions exceeded income which is 
excluded from distributable net income. Thus, in the example given 
above, the trustee would offset the $500 of capital gain by $200 of the 
$1,000 corpus charge and the $300 personal exemption. The balance 
of the $1,000 corpus charge not utilized by the trustee to offset 
excluded income (capital gain) would then reduce distributable net 
income, so that the beneficiary would be taxable on $4,200. A 
general rule which would allow principal to receive the primary benefit 
of all items of deductions properly allocable to principal does not 
appear to provide any avenue of tax avoidance. 

Since the deduction for allowable capital losses and the deduction 
allowed the fiduciary under section 642 (b) (deduction for personal 
exemption) are not taken into account in any event in computing dis- 
tributable net income, the proposal requires that income excluded 
from distributable net income be first reduced by these deductions. 
The remaining excluded income determines the extent to which other 
corpus deductions will enter into the computation of distributable net 
income. The deduction under section 1202 for 50 percent of the 
excess of capital gains over capital losses and the deduction under 
section 691 (c) for estate tax on income in respect of a decedent would 
be allowed to the taxpayer (whether the estate or trust or the bene- 
ficiary) to the extent of capital gains and income in respect of a dece- 
dent, as the case may be, which are taxable to such taxpayer. 
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Under the proposed amendment, the benefit of corpus deductions 
js not passed through to the income beneficiaries where excluded 
income exceeds the corpus deductions. Thus, if capital gains allo- 
cable to corpus are $1,500, after taking the deduction under section 
1202, and the corpus deductions are $1,000, all the deductions would 
be utilized by the fiduciary and the income beneficiaries would receive 
no benefit of the corpus deductions. 

Since existing law allows corpus deductions primarily to reduce 
distributable net income, there is no wastage of the deductions in 
eases Where the fiduciary uses the alternative method under section 
1202 (b) of computing tax on the excess of net long-term capital gain 
over net short-term loss. The proposed statute likewise avoids 
wastage of corpus deductions where the 25-percent tax rate is applied 
to capital gain. It provides that in the application of the subpara- 
graph, capital gains and losses shall be disregarded to the extent that 
they enter into the sarapiin tion of the alternative tax, so that such 
gains and losses would not reduce the corpus deductions. For 
example, if a trust which is required to distribute all ordinary income 
had ordinary income of $10,000, gross long-term capital gains of 
$90,000 and corpus charges of $4,000, the 25-percent alternative tax 
would apply to the capital gains of $90,000 without any reduction for 
the corpus charges, and the corpus charges would be applied wholly 
inreduction of distributable net income, so that the beneticiary would 
be taxed on $6,000. 

It should be observed that if this proposal is adopted, income 
beneficiaries would still receive the benefit of deductible corpus charges 
to the extent that they could not be utilized by the fiduciary. Thus, 
ina year in which the fiduciary had such deductible corpus charges, 


, he would be required to reach a decision on whether he should permit 


such deductions to inure to the benefit of the beneficiary or whether 
he should take offsetting capital gains or refrain from taking capital 
losses. 

A result of the proposed amendment would be that ordinary losses 
deseribed in section 1231 on sales of business property, which under 
present law are allowable in full in reduction of distributable net 
income, would be used first to reduce excluded income, and only the 
excess Of such losses and other corpus deductions over excluded 
income would be allowable in computing distributable net income. 

The definition of corpus deductions does not include deductions 
chargeable to items of corpus which are distributed to beneficiaries, 
The result is that if a deductible item chargeable to corpus is properly 
allocable to an item of corpus which is included in gross income and 


which is taxable to beneficiaries as part of distributable net income, 


the beneficiaries to whom such income is taxed will receive the benefit 
of such deduction. For example, if a trust realizes capital gains and 
part of the capital gains are distributed currently to beneficiaries, the 
deductions properly chargeable to the capital gains which are dis- 
tributed will be allowed in computing distributable net income. If 
income in respect of a decedent is distributed and therefore taxable 
to beneficiaries, deductions in respect of a decedent properly allocable 
to such income will be allowed in computing distributable net income. 

The proposed section 643 (a) (3) (C) should apply to existing trusts, 
as well as to future trusts, for taxable years ending after its enactment. 

In applying section 643 (a) (3) the separate share rules of section 
663 (¢) must be kept in mind. 
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Section 643 (a)—deletion at end 

The deletion of the two sentences at the end of section 643 (a) is q 
conforming amendment in connection with the proposed change in 
treatment of charitable contributions by estates and trusts. This 
proposed deletion at the end should ake to existing trusts, as well 
as to future trusts, for taxable years ending after its enactment. 


Section 643 (b) 

The proposed amendment adds capital gains to the items which 
are not to be considered income when under the terms of the governing 
instrument and applicable local law they are allocable to corpus. 

The proposed amendment to section 643 (b) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 


Section 643 (d) 

This amendment is proposed to add a definition of a “charitable 
beneficiary” to the code, desirable in connection with the proposed 
change in treatment of distributions to such beneficiaries. See the 
discussion under the proposed amendment to section 642 (e). 

The proposed addition of section 643 (d) should apply to existing 


trusts, as well as to future trusts, for taxable years ending after its | 


enactment. 


Subpart B—Trusts Which Distribute Current Income Only 


SEC. 651. DEDUCTION FOR TRUSTS DISTRIBUTING CURRENT INCOME ONLY. 
(a) Depuctron.—In the case of any trust the terms ef whieh— 

(1) the terms of which provide that all of its income is required to be dis- 
tributed currently, and 

2} de net provide that any amounts are te be paid; permanently set 
aide; op for the Ht seetion G42 te dedie 
Hert fer : 

(2) which in the taxable year does not distribute or credit amounts other 
than amounts of income described in paragraph (1), and does not distribute or 
credit and is not required to distribute any amount to a charitable beneficiary, 

there shall be allowed as a deduction in computing the taxable income of the 
trust the amount of the income for the taxable year which is required to be dis- 
tributed currently. seetion shell net apply in any taxable year in whieh 
the test distebttes ether then ef Hreette deseribed Ht pare 


(b) LimiTaTION ON Depuction.—If the amount of income required to be dis- 
tributed currently exceeds the distributable net income of the trust for the taxable 
year, the deduction under subsection (a) shall be limited to the amount of the 
distributable net income. For this purpose the computation of distributable net 
income and income required to be distributed currently shall not includé items of 
income (and the deductions allocable thereto) which are not included in the gross 
income of the trust and the deduetions aHeweble therete: The character of the 


items of distributable net income and of income requtred to be distributed currently 


shall be determined in accordance with the rules stated in section 652 (b). 
COMMENT 


Section 651 (a) of the present code excludes any trust making 
charitable distributions from the definition of what is commonly 
called a simple trust. The language of section 651 (a) has been 
modified to reflect the changes in the treatment of charitable bene- 
ficiaries discussed under the proposed amendment to section 642 (c). 

The proposed amendment to section 651 (a) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 
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Section 661 (c) limits the deduction allowable to the fiduciary to 
the extent any distribution consists of an item of distributable net 
income which is not included in the gross income of the estate or 
trust. Section 651 (b), on the other hand, limits the deduction to 
the trustee to the lesser of the income required to be distributed 
currently or the distributable net income, and reduces distributable 
net income for this purpose by exempt items. 

In the perhaps rare case where distributable net income of a simple 
trust exceeds the income distribution, distortion may result. The 
problem is made more important by section 1.651 (a)-1 (b) of the 
regulations, which provides that what is otherwise a simple trust will 
not cease to be treated as such if it is necessary under the trust instru- 
ment to retain a reasonable amount of current income because of a 
provision requiring the trustee to retain corpus intact. If distribut- 
able net income was $10,000, but was only $9,000 after excluding 
exempt income, the trust could receive a deduction of $9,000 for a 


— $9,000 distribution, if section 651 were followed literally, although 


properly the deduction should be reduced to the extent that the $9,000 
actually distributed would be deemed to consist of exempt income, 
as is provided in section 661 (c). Under section 661 (c), the deduc- 
tion presumably would be $8,100. The regulations avoid the distor- 
tion caused by the literal terms of section 651 (b). 

The proposed amendment of section 651 adopts the regulations 
approach. See section 1.651 (b)-1. Although phrased differently 
from the provisions of section 661, this approach has the same result. 
Both distributable net income and income required to be distributed 
currently must be broken down by character of the items therein, in 
order to separate out the exempt income and items of deduction al- 
locable thereto. Possibly this reliance on the character rules could 
ive trouble where the character of distributions varies as between 
tate and Federal law. In order for the regulations approach to work, 
itmust be assumed that the two sets of character rules are the same. 
In general, this appears a fair assumption. For example, if it is 
required that an amount be set aside to amortize a bond premium, 
normally it will be required to be set aside out of the income from the 
particular bond. Thus, an income item will be reduced by expenses 
illocable to it. In other respects, however, reduction of income items 
under local law by ‘the deductions allocable thereto” may be a 
meaningless phrase without application of the Federal statute. The 
rgulations dispose of the problem by providing that for the purpose of 
determining character of items under local law, reference shall be 
made to the provisions of section 1.652 (b)-2. This approach is 


proposed here to eliminate any difficulty with local law. 


he proposed amendment to section 651 (b) should apply to existing 
trusts as well as to future trusts, for taxable years ending after its 
mactment. 


SEC. 652. INCLUSION OF AMOUNTS IN GROSS INCOME OF BENEFICIARIES OF TRUSTS 
DISTRIBUTING CURRENT INCOME ONLY 

(a) INcLUs1Ion.—Subject to subsection (b), the amount of income for the 

taxable year required to be distributed currently by a trust described in section 

{51 shall be included in the gross income of the beneficiaries to whom the income 


‘| 8required to be distributed, whether distributed or not. If such amount exceeds 


the distributable net income, there shall be included in the gross income of each 
teneficiary an amount which bears the same ratio to distributable net income as 
the amount of income required to be distributed to such beneficiary bears to the 
mount of income required to be distributed to all beneficiaries. 
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(b) CHaracreR or AmMouNnTs.—The amounts specified in subsection (a) shall 
have the same character in the hands of the beneficiary as in the hands of the 
trust. For this purpose, the amounts shall be treated as consisting of the same 
proportion of each class of items entering into the computation of distributable 
net income of the trust as the total of each class bears to the total distributable 
net income of the trust, unless the terms of the trust or applicable local law specifi- 
cally allocate different classes of income to different beneficiaries. In the applica. 
tion of the preceding sentence, the items of deduction entering into the computa. 
tion of distributable net income shail be allocated among the items of distributable 
net income in accordance with regulations prescribed by the Secretary or his 
delegate. 

(c) Dirrerent TaxaBLe YerArs.—If the taxable year of a beneficiary js 
different from that of the trust, the amount which the beneficiary is required to 
include in gross income in accordance with the provisions of this section shall be— 

(1) based upon the amount of income of the trust for any taxable year or 
_— of the trust ending within or with his the taxable year of the beneficiary, 
an 

(2) if the taxable year of the beneficiary terminates by reason of the death or 
other termination of existence of the beneficiary during a taxable year of the trust 
based upon the amount of income of the trust for the period from the end of its 
last preceding taxable year to the date of such termination of existence. In 
computing distributable net income for the purposes of the application of sub- 
section (a) to such beneficiary, there shall be taken into account only the items 
of income and those deductions which under the terms of the governing instru- 
ment and applicable local law are properly chargeable in determining such bene- 
ficiary’s share of the income for such period. 


COMMENT 
Section 652 (b) 

The insertion in section 652 (b) of the words “or applicable local 
law’ is not intended to change existing law but is simply a recog- 
nition that local law may specify an allocation of different classes of 
income to different beneficiaries and if it does, the effect will be the 
same as if the terms of the trust made such specification. 

The proposed insertion in section 652 (b) should apply to existing 
trusts as well as future trusts for taxable years ending after its enact- 
ment. 


Section 652 (c) 


The purpose of the amendment to section 652 (c) is to make clear 
the amount of income of an estate or trust which is includible in the 


final return of a beneficiary. The amendment is intended to provide ; 


that there shall be included in the final return of such beneficiary his 
share of gross income received by the estate or trust up to the time 
of termination of the beneficiary’s taxable year, reduced by deductible 
items properly charged against such share of income, whether paid 
before or after the date of the death or other termination of existence 
of the beneficiary. 


Examples 

(1) The taxable year of a trust ends on January 31, while that of 
the beneficiary is the calendar year. The beneficiary includes in his 
taxable income for 1957 so much of the taxable income of the trust 
as was currently distributable to him during the taxable year ending 
January 31, 1957, and was not in excess of the trust’s distributable 
net income for such year. 

(2) If a trust receives permission to change its accounting period 
from one ending on January 31 to one ending on September 30, the 
beneficiary would include in his income for the calendar year 1957, 
the income of the trust currently distributable to him during the 
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taxable year of the trust ending January 31, 1957, and the income 
of the trust currently distributable to him during the short taxable 
year of the trust ending September 30, 1957. The amount includible 
in the beneficiary’s income with respect to each such taxable year of 
the trust cannot exceed the greater of the income currently distribut- 
able to him in each such year or the distributable net income for each 
such year. 

(3) A distributable trust and its beneficiary both file returns on 
the basis of the calendar year. The beneficiary died on August 1. 


Items Items Deductions 
received Items received paid, Aug. 1- 
and paid, accrued on and paid, Dee. 31 but 
Jan. 1- July 31 Aug. I- allocable 
July 31 Dee. 31 to (1) 
(1) (2) (3) (4) 
150 
Income commissions. .............----------.-- 0 503 836 $503 
Principal commissions. - .-.-..--.---....--..--...- 0 0 3, 000 0 
Attorneys’ fees charged to principal-.----...-.-- 0 0 5, 000 0 
1, 890 0 1, 800 300 
Other real-estate expense... 1, 200 50 600 50 
State income tax on prior year’s capital gains, 
chargeable to principal. 300 300 
3, 300 853 | 11, 536 853 


During his lifetime the beneficiary was entitled to receive the in- 
come of the trust as computed fer trust accounting purposes; i. e., the 
sum of receipts allocable to income account less the sum of expenses 
charged to income account and a reserve for expenses properly charge- 
able to income account. Based on the foregeing figures such amount 
would be $18,147. Such amount is computed by subtracting from 
$22,000 (the sum of the income items in col. 1 reduced by capital 
gains of $1,000) the 2 deductions aggregating $3,000 shown in column 
(1) and $853, the sum of those shown in column (4). 

The distributable net income which limits the taxability of the 
amount of income distributable to the beneficiary during his lifetime 
is to be computed as if the period January 1 to July 31 were a taxable 
year, except that items of deductions paid after the beneficiary’s death, 
but which represent items the trustee could reserve for in determining 
trust income, are to be taken into account. ‘This is true even though 
the trust files its return on the cash basis. 

The distributable net income properly allocable to the period Janu- 
ary 1 to July 31 thus is the same as the income which was currently 
distributable to the beneficiary for trust accounting purposes. 

The excess of income accrued on July 31, but not collected, over 
accrued deductions chargeable to income account represents income 
in respect of a decedent which will be taxable under section 691. 

It should be noted that the separate share rule is applicable in 
determining the amount taxable to the deceased beneficiary. Thus, 
an income beneficiary will not receive the benefit of any items paid 
from corpus in the year of the death or other termination of existence 
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of the beneficiary. For example, if the beneficiary dies on August | 
and a principal commission is paid on November 15 (or for that 
matter on July 15), the beneficiary’s share of income would not be 
reduced thereby. The benefit of the deduction would inure to the 
remaindermen, who have borne the charge. In some cases the deduc- 
tion may be wasted because the remaindermen do not have sufficient 
income to absorb the deduction. 

If the trust continues, the corpus deduction not absorbed by income 
credited to corpus would inure to the successor income beneficiary 
whose income is thereafter reduced by reason of the diminution of 
corpus resulting from the payment of the corpus charge. 

The proposed amendment of section 652 (c) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 


Subpart C—Estates and Trusts Which May Accumulate Income or Which 
Distribute Corpus 


SEC. 661. DEDUCTION FOR ESTATES AND TRUSTS ACCUMULATING INCOME OR DIs. 
TRIBUTING CORPUS. 

(a) Depuction.—In any taxable year there shall be allowed as a deduction 
in computing the taxable income of an estate or trust (other than a trust to which 
subpart (B) applies), the sum of— 

4} any amount ef income for sueh taxable year required te be distributed 
tinehidine ametnt reqttired te be distributed ahieh may be 

42 any other ameoetnts proper paid or eredited or required te be dis 
tebuted fer steh taxable sear: 

(1) any amount required to be paid or credited currently to a beneficiary out 
of income for the taxable year ; and 

(2) any amount paid or credited in the exercise of a discretion by the fiduciary 
to pay or credit such amount to a beneficiary to whom no amount may be paid or 
credited during the taxable year except from income for the taxable year; and 

(3) any amount paid or credited in the exercise of a discretion by the fiduciary 
to pay or credit such amount to a beneficiary to whom amounts may be paid or 
credited during the taxable year out of the income for the taxable year or out of 
corpus (including accumulated income of prior taxable years); and 

(4) all other amounts properly paid, credited, or required to be distributed to 
a beneficiary during the taxable year; 

but such deduction shall not exceed the distributable net income of the estate or 
trust. The distributable net income of the estate or trust shall be allocated among the 
beneficiaries in the manner described in section 662 (a). 

(b) CHARACTER OF AMouNTsS DistrinuTED.—The amount determined under 
subsection (a) shall be treated as consisting of the same proportion of each class 
of items entering into the compitation of distributable net income of the estate 
or trust as the total of each class bears to the total distributable net income of 
the estate or trust in the absence of the allocation of different classes of income 
under the specific terms of the governing instrument or applicable local law. In the 
application of the preceding sentence, the items of deduction entering into the com- 
putation of distributable net income ¢mehiding the deduetien slowed tnder see 
tien 642 +e} shall be allocated among the items of distributable net income in 
accordance with regulations prescribed by the Secretary or his delegate. 

LimiTaTION ON Depuction.—No deduction shall be allowed under sub- 
section (a) in respect of any portion of the amount allowed as a deduction under 
that subsection (without regard to this subsection) which is treated under sub- 
section (b) as consisting of any item of distributable net income which is not 
included in the gross income of the estate or trust. 


SEC. 662. INCLUSION OF AMOUNTS IN GROSS INCOME OF BENEFICIARIES OF ESTATES 
AND TRUSTS ACCUMULATING INCOME OR DISTRIBUTING CORPUS 

(a) INcLuston.—Subject to Subsection (b), there shall be included in the gross 

income of a beneficiary to whom an amount specified in Section 661 (a) is paid, 
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credited, or required to be distributed (by an estate or trust described in Section 
661), the sum of the following amounts: 


(1) AMOUNTS NOT PAYABLE SOLELY OUT OF CoRPUS.—Any amount, other than 
an amount paid, credited, or required to be distributed to a charitable ben- 
eficiary, which is— 

(A) required to be paid or credited currently to the beneficiary out of in- 
come for the taxable year; 

(B) paid or credited in the exercise of a discretion by the fiduciary to pay 
or credit such amount to the beneficiary to whom no amount may be paid or 
credited during the taxable year except from income for the taxable year; 

(C) paid or credited in the exercise of a discretion by the fiduciary to pay 
or credit such amount to the beneficiary to whom amounts may be paid or 
credited during the taxable year out of the income for the taxable year or out 
of corpus (including accumulated income of prior taxable years). 

The amounts paid, credited, or required to be distributed to beneficiaries referred 
to in subparagraphs (A), (B), and (C) hereof shall be deemed paid in that order of 
priority out of the distributable net income of the estate or trust, and if the amounts 
paid to the beneficiaries in any one of such classes, taken in such order of priority, 
exceed the distributable net income of the estate or trust available to such class 
(after being reduced by the amount allocated to any prior class or classes), there 
shall be included in the gross income of the beneficiary an amount which bears the 
same ratio to the distributable net income available to that class as the amount 
of income paid, credited, or required to be distributed to such beneficiary within 
such class bears to the amount so paid, credited, or required to be distributed to all 
beneficiaries of such class. 

(2) OTHER AMOUNTS DISTRIBUTED.—AIl other amounts properly paid, 
credited, or required to be distributed to such beneficiary during the taxable 
year. If the sum of— 

(A) the amount of ineome for the taxable year properly paid or credited 
during the tarable year or required to be distributed currently for the 
taxable year to all beneficiaries, under paragraph (1); and 

(B) all other amounts properly paid, credited, or required to be dis- 
tributed to all beneficiaries 

exceeds the distributable net income of the estate or trust, then, in lieu of the 
amount provided in the preceding sentence, there shall be included in the 
gross income of the beneficiary an amount which bears the same ratio to 
distributable net income (reduced by the amounts specified in (A)) as the 
other amounts properly paid, credited, or required to be distributed to the 
beneficiary bear to the other amounts properly paid, credited, or required to 
be distributed to all beneficiaries. 

(b) CHaRacTER OF AMOUNTS.—The amounts determined under subsection (a) 
shall have the same character in the hands of the beneficiary as in the hands of 
the estate or trust. For this purpose, the amounts shall be treated as consistin 
of the same proportion of each class of items entering into the computation o 
distributable net income as the total of each class bears to the total distributable 
net income of the estate or trust unless the terms of the governing instrument 
or applicable local law specifically allocate different classes of income to different 
beneficiaries. In the application of the preceding sentence, the items of deduction 
entering into the computation of distributable net income 4 { + 

under seetion 642 fe} shall be allocated among the items of distributable 
net income in accordance with regulations prescribed by the Secretary or his dele- 
gate. Hre ef Hits stthseetion te tHe tHder 
steph 45 of st-bseetion te} distribtiteble net shal be eomptted without 
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regard te any portion of the deduetion under seetion 642 {e} which is net attrib. 
uteble te treeme of the texble 

(ec) Dirrerent Years.—lIf the taxable year of a beneficiary is differ. 
ent from that of the estate or trust, the amount to be included in the gross income 


of the beneficiary shall be: 
(1) based on the distributable net income of the estate or trust and the 
amounts properly paid, credited, or required to be distributed to the bene. 


ficiary during any taxable vear or vears of the estate or trust ending within 
or with the his taxable year of the beneficiary, and 


(2) if the taxable year of the beneficiary terminates by reason of the death or 
other termination of existence of the beneficiary during a taxable year of the 
estate or trust, based on the amount of income of the estate or trust for the period 
from. the end of its last preceding taxable year to the date of such termination or 
existence. In computing distributable net income for the purposes of the applica- 
tion of subsection (a) to such beneficiary, there shall be taken into account only 
the items of income and those deductions which under the terms of the governi 
instrument and applicable local law are properly chargeable in determining s 
beneficiary’s share of the income for such period. 


COMMENT 


Sections 661 (a) (1) and 662 (a) (1) 


The proposed amendments to sections 661 (a) and 662 (a) are 
designed to relieve beneficiaries of trusts and estates from inequities 
arising out of the present method of allocating the distributable net 
income of an estate or trust among beneficiaries who have received 
distributions of income or corpus therefrom during the taxable year. 
Under present law beneficiaries receiving income, other than those 
receiving income required to be distributed currently, are placed in the 
same class with beneficiaries receiving corpus for purposes of allocating 
estate or trust income. As a consequence, if the distributable net 
income of an estate or trust exceeds the amount of income required to 
be distributed currently, the beneficiaries of corpus and the bene- 
ficiaries to whom the fiduciary in the exercise of a discretionary power 
has made payments of current income are required to include in gross 
income proportionate parts of the balance of the distributable net 
income of the estate or trust remaining after distributions of income 
required to be distributed currently. This occurs even if all of the 
distributable net income of the estate for the taxable year in fact has 
been distributed to beneficiaries of income. Beneficiaries entitled to, 
and who receive, distributions which can be made solely out of 
corpus may be required to include in their gross income a part of 
the distributable net income of the estate for the taxable year. 

The proposed draft amends section 662 (a) (1) to require all amounts 
not payable solely out of corpus to be included in the beneficiaries’ 
income to the extent of the lesser of the amount distributed to the 
beneficiaries or the amount of the distributable net income of the 
estate or trust for the taxable year. All “other amounts,” that is, 
distributions of corpus or accumulated income, are required to be 
included in income to the extent of the balance of distributable net 
income of the trust or estate under paragraph (2) of the section. 

An order of priority as between classes of income distributions is 
created in paragraph (1) so that the distributable net income is first 
applied to amounts of income required to be paid currently, then to 
amounts of income paid or credited in the discretion of the fiduciary, 
where no amount may be distributed except from income, and next 
to amounts paid or credited by the fiduciary in the exercise of a 
discretion to pay such amounts out of either income or corpus. If 
there is any balance of distributable net income remaining after 
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all of the income distributions have been satisfied, it is applied to 
corpus distributions falling under paragraph (2) of the section. 

Such amendments for the most part wou d eliminate the inequity 
of making corpus beneficiaries bear a portion of the tax on estate or 
trust income when all of the distributable net income of the estate has 
been distributed. It would, however, distinguish between bene- 
ficiaries who are in receipt of income under different circumstances, 
that is, required income distributions, discretionary income distribu- 
tions, or discretionary distributions of income or corpus. The effect 
of the priorities so established is to set up a “four tier’ system for the 
allocation of estate or trust income. If the amounts distributed to 
any such class of beneficiaries exceed the distributable net income 
available to such class, each beneficiary must include such portion of 
the available distributable net income as the amount received by him 
bears to the amounts received by all beneficiaries in the same class. 

The following examples indicate the results of the above amend- 
ments (assuming in each case that no accumulation distribution sub- 
ject to the throwback rule is made): 


EXAMPLE I 
Distributions: 
required to be paid out of Income. 20, 000 
To C, discretionary income or corpus payment__-.-- ~---------- 30, 000 


To D, discretionary payment which can be made only out of corpus.. 30, 000 
Results: 


B received $12,000 and is taxed on.........---...-------------- 10, 000 
C received $30,000 but is taxed on_.__-_---_----_-------------- 0 
D received $30,000 but is taxed on___._-_---.------------------ 0 
Examp.e II 
Distributions: 
To B, discretionary income payment--------------------------- 20, 000 
To C, discretionary income or corpus- --_----------------------- 25, 000 


To D, discretionary payment which can be made only out of corpus. 30, 000 
ults: 


C received $25,000 and is taxed on__.._------------------------ 5, 000 
D received $30,000 and is taxed 0 
Exame.e III 
_ Distributions: 
To A: ; 
(2) discretionary income or corpus payment---.------------ 15, 000 
To B: (3) discretionary income payment which can be made only 
| Results (in order of priority): 
A is taxed on (1) entire required income payment_-_-_-_-~-.-------- 15, 000 
B is taxed on (3) entire discretionary income payment- ---------- 15, 000 
A is taxed on part of (2) discretionary income or corpus payment.. 10, 000 


Total distributable net income. 40, 000 
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It should be noted that a charitable beneficiary is always in the 
fourth tier. If a charitable beneficiary is treated the same as any 
other distributee under the tier erage significant tax-avoidance 
arrangements would be possible. Such arrangements are not 
sible to any appreciable extent, however, when the charity is alwa 
a fourth-tier b 
differences in result when the charity is treated like any other bene. 
ficiary and when it is restricted to the fourth tier. 

1. A establishes a trust and under the terms of the trust the trustee 
is required to pay the net income to the X charity and in each year 
is required to pay to A’s wife W, from the corpus of the trust, that 
amount which is equal to the net income for the year. If the tier 
system applied without any qualifications to a charitable beneficia 
W would pay no income tax on the amount she received annually as 
would be true under present law. By making a charity a tier 4 bene- 
ficiary, both W and the charity are in the same tier and W will be 
taxable on one-half of the distributable net income of the trust. 

2. A establishes a trust and under the terms of the trust the trustee 
in his discretion may make payments to the X charity but only out 
of income and may make payments in his discretion out of income or 


eneficiary. The following illustrations bring out the , 


corpus to A’s wife W. The distributable net income of the trust in / 


the first year is $10,000. The trustee pays $8,000 to the X charity 
and $8,000 to W. If the tier system applied without any qualification 
to a charitable beneficiary, W would pay a tax on only $2,000 because 
she is in the third tier whereas the charity would be in the second tier. 
By making the charity a tier 4 beneficiary, W will be taxable on the 
entire $8,000 she receives. 

If a beneficiary is given an annuity of $1,000 a year which is to be 
paid out of income to the extent available and the balance is to be 
paid out of corpus, such beneficiary will be in tier 1 with respect to 
the income available to pay the annuity and in tier 4 with respect to 
the corpus which is required to be used to pay the annuity. On the 
other hand, if the beneficiary is to be paid $1,000 a year and the trustee 
is given discretion to pay such sum out of either income or corpus, 
then the beneficiary is in tier 3 no matter whether the stated sum is 
paid out of income or out of corpus. 

_ The proposed amendments to sections 661 (a) (1) and 662 (a) (1) 
should apply to existing trusts, as well as to future trusts, for taxable 
years ending after their enactment. 


Section 661 (b) 


This is largely a conforming amendment necessitated by the pro- 
posed revision of treatment of distributions to charitable beneficiaries, 
discussed in the comment accompanying the proposed amendment to 
section 642 (c). In regard to the insertion “or applicable local law” 
see the comment on section 652 (b). 

The proposed amendment of section 661 (b) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 


Section 662 (b) 


This is a conforming amendment propose’ in connection with the 
proposed revision of treatment of distributions to charitable bene- 


ficiaries, discussed in the comment accompanying the proposed amend- 
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ment to section 642 (c). In regard to the insertion “or applicable 
local law’’ see the comment on section 652 (b). 

The proposed amendment of section 662 (b) should apply to exist- 
ing trusts, as well as to future trusts, for taxable years ending after 
its enactment. 


Section 662 (c) 
See comment under section 652 (c). 


SEC. 663. SPECIAL RULES APPLICABLE TO SECTIONS 651, 652, 661, and 662. 
(a) Exc.tusrons.—There shall not be included as amounts falling within section 
661 (a) or 662 (a)— 
Gift, — ey the ef the gow 
t ; is properly paid or eredited as @ gift or bequest of a 


(1) Girrs, BEQUESTS, ETC., OF SPECIFIC SUMS OF MONEY OR OF SPECIFIC 
PROPERTY.—Any amount which under the terms of the governing instrument or 
applicable local law is an amount which is properly paid or credited as a gift, 
bequest, or devise of a ee sum of money or of specific property and which 
is not to be paid or credited in more than 3 taxable years of the estate or trust 
whether or not consecutive. An amount which can be paid or credited only from 
the income of an estate or trust shall not be considered as a gift or bequest of a 
specific sum of money or of peo property. For the purpose of determining 
the number of taxable years in which an amount is paid or credited to a single 
beneficiary, a decedent’s estate and a trust created under the decedent’s will each 
shall be considered as a separate entity, and any gift, bequest, or devise payable 
at any one time under the terms of the governing instrumented or law shall be 
treated as paid in a single taxable year. 

(2) OTHER GIFTS, BEQUESTS, ETC.—Any amount, other than capital gains 
considered paid, credited, or required to be distributed under section 643 (a) 
(3) (B), which under the terms of the governing instrument or applicable local 
law is an amount which is not to be paid or credited at intervals and which 
is properly paid or credited in full or partial satisfaction of a bequest, share, 
award or allowance from the corpus of a decedent's estate during a period begin- 
ning with the day following the death of the decedent and ending 36 months 

- thereafler. A payment shall be deemed to have been made from corpus of a 

decedent's estate to the extent it is properly charged against corpus and designated 
as a distribution of corpus on the books and records of the estate by the fiduciary. 
For any taxable year or portion of a taxable year following the period described in 
this paragraph, the distributable net income of an estate for such taxable year 
or such portion of a taxable year shall be reduced by that amount of income of the 
estate for such taxable year or portion of the taxable year which the decedent’s 
legal representative in good faith determines is required for the purpose of meeting 
existing or potential estate obligations which are payable out of estate income. 

(3) DENIAL OF DOUBLE DEDUCTION.—Any amount paid, credited, or dis- 
tributed in the taxable year, if a deduction was allowed or allowable for such 
amount for a preceding taxable year of an estate or trust because credited, required 
to be distributed, or permanently set aside in such preceding taxable year. 

IN First Srxty-Five Days or TaxaBLeE Yxrar.—[No 
change. 

(ec) SEPARATE SHARES TREATED AS SEPARATE Esrares or Trusts.—For the 
sele purpose of determining the amount of distributable net income in the applica- 
tion of sections 651, 652, 661 and 662, and determining whether an estate or trust 
has terminated for the purposes of section 642 (h), in the case of an estate or a single 
trust having more than one beneficiary, substantially separate and independent 
shares of different beneficiaries in the estate or trust shall be treated as separate 
estates or trusts. The existence of such substantially separate and independent 
shares and the manner of treatment as separate estates or trusts, including the 
application of subpart D to such separate share trusts, shall be determined in ac- 
cordance with regulations prescribed by the Secretary or his delegate. 
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(d) Amounts Permanentty Ser Asipe ror CHARITABLE BENEFICIARIES oR 
Purposes.—Any amount of gross income for the taxable year which is perma. 
nently set aside in the taxable year for a charitable beneficiary, or which vs paid, 
used or permanently set aside in the taxable year exclusively for one or more of 
the purposes described in section 170 (e) (2) (B), or for the establishment, acquisition 
maintenance, or operation of a public cemetery not operated for profit, shall be deemed 
an amount credited to a charitable beneficiary in the taxable year. However, 
the total of such amounts deemed to be credited to charitable beneficiaries 
during any taxable year, other than amounts permanently set aside out of income 
allocated to corpus which income is not included in the definition of income, in 
section 643 (b), shall not be greater than the amount by which the distributable 
net income of the estate or trust exceeds the deductions allowable to the estate or 
trust under section 661 for amounts paid, credited or required to be distributed 
to other beneficiaries for the taxable year. 

(e) Reqvrrep DisrriguTion To ANoTHER TrusT.—In applying sections 661, 
and 662, when a required distribution is made to another trust which is not payable 
solely out of income, the distributing trust shall be entitled to a deduction for such 
distribution of only that portion of its distributable net income attributable to the 
part of the taxable year that precedes the required distribution which corresponds to 
the portion of the trust property required to be distributed to the receiving trust, and 
the receiving trust shall include in gross income for that taxable year only so much 
of such amount as is deductible by the distributing trust. 


COMMENT 
Section 663 (a) (1) and (2) 

The proposed amendments to section 663 (a) (1) and (2) are de- 
signed to correct the rules of existing law which in some instances 
attribute income of an estate to persons receiving corpus distributions. 

Section 663 (a) (1) of the 1954 Code excluded from the terms of 
sections 661 (a) and 662 (a) certain gifts or bequests of specific sums 
of money or specific property paid or credited all at once or in not 
more than 3 installments whee than amounts which could be paid 
or credited only from income of the estate or trust. Consequently, 
payment of such specific gifts or bequests of corpus does not entitle 
the fiduciary to a deduction under section 661 (a) nor does it result in 
income being attributed to the recipient under section 662 (a) and 
under section 102 (a) such amounts are excluded from gross income 
of the recipient. 

This exclusion has proved to be too narrow in scope. For example, 
it does not exclude from the rules of sections 661 (a) and 662 (a) 
distributions of corpus to residuary legatees, payments solely out of 
corpus to will contestants, payments out of corpus of an estate 
to widows pursuant to provisions of local law allowing an executor 
to make temporary provision for a widow’s support and payment of 
an intestate share. Asa result persons who receive distributions from 
corpus of an estate sometimes are treated as receiving income even 
though they may have no right to share in income. In other in- 
stances a distribution to a beneficiary from the residue of an estate in 
the ordinary course of administration and not prompted by any tax 
motive, results in the beneficiary being taxed with a disproportionate 
share of income. While extension of the separate share rule of section 
663 (c) to estates (see below) may ameliorate the hardship in some 
cases, complete relief in this area can be afforded only by excludi 
true corpus distributions from the operation of sections 661 (a) an 
662 (a) so that such distributions will be excluded from income to the 
extent provided under section 102. 
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- Under the proposed amendments (section 663 (a) (2)), amounts 
properly paid from and charged to corpus as a bequest or as a statu- 
tory award or allowance to a spouse would be excluded from gross 
income for a period of 3 years which is long enough to take care of 
the administration of most estates. If a spouse is entitled under 
State law to income of an estate, however, as is sometimes the case 
where the spouse elects to take against a will, an amount paid the 
surviving spouse which the fiduciary properly charges to income 
would be subject to the provisions of sections 661 (a) and 662 (a) 
and includible in the gross income of the spouse. The same would 
be true where amounts paid to will contestants are properly payable 
out of and are charged to income. (See Delmar, 25 T. C. 1015 (1956).) 

It is recognized that the proposed amendments give effect to a 
fiduciary’s identification of the source of a distribution, as did the 1939 
Code, and may therefore offer limited opportunities for minimizing 
taxes for the 3-year period where a pre art is identified as made 
from principal although there is current income in the residuary estate 
from which a payment in the same amount could properly have been 
made to the same beneficiary. The possibility of avoidance in this 
area does not appear to be sufficient to justify continuance of the 
present arbitrary rules of attribution of estate income to beneficiaries 
with its resulting inequities. 

The following example illustrates the operation of the present law 
and the proposed section 663 (a) (2): 

Assume that a testator makes minor specific bequests to friends 
and divides the residue between his wife and a trust to be established 
for his minor son. He provides that all estate taxes are to be appor- 
tioned to the share of the residue in trust for the son. During the 
first year of administration the estate income was $20,000, none of 
which was distributed. The following distributions were made: 


Family car transferred to widow; charged to her share of residuary estate __ 800 
Cash advanced to widow; charged to her share of residuary estate_____- 200 


During the second year of administration the net income of the 
estate (all ordinary income) was $20,000, all of which was distributed, 
one-half to the trust for the son and one-half to the widow. In that 
year estate taxes of $50,000 were paid, and a distribution of $15,000 
was made to the son’s trust from corpus and from the income accu- 
mulated in the preceding year. In addition, a payment of $64,000 
out of corpus and income accumulated in the preceding year was 
made to the widow to equalize the aggregate of distributions made to 
her and to the son’s trust during the estate administration. In 
making this equalizing distribution to the widow the estate taxes 
were treated as having been paid on behalf of the portion of the 
residuary estate to which the son’s trust became entitled. The 
corpus distributions to the widow in the prior year, including the 
automobile which was turned over to her, were also taken into 
account for this purpose. 

‘Since section 663 (a) in its present form does not exclude from the 
operation of sections 661 (a) and 662 (a) distributions from the resid- 
uary estate, the attribution rules of section 662 (a) must be applied 
in determining income to be reported by the widow and by the son’s 
trust for both years. Although the executor made no distribution of 
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income in the first year of administration, under present law $1,000 of 
income will be attributed to the widow for that year on account of the 
distributions of the family car and of the cash advances out of corpus 
to her totaling $1,000. While these amounts were not required income 
distributions under sections 661 (a) (1) and 662 (a) (1), they constitute 
“other amounts” under sections 661 (a) (2) and 662 (a) (2) and, since 
the distributable net income for the taxable year exceeds $1,000, the 
widow is taxed on the full amount of the corpus distributions to her in 
that year. 

In the second year the income of the widow under present law will 
also be subject to distortion. The distribution of $64,000 of corpus 
and accumulated income of the prior year to the widow in addition to 
one-half of the current year’s income ($10,000) would result in the 
widow being taxed with 

$74,000 (total distributions to widow) 


$99,000 (total distributions made to all benelicanies) ere 
or approximately $14,950, while the son’s trust would be taxed with 
only $5,050 ( which is 30,000 820,000 ) although each received 
$10,000, one-half of the distributable net income of the estate for the 
taxable year. The effect of the attribution rules of present law, there- 
fore, is not only to defeat the attempt of the executor to divide estate 
income evenly between the beneficiaries, but to attribute arbitr 
amounts of income to the beneficiaries. The son’s trust is taxed wit 
much less income than was actually received and the widow is really 
taxed on corpus she received. 

Under the proposed amendments, the estate would pay tax on the 
income of $20,000 during the first year of administration, and the 
widow would not be taxed on any income for such year since all 
amounts distributed to her were charged to her share of the residue, 
In the second year, the widow and the son’s trust would be taxed on 
$10,000 each and the estate would pay no income tax. 

There has been inserted in section 663 (a) (1) the following: 

For the purpose of determining the number of taxable years in which an amount is 
paid or credited to a single beneficiary, a decedent’s estate and a trust created under the 
decedent’s will each shall be considered as a separate entity, and any gift, bequest, 
or devise payable at any one time under the terms of the governing instrument or law 
shall be treated as paid in a single taxable year. 

The substance of the above is now found in the regulations under sub- 
chapter J (sec. 1.663 (a)-1 (c)). By including these rules in the 
statute and not including the other rules set forth in section 1.663 
(a)—1 (c) of the regulations, it is not intended that any doubt should 
be cast upon the validity of the balance of section 1.663 (a)-1 (c) of 
the regulations. 

A situation protected under the installment rule as set forth in the 
proposed section 663 (a) (1) which is not protected under the present 
section 663 (a) (T) is as follows: A in his will directs his executor to 
pay his daughter $4,000 in installments of $1,000 each within 18 
months after his death. Since the legacy is required to be paid in 
more than 3 installments, it is not protected under the present section 
663 (a) (1). Under the proposed section 663 (a) (1), however, it 1s 
protected because it is not to be paid in more than 3 taxable years. 
The income-tax avoidance feature of installment payments is not in 
the number of installments but is in the number of taxable years in 
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which payments may be made. Thus the change made by section 
663 (a) (1) is in accord with the basic objectives of the original sec- 
tion 663 (a) (1). 

It should be noted with respect to section 663 (a) (2) that after the 
3 years referred to therein have elapsed, the distributable net income 
of the estate for each year is to be reduced by the amount of income 
for such year that the personal representative in good faith determines 
is required for the purpose of meeting existing or potential estate 
obligations which are payable out of estate income. Such a modifica- 
tion is believed necessary in order to eliminate inequities in the income 
taxation of distributees of estates after the 3-year period expires. 

Paragraphs (1) and (2) of section 663 (a) sane be applicable to 
taxable years ending after their enactment and also consideration 
should be given to granting relief retroactively to the effective date of 
the 1954 Code. 


Deletion of present section 663 (a) (2) 


Present section 663 (a) (2) provides that distributions to charitable 
beneficiaries shall not be included as amounts for which a trust or 
estate is allowed a deduction from distributable net income for dis- 
tributions to beneficiaries. A deduction is now allowed for such 
distributions from gross income under section 642 (c). Since it is 
now proposed to allow deductions for charitable distributions from 
distributable net income (see the comment accompanying the pro- 

osed amendment to sec. 642 (c)), section 663 (a) (2) would no longer 
necessary, and the proposed amendment to section 663 (a) de- 
etes 1t. 

It should be pointed out that if this change is made, without further 
qualification, a deduction will in general be permitted for charitable 
contributions paid out of corpus, as well as for those paid out of gross 
income of the current or prior years for which a deduction is now 
allowable. (In the case of an estate, corpus distributions to charity 
in satisfaction of a specific, pecuniary or residuary bequest would not 
be deductible since such distributions are excluded from the operation 
of sec. 661 (a) by sec. 663 (a).) This result tends to eliminate tracing 
problems. In conjunction with the proposed readjustment of the 
“tier”? system in sections 661 and 662 (see the comment under the 
proposed amendments to those sections) under which all charitable 
distributions are placed in the bottom ‘‘tier,”’ it is not believed that 
any disadvantageous consequences will follow. 

Under the proposed amendment, if a trust instrument directed that 
income be paid to A, or gave a trustee discretion to pay it to A, and 
directed or permitted payments of either income or principal to charity, 
the income received by A would remain taxable to him. If all the 
income of a trust is directed to be paid to a charity and periodic dis- 
tributions of principal are directed to be made to A, A’s distributions 
would be tax free under present law. Under the proposed amend- 
ment, the taxable income would be considered as divided proportion- 
ately between the charitable and noncharitable beneficiaries. To the 
extent that income of the current year is properly accumulated, a 
deduction is allowed for corpus distributions to charitable beneficiaries. 
Since such a deduction would reduce distributable net income for 
purposes of the application of the “‘throwback”’ provisions to distribu- 
tions to individual beneficiaries in subsequent years, it could have 
some effect on the taxability of income to such individual beneficiaries, 
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However, even though distributions are made in alternate years to 
charitable and noncharitable beneficiaries, taxable income will alwa 

be proportionately divided among them. Even this result could be 
avoided, if desired, by providing that charitable distributions are not to 
reduce distributable net income for purposes of the throwback pro- 
visions. However, since the proposed amendments are considerably 
stricter in this area than present law, and since additional complica- 
tions of computation would result, this course is not recommended, 


Section 663 (a) (8) 


In view of the proposed treatment of amounts permanently set 
aside for a charitable beneficiary as distributions deductible under 
section 661 and the proposed repeal of present section 642 (c), it is 
proposed that present section 663 (a) (2) be deleted as unnecessary 
for future years. However, an amendment is proposed to section 
663 (a) (3) soc le its application so that it will prevent a deduc- 
tion under section 661 for an amount distributed to a charitable 
beneficiary in a future year, for which a deduction was allowed under 
section 642 (c) in a year prior to the effective date of the proposed 
amendment as an amount permanently set aside for a charitable 
beneficiary. 


Section 663 (ce). Separate shares 

The proposed amendments to section 663 (c) are designed to extend 
the separate share rule to estates and also to extend the carryover 
provisions of section 642 (h) to the termination of a single beneficiary's 
interest in the estate or trust. 

Applicability of the separate share rule of section 663 (ec), as 
amended, to estates and trusts and their beneficiaries will be required 
even though separate and independent accounts are pot maintained, 
nor required to be maintained, for each share, and even though no 
physical segregation of assets is made or required. If a trust or estate 
has more than one beneficiary and if such beneficiaries have separate 
and independent shares, such shares shall be treated as separate trusts 
or estates for the purpose of determining the amount of distributable 
net income allocable to the respective beneficiaries under sections 651, 
652, 661, and 662. 

It is not intended that section 663 (c) should operate so as to result 
in income being attributed to beneficiaries of estates to whom corpus 
payments are made which are excluded under section 663 (a) from 
amounts falling within sections 661 (a) and 662 (a). The operation of 
section 663 (c) in the case of an estate may be illustrated by the follow- 
ing example: 

The will of A makes specific cash bequests to B and C and directs 
that the residuary estate be divided into 3 parts, 2 parts to be held in 
trust for A’s children, D and E, and the third part to be distributed to 
A’s widow. All inheritance taxes are to be apportioned to the shares 
of D and E under the decedent’s will. With respect to the trust for 
D and E the testamentary trustee is given discretion to distribute or 
accumulate income or to distribute principal or accumulated income 
or to do both. Under local law residuary legatees are entitled to 
their respective shares of income of an estate after paying specific 
bequests and all debts and expenses of administration. ; 

During the first year of administration the executor pays the specific 
bequests. The executor makes no distribution of estate income dur- 
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ing the first year because of uncertainties as to amounts which may be 
chargeable against such income but he distributes $1,000 to the widow 
which is designated a distribution of corpus and is so charged on the 
executor’s books. 

During the second year of administration the executor makes the 
following distributions and payments: 
1. Inheritance taxes apportioned to the shares of D and E in residue___ $10, 000 


9. To the widow: 
(a) Her share of accumulated income of the estate for the prior 


(b) Her share of estate income for the current year_________--- , 000 
(c) Corpus distribution to equalize shares in remaining residue 
among widow and D and E_-.-_..-...---.-----...-.---- 5, 


During the third year of administration the executor makes the 
following distributions and payments: 


2. To the widow: 
3. To the trust for D and E: 


The results are as follows: 

First year.—The distribution of $1,000 corpus does not result in 
any income being taxed to the widow under section 663 (a) (2) as 
amended. The estate is entitled to a $600 exemption under section 
642 (b) and pays tax on all net income of the estate for the year. 
The separate share rule although applicable to estates does not permit 
division of the estate into separate shares for purposes of the filing of 
returns or the deduction of the personal exemption. 

Second year.—The widow is subject to tax on $3,000 of current 
income distributed to her under section 662 (a). No income is at- 
tributed to her on account of the distribution of $5,000 of corpus 
under section 663 (a) (2). No income is attributed to her on account 
of the payment to her of $3,000 of accumulated income although 
such amount constitutes an amount referred to in section 662 (a) 
since, applying the separate share rule, the distributable net income 
of the estate attributable to the widow’s share is exhausted by the 
distribution to her of $3,000 of current income. 

Third year.—The widow is subject to tax on the $3,000 of current 
income distributed to her. This exhausts distributable net income 
of her separate share for such vear and no income is attributed to her 
because of her final corpus distribution. 

The estate will be entitled to a distribution deduction for the $6,000 
of current income distributed to the trust for D and E. This exhausts 
distributable net income of the share of D and E in the estate for 
such year. 

Even though the trust for D and FE is not treated as constitutin 
two separate trusts under local law, the respective shares of D and 
may constitute separate shares under section 663 (c). 

- The proposed amendments to section 663 (c) shonld be applicable 
to both estates and trusts for taxable years beginning after their 
enactment. 
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Section 663 (d) 


Present section 642 (c) allows a deduction to an estate or trust both 
for amounts distributed, and for amounts permanently set aside, for 
charitable purposes. It is proposed that the deduction under section 
642 (c) be eliminated, and that an estate or trust be allowed a deduc- 
tion for amounts distributed to charitable beneficiaries under sections 
651 and 661 in the same manner as deductions are allowed for distri- 
butions to other beneficiaries (see the comment under the proposed 
amendment to section 642 (c)). If this is done, some provision must 
be made for amounts permanently set aside for charitable purposes, 
but not distributed, if the policy of the code is to remain the same. 
The proposed addition of a new subsection to section 663 is intended 
to accomplish this purpose by providing that amounts permanently 
set aside for charitable purposes shall be considered to be amounts 
credited to a charitable beneficiary. However, certain limitations are 
placed on this concept. First, it is limited to amounts set aside out 
of gross income of the current year. Present section 642 (c) limits the 
deduction to amounts set aside out of gross income, but apparently 
without regard to whether the amounts are set aside out of gross 
income of the current year or of a preceding year. Permitting the 
deduction for amounts set aside out of gross income of a preceding year 
seems to introduce an undesirable element of tracing. at 5 except 
in the case of income allocated to corpus which is not included in the 
definition of income in section 643 (b), the deduction for amounts set 
aside (but not distributed) for charitable beneficiaries is limited to the 
excess of the distributable net income of the estate or trust over de- 
ductions otherwise allowable for distributions to beneficiaries. The 
effect of this limitation is to prevent the avoidance of income taxes on 
distributions to noncharitable beneficiames by the setting aside of 
income for future distribution to charitable beneficiaries. For exam- 
ple, if a trust agreement provided that the income of a trust should be 
accumulated during the life of A and then the accumulated income 
paid to a charity, but that A should receive in each year out of corpus 
an amount equal to the year’s income, the income would remain 
taxable to A. 

The proposed addition of section 663 (d) should be applicable for 
taxable years ending after its enactment. 


Section 663 (e) 


The proposed addition of this new subsection is made necessary by 
reason of the proposed amendment to the throwback rules contained 
in section 665 (b) (7). See the discussion under section 665 (b) (7). 


SEC. 664. POWER IN PERSON OTHER THAN GRANTOR TO VEST CORPUS OR INCOME 
IN HIMSELF. 

(a) Generat Rvie.—lIf a person other than the grantor has a power exercisable 
solely by himself to vest an amount of the corpus or the income of a trust in himself, 
such amount shall be considered as an amount required to be distributed currently to 
such person and not required to be distributed currently to any other person in applying 
sections 651 and 652, and as an amount required to be paid or credited to such person 
and not required to be paid or credited to any other person in applying sections 661 
and 662, unless such person has previously partially released or modified such a 
power and after the release or modification retained such control of the property 
released from the power as would, within the principles of sections 671 to 677, inclusive, 
subject a grantor of a trust to treatment as the owner of such property, in which case 
such person shall be treated as the grantor of such property and taxed under sections 
671 to 677, inclusive. If a person other than the grantor has a power exercisable 
solely by himself to vest an amount of corpus in himself, the income attributable to 
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such amount of corpus for the taxable year of the trust shall be considered as an amount 
of income required to be distributed currently to such person and not required to be 
Ystributed currently to any other person in applying sections 651, 652, 661, and 662, 


except to the extent that the amount of corpus subject to the power does not exceed 5 
cent of the value of the corpus during such taxable year or $5,000, whichever is 


greater. For the purpose of the preceding sentence, the term “taxable year’? means 
only the portion of the taxable year of the trust on and after the date the power is 
exercisable by such person to the extent that 
(1) the power zis not exercisable in a succeeding table year, or 
(2) the power is exercised in the current year when such power is exercisable 
in a succeeding taxable year. 

(b) Opxticarions or Suprort.—Subsection (a) shall not apply to a power which 
enables such person alone, in the capacity of trustee or cotrustee, merely to apply the 
income of the trust to the support or maintenance of a person whom the holder of the 
= ”. obligated to support or maintain except to the extent that such income is so 
applied. 

an Errecr oF Renunciation oR DiscLaimeER.—Subsection (a) shall not apply 
with respect to a power which has been renounced or disclaimed within a reasonable 
time after the holder of the power first became aware of its existence. 

(d) Supsrant1aAL Ownersuip Rove INAPPLICABLE.—Except as specified in 
this section, no items of income, deductions and credits against tax of a trust shall 
be included, solely on the grounds of dominion and control over the trust, under sec- 
tion 61 (relating to definition of gross income) or any other provision of this title, in 
computing the taxable income and credits of a person other than the grantor. 


COMMENT 


The new section 664 deals with the situations previously covered 
under section 678. If section 664 is enacted, the present section 678 
will be deleted. The substitution of the new section 664 for the pres- 
ent section 678, which taxes a nongrantor of the trust under certain 
circumstances on the ground of substantial ownership, is believed 
desirable for the following reasons: 

1. A establishes a trust which gives the trustee the discretion to 
pay the income to his wife W or accumulate it and also gives W a 
power to withdraw a limited amount of the corpus each year. If the 
trustee does not exercise his discretion to pay W income, it is clear 
under section 678 that W will be taxable in each year that she makes 
no withdrawal of corpus on only the amount of income attributable to 
the limited amount of corpus which she can withdraw, and section 678, 
taken in conjunction with section 671, is susceptible of the construc- 
tion that W will be taxable in each year in which she withdraws the 
corpus on only the amount of income attributable to the limited 
amount of corpus which she can withdraw. Such a tax avoidance 
arrangement should not be permitted. Section 678 could be amended 
to change the result in the case supposed but the elimination of income 
tax avoidance by such an arrangement is accomplished by the new 
section 664 which causes the wife to be taxed under the tier system 
as though she had received the distribution of corpus, whether she 
makes the withdrawal or not. In the case supposed, the wife, under 
the new section 664, will be deemed to have received the limited 
amount of corpus which she can withdraw and, in view of the fact 
that there is distributable net income for the year which has not 
been paid to anyone else, she will be taxed up to the amount of the 
distributable net income under section 662. 

2. If A establishes a trust which provides that 1 day after the end 
of the taxable year his wife W may withdraw the income of the pre- 
vious year, it not clear under the present section 678 what the con- 
sequences will be. Under the new section 664, however, the wife 
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will be taxable on the full amount of the income for the previous year 
under section 662 in combination with the throwback rules. 

3. The present wording of section 678 makes it somewhat unclear 
what portion of the trust is owned by the person other than the 
grantor if the power in such person is only to withdraw ordinary 
income. The language of the section may be interpreted to mean 
that such a power will cause the holder of it to be taxable not only on 
the ordinary income but also on the capital gains. Such result is 
unsound in view of the fact that an income beneficiary under a trust 
to whom the income is required to be distributed is not taxable on the 
capital gains realized by the trust. The new section 664 causes the 
person who has a power to withdraw income to be taxed in the same 
way as the person to whom income is required to be distributed. 

4. Under the present section 678, there is some doubt as to the 
result when a person other than the grantor has a power to withdraw 
a limited amount of the corpus and the question is whether such person 
is taxable on any portion of the capital gains which may be realized 
in any year. The regulations take the position that the holder of the 
power will be taxable on a portion of the capital gains and such portion 
is determined by multiplying the net capital gains for the year by a 
fraction the numerator of which is the limited amount of corpus which 
is subject to withdrawal and the denominator of which is the value 
of the corpus at the beginning of the year. This introduces a com- 
plexity in a common type of family arrangement, that is, one where 
the income beneficiary is given a right to withdraw $5,000 or 5 percent 
of the corpus, shichaw tr is greater, which limited power of with- 
drawal can be given without significant adverse estate and gift tax 
consequences. In the situation described it seems desirable in the 
interest of simplicity that the holder of the power should not be taxed 
on capital gains in any year in which the power of withdrawal can be 
satisfied without actually invading the capital gains realized during 
the year. The new section 664 will cause the capital gains to be 
taxed to the trust unless they are includible in distributable net 
income under the provisions of section 643. 

The holder of a power may be taxed less under the new section 664 
than under section 678. Suppose that A establishes a trust under 
which the trustee is given discretion to pay income to B or to accumu- 
late it and under which W is given the power to withdraw corpus 
annually up to the amount of $5,000. The trustee exercises his dis- 
cretion Ab pays the income to B. W will pay no tax under section 
664, whether she makes a withdrawal or not. Under section 678, 
however, W is taxable on the portion of the ordinary income attrib- 
utable to the $5,000 of corpus she can withdraw. 

It should be noted that if a person other than the grantor has a 
right to make withdrawals of corpus, which withdrawals, however, 
must be made within three taxable years, such person is entitled to 
the benefits of section 663 (a) (1) and, consequently, no income tax 
will be payable by such person as a result of the operation of section 


664, except with respect to the income attributable to the corpus 
subject to the power of withdrawal. Ifa person other than the grantor 
has a power to make limited withdrawals annually and the power is 
cumulative so that if a withdrawal is not made in one year it may be 
made in the next year in addition to the withdrawal which normally 
could be made in the next year, section 663 (2) (3) prevents such 
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rson from being subjected to double taxation on the amount subject 
to withdrawal. 
Section 678 of present law contains the following provision: 


Subsection (a) shall not apply with respect to a power over income, as originally 
granted or thereafter modified, if the grantor of the trust is otherwise treated as 
the owner under sections 671 to 677, inclusive. 


This provision is not necessary in section 664 because section 671 
makes it clear that taxation under subpart E takes precedence over 
taxation under subparts A-D. 

Section 664 should apply to existing trusts as well as to future 
trust but only as to taxable years ending after its enactment. 


Subpart D—Treatment of Excess Distributions by Trusts 


SEC. 665. DEFINITIONS APPLICABLE TO SUBPART D. 

(a) UNpbistRIBUTED Ner Income.—For purposes of this subpart, the term 
“undistributed net income’’ for any taxable year means the amount by which 
distributable net income of the trust for such taxable year exceeds the sum of— 

(1) the amounts for such taxable year specified in paragraphs (1), ##d (2), 
(3) and (4) of section 661 (a); and 

(2) the amount of taxes imposed on the trust. 

(b) AccuMuLATION DisrriBpuTION.—For purposes of this subpart, the term 
“accumulation distribution” for any taxable year of the trust means the amount 
(if in excess of $2,000) by which the amounts specified in paragraphs (2), (3) and 
(4) of section 661 (a) for such taxable year exceed income or distributable net 
income, whichever is greater, reduced by the amounts specified in paragraph (1) of 
section 661 (a). For purposes of this subsection, the amounts specified in para- 
graphs (2), (3) and (4) of section 661 (a) shall be determined without regard to 
section 666 and shall not include— 

(1) amounts paid, credited, or required to be distributed to a beneficiary 
as income accumulated before the birth of such beneficiary or before such 
beneficiary attains the age of 21; 

(2) amounts properly paid or credited to a beneficiary to meet the emer- 
gency needs of such beneficiary; 

(3) amounts properly paid or credited to a beneficiary upon such bene- 
ficiary’s attaining a specified age or ages if— 

(A) the total number of such distributions cannot exceed 4 with 
respect to such beneficiary, 

B) the period between each such distribution to such beneficiary is 4 
years or more, and 

(C) as of January 1, 1954, such distributions are required by the 
specific terms of the governing instrument; 

(4) amounts properly paid or credited to a beneficiary as a final distribu- 
tion of the trust # sueh final distribution is made mere than 9 years after the 
date of the last transfer te seh trust except to the extent that such distribution 
represents property transferred to the trust not more than 9 years prior to such 
distribution and income from such property; 

(6) amounts required to be paid or credited to a beneficiary, upon the death 
of another beneficiary of the trust from whom income was withheld, to the extent 
that such amounts could have been paid to such deceased beneficiary during the 
period he actually lived; 

(6) amounts properly paid or credited to a beneficiary as a F aro distribution 
of a trust by reason of the beneficiary reaching an age specified in the governing 
instrument, if such trust was created by will or, immediately before the grantor’s 
death, was revocable by him acting alone, but only if no amount has been paid or 
credited to such beneficiary in a prior tarable year ending after the death of the 
testator or grantor as a final distribution from another such trust; or 

(7) amounts required to be paid, credited, or distributed to another trust, but 
so much of the undistributed net income of the distributing trust for the current 
and preceding taxable years as corresponds to the portion of the trust property 
required to be distributed to the receiving trust, and so much of the tares imposed 
on the trust for such years as are attributable to such portion of the undistributed 
net income, shall be deemed undistributed net income of, and taxes imposed on, 
the receiving trust for each of five preceding taxable years (whether or not the 
receiving trust was in existence during such 5 year period) and the undistributed 
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net income of, and the taxes imposed on, the distributing trust shall be correspond. 
ingly reduced. 

Taxes IMPosED ON THE TRUsT.—[No change.] 

(d) Precepine TaxaBLB YEAR.—[No change.] 


SEC. 666. ACCUMULATION DISTRIBUTION ALLOCATED TO 5 PRECEDING YEARS, 

The words “paragraph (2)” in section 666 (a) (the words appear 
once) and in section 666 (b) (the words appear twice) and in section 
666 (c) (the words appear twice) are deleted and there is inserted in 
each of such places the words ‘‘paragraph (4)’’. 

The above changes in section 666 are made necessary due to the 
change in the wording of section 661 (a). 


SEC. 667. DENIAL OF REFUND TO TRUSTS. 
No change. 


SEC. 668. TREATMENT OF AMOUNTS DEEMED DISTRIBUTED IN PRECEDING YEARS, 

(a) AMouNTs TREATED AS RECEIVED IN PrRioR TAXABLE YEARS.—The total 
of the amounts which are treated under section 666 as having been distributed 
by the trust in a preceding taxable year shall be included in the income of a 
beneficiary or beneficiaries of the trust when paid, credited, or required to be 
distributed to the extent that such total would have been included in the income 
of such beneficiary or beneficiaries under section 662 (a) (2) and (b) if such total 
had been paid to such beneficiary or beneficiaries on the last day of such preceding 
taxable year. Phe portion of seh total inelided under the He Hee 
vader the seeond sentence of seetion 662 (a) (2) for the taxable year in respeet 
ment ef sueh ratio shal be made; in aeeordanee with regulations 4H 

+4} ef seetion 666 tb} The portion of such total required to be included 

under the preceding sentence in the income of any beneficiary shall be an amount 
which bears the same ratio to such total as the aggregate amounts paid, credited, or 
required to be distributed to the beneficiary for the taxable year and described in para- 
graphs (2), (3), and (4) of section 661 (a) and reduced by the amount of distributable 
net income for such taxable year allocated under section 662 (a) to such beneficiary 
bear to all such amounts paid, credited, or required to be distributed to all such bene- 
ficiaries for such taxable year (reduced by the amount of distributable net income for 
such taxable year), except that proper adjustment of such ratio shall be made in 
accordance with regulations prescribed by the Secretary or his delegate for amounts 
which fall within paragraphs (1) through (4) of section 665 (b). The tax of the 
beneficiaries attributable to the amounts treated as having been received on the 
last day of such preceding taxable year of the trust shall not be greater than the 
aggregate of the taxes attributable to those amounts had they been included in 
the gross income of the beneficiaries on such day in accordance with section 662 
(a) (2) and (b). 

(b) Crepir ror Taxes Parp ry Trust.—No change. 


COMMENT 
General 


The advisory group has agreed upon and recommends the above 
changes in the so-called throwback rules. It believes that these 
amendments will improve the statute without diminishing its effec- 
tiveness in accomplishing its purpose. 

The stated purpose of Congress in enacting the throwback rules of 
the 1954 Code was to close a loophole in prior law under which income 
of a trust could be accumulated, and the tax burden shifted from the 
beneficiary to the trust, which the 65-day and 12-month rules of prior 
law did not completely prevent (H. Rept. 1337, 83d Cong., 2d sess., 

. 62). 
. The general effect of the throwback rules under sections 665-668 of 
the 1954 Code is to treat current distributions by a trust in excess of 
distributable net income as if “thrown back”’ to each of the 5 preceding 
years in inverse order so as to be taxable to the beneficiaries to the 
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extent distributable net income for such years had not been in fact 
distributed. It was recognized from the outset that these rules would 
involve complications and administrative difficulties. Some of these 
problems were avoided by the exceptions to the throwback rules 
provided in section 665 (b). The amendments proposed by the 
advisory group in sections 665 (b) (5), (6), and (7) expand the excep- 
tions to the throwback rules in certain instances. The amendment 
to section 665 (b) (4) is a change in language to accomplish what we 
believe was originally intended. The amendment in the first sentence 
of section 665 (b) is designed to eliminate what probably is an unin- 
tended result under present law. 

Before reaching agreement upon the above recommendations, the 
advisory group considered two major questions: (1) whether the 
throwback provisions should be repealed entirely, and (2) if not 
repealed, whether other exceptions in addition to those proposed 
above should be placed on the operation of the rules in order to ease 
the administrative problems without enlarging the area of possible 
avoidance. 

Some of the members of the group feel that the throwback provi- 
sions should be repealed. A majority of the group, while deploring 
the complexities of these provisions, is not prepared to recommend 
repeal at this time, and believe that an effort should be made to im- 
prove the existing provisions. All members of the group favor the 
recommendations herein made if the throwback provisions remain in 
the law, but some members believe that broader exceptions to the 
throwback rules should be incorporated in the statute. The views of 
certain individual members are appended to this report. 

The tax result under present law is not clear when income of a trust 
is withheld from beneficiaries pending a disposition of a dispute as to 
whether the income beneficiaries are entitled to such income. The 
dispute may be in regard to whether the interest of the income bene- 
ficiaries violates the rule against perpetuities, or if someone is clearly 
entitled to the income, as to the persons so entitled. For example 
the dispute may be in regard to whether a gift of income to “children’ 
includes an adopted child. The confusion is illustrated by the differ- 
ing results reached in: I. T. 1733, Il-2 C. B. 169; G. C. M. 20965, 
1939-1 C. B. 194; Balzereit v. Commissioner, 46 B. T. A. 959, acq. 
1942-2 C. B. 2, and prior decision 38 B. T. A. 345, aff'd 107 F. 2d 
1008; Appell, 10 B. T. A. 1225 (1928); Higginson v. U. S., 238 F. 2d 
439 (Ist Cir. 1956); Freuler v. Helvering, 291 U.S. 35 (1934); Harrison 
v. Commissioner, 7 T. C. 1 (1946); and DeBrabant v. Commissioner, 
90 F. 2d 433 (2d Cir. 1937). An accumulation in such cases is not 
for tax avoidance purposes and hence presents a situation which is 
different from the accumulation with which the throwback rules are 
designed to deal. After full consideration, the advisory group decided 
that since the problem was not exclusively a throwback problem a 
solution within the framework of the throwback provisions should 
not be attempted. This problem, however, merits further study and 
the development of some satisfactory statutory solution. 


Conforming changes 

The changes recommended in section 665 (a) (1) and in section 
665 (b) in regard to the paragraphs referred to in section 661 (a) are 
necessary to conform this section with the advisory group’s recom- 
mendations relating to the tier system contained in section 661 (a). 
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Section 665 (b) 


The distributable net income of a trust may be less than the income 
of the trust as defined in section 643 (b). This result obtains if there 
are corpus deductions which reduce the distributable net income but 
not the income for State accounting purposes. Thus, if distributable 
net income is $10,000, the income for State accounting purposes is 
$15,000 and the trustee who has discretion to pay out income or 
accumulate the same pays out $15,000, he will have made an accumu- 
lation distribution of $5,000 under present law unless one of the 
exceptions is applicable. The change in the first sentence of section 
665 (b) eliminates the $5,000 from the category of an accumulation 
distribution. 


Section 665 (b) (4) 


Under present law, a “final distribution” of a trust is not treated as 
an “accumulation distribution” if ‘‘such final distribution is made more 
than 9 years after the date of the last transfer” to the trust. The pur- 
pose of this provision was to avoid application of the throwback pro- 
visions to final distributions but to “prevent the setting up of trusts 
for the purpose of accumulating income and making fuel distributions 
within reasonably short periods” so as to avoid the application of the 
throwback rules (S. Rept. No. 1635, 83d Cong., 2d sess., p. 358). 

Interpreted literally, final distribution in 1958 of accumulated in- 
come from $100,000 of corpus originally transferred to a trust 25 years 
ago, would require application of subpart D if $100 had been added 
to the trust in 1956. Thus, a small gift from the grantor or any other 
person (where permitted by State law) might cause the throwback 
rules to become applicable. 

It is recommended that the so-called 9-year rule be amended so 
that subpart D will be applicable only to the extent that the final 
distribution represents property transferred to the trust not more than 
9 years prior to such ieteibation and income from such property. 


Example under section 665 (6) (4) 

Under the terms of a trust created July 1, 1950, by H for the benefit 
of his wife, W, with an original corpus of $100,000, the income is to 
be accumulated and added to corpus. Upon the expiration of a 10- 

ear period, the trust is to terminate and its assets, including accumu- 
fated income, are to be distributed to W. 

In 1954, when the value of the trust assets, including accumulated 
income reinvested by the trustee, was $110,000, H added $1,000 cash 
. the trust to enable the trustee to exercise rights to subscribe to 
shares. 

In 1956, when the value of all assets of the trust was $120,000, W 
added $20,000 to the trust as was permitted under governing State law. 

The trust terminated on June 30, 1960, and on August 1, the 
trustee made final distribution of assets of the trust consisting of 
the following: 


2. Accumulated income for period July 1, 1950, to Dec. 31, 1959__-._ 33, 000 
3. Income during period trust was in existence in 1960______._.---_- 1, 000 


The accumulated income of $33,000 must be allocated between the 
property in the trust for more than 9 years, which would not be subject 
to subpart D, and that in the trust for less than that period, which 
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would be subject to subpart D. This is done by determining the 
amount added to accumulated income each year to reach the total 
income accumulated between July 1, 1950, and December 31, 1959, 
by identifying the portion representing income attributable to the 
new additions, or, if that is not possible, by using fractions obtained 
by reference to the value of the trust property at the time the addi- 
tions are made. Thus, in the example given, assuming identification 
is not possible, the addition by H of $1,000 to the trust in 1954 
requires treating !°%j1000 of the trust income for the period between 
the date the addition was made in 1954 and December 31, 1959, as 
income subject to subpart D. 

Similarly, the addition by W of $20,000 to the trust in 1956 requires 
treating 2°°°% 5999 of the trust income for the period between the 
date o ay addition and December 31, 1959, as income subject to 
subpart D. 

The balance of the income for the period July 1, 1950, to December 
31, 1959, would not be subject to subpart D in view of the amendment 
to section 665 (b) (4) proposed by the advisory group. 

In the above example, $1,000 of income of the trust during the 
period it was in existence in 1960 would not be subject to subpart D 
since that amount would be deductible by the trust and includible in 
W’s gross income for that year to the extent provided in sections 661 
and 662. 


Section 665 (b) (5) 


Under present law, there is no exception under section 665 (b) for 
the distribution of accumulated income which is required to be made 
on the death of the income beneficiary. 

The regulations give two examples relating to distributions of accu- 
mulated income upon the death of a life tenant: 

(g) Income may be distributed to A or accumulated and added to corpus during 
A’s life. Upon the death of A the corpus is to be distributed to B.  B is 23 at 


A’s death. The distribution is an accumulation distribution to the extent of 
income accumulated since B reached 21. (Sec. 665 (b)-2 (b) (1) (iii)] 


and 

(c) Income is to be accumulated and added to corpus until A reaches 21, when 
he is to receive one-third of the corpus (including accumulations). Thereafter 
all the income is to be paid to A until he is 23 when the remaining corpus (including 
accumulations) is to be paid to him. If A dies under that age any undistributed 
portion is to be paid to B. Distributions to A at 21 and 23 out of accumulations 
are not accumulation distributions even though they include accumulated income. 
However, if A died at the age of 22, when B was 28, a distribution to B would be 
an accumulation distribution to the extent of income accumulations since B 
reached 21, and the amount of undistributed net income includible in the distri- 
bution will not be reduced by the previous distribution to A. [Sec. 1.665 (b)- 
2 (b) (1) (iii) 

The result in the first of the quoted examples is changed by the 
proposed addition of section 665 (b) (5). This change is thought 
desirable, as the time of death is not planned or predictable. It is not 
believed that the loophole-closing purpose of the throwback provisions 
will be affected by a provision that an accumulation distribution does 
not include amounts required to be distributed to a beneficiary upon 
the death of another beneficiary from whom income was withheld, to 
the extent that such amounts could have been paid to such other 
beneficiary. The result in the second of the quoted examples is not 
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changed by the proposed section 665 (b) (5) because the accumulated 

oo could not have been paid to A ‘during the period he actually 
ved.” 

‘ eee of the operation of proposed section 665 (b) (5) are as 
ollows: 

Example 1.—H created a trust on July 1, 1950. In the trustee’s 
discretion the income could be either accumulated or paid to the 
donor’s wife, W, for her life. On the death of W, one-half of the 
accumulated income was to be divided equally among the donor’s 
children A, B, and C (all of whom had reached 21 before July 1, 1950), 
and the trust was to continue for their benefit. W dies in 1958 ata 
time when the trust has been in existence for less than 9 years. 

Under present law the distributions of accumulated income would 
be subject to subpart D. Section 665 (b) (1) would not be applicable 
since none of the income was accumulated before the birth of A, B, 
and C or before they reached 21. Nor would the exceptions in sec- 
tion 665 (b) (2), (3), and (4) apply. Even if W had lived until July 1, 
1959, section 665 (b) (4) would not apply unless the distributions to 
A, B, and C constituted ‘‘final’’ distributions. 

Under the advisory group’s proposal, the distributions to A, B, and 
C would not be subject to subpart D. 

Example 2.—Assume the same facts as in example 1 except that as 
to one-fourth of the income, the trustee may pay it to W or to A, B, 
and C during the life of W and on the death of W the trustee is to 
distribute one-half of the trust corpus and accumulated income to 
A, B, and C. 

If W dies in 1958, less than 9 years after the trust was created the 
distributions to A, B, and C are subject to subpart D under existing 
law even though they are final distributions with respect to A, B, 
and C. If W had lived for more than 9 years after the trust was 
created, the distributions would not be subject to subpart D under 
existing law. Under the advisory group’s proposal, the distributions 
to A, B, and C would not be subject to subpart D. 

Example 3.—Assume that H created a trust on July 1, 1958, providin 
that all the income of the trust, in the discretion of the trustee, coul 
be distributed currently to H’s aged grandmother, G, or could be 
accumulated during her lifetime for distribution to A, B, and C, H’s 
children, on G’s death. 

Without regard to the period G lives, the distributions to A, B, 
and C under the advisory group proposal would not be subject to 
subpart D, since all of such income could have been paid to G during 
her lifetime. 

If in the example given, only a fixed amount or fraction of the 
income of the trust could have been paid currently to G during her 
lifetime, then only that portion of the accumulated income distributed 
to A, B, and C would be exempt from the application of subpart D 
under the above proposal. 

The advisory group recognizes that this proposal may encourage 
attempts at wi i of the application of subpart D, and that some 


avoidance may be possible where trusts are created for the lives of 
wealthy, aged invalids, giving the trustees discretion whether to dis- 
tribute the income to such persons or accumulate it and requiring 
distribution of the corpus and any accumulated income at the death of 
such life beneficiaries. Even in such cases, however, under existing 
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law, the throwback provisions would not apply if the distribution is a 
final distribution under section 665 (b) (4) and the life beneficiary 
should live more than 9 years after the date of the last transfer to the 
trust. While certain tax-conscious donors may try to guess the 
probable dates of death of aged life beneficiaries, we do not believe 
the statute need assume that donors will be able to accomplish avoid- 
ance to any substantial extent by relying on such guesses. The possi- 
bilities for successfully planning a shifting of tax from a beneficiary 
to the trust in this area seem negligible. 

It is not believed that adoption of the above proposal will require 
tracing the source of income distributed upon the death of a life bene- 
ficiary. Assume that the income of a trust created in 1953 amounts 
to $40,000 each year and the trustee is given discretion to accumulate 
all such income or pay out up to one-fourth (or $10,000 per year) to 
W, the life beneficiary. If in fact the trustee pays out $5,000 a year 
to W until her death in 1958 and makes a distribution of $25,000 of 
accumulated income to the donor’s children A, B, and C in 1958, all of 
such distribution would be outside the rules of subpart D. If the 
accumulated income distributed to A, B, and C in 1958 amounted to 
more than $25,000, only the first $25,000 of distributions would be 
deemed to be outside the rules of subpart D by reason of the proposed 
section 665 (b) (5). If the trustee had discretion to distribute income 
or corpus to W and distributed nothing to her, no problem would 
arise and the entire amount of accumulated income distributed to 
A, B, and C would be outside the rules of subpart D. If the trustee, 
having discretion to distribute income or corpus, distributed $5,000 
to W each year, which is designated as corpus, the amounts distributed 
each year nevertheless are treated as income distributions to the 
extent required by sections 661 and 662, and the distributions to 
A, B, and C in 1958 would be outside subpart D only to the extent of 
the difference between amounts of income deemed to have been dis- 
tributed to W in prior years and amounts of income which could have 
been distributed to her in such years. 


Section 665 (b) (6) 


Section 665 (b) (3) of existing law excludes from the operation of 
subpart D distributions in certain limited cases where a beneficiary 
attains a specified age and section 665 (b) (4) excludes certain final 
distributions. 

These paragraphs may not be applicable to certain final distribu- 
tions of trusts upon a beneficiary’s attaining a specific age where the 
trust was created by the will of a person who died after January 1, 
1954, and where a revocable trust was created during a decedent’s 
lifetime and became irrevocable upon the decedent’s death after 
January 1, 1954. 

The advisory group recommends enactment of section 665 (b) (6) 
to avoid application of subpart D to other limited types of cases which 
in many ways are similar to those excluded under present law. 

The following examples and variations indicate the unevenness of 
the operation of existing law and illustrate the operation of proposed 
section 665 (b) (6): 


Examples under section 665 (b) (6) 

A will establishes a trust for the testator’s son, of which the income 
is to be accumulated and the corpus and accumulated income are to 
be paid to the son when he reaches age 40. 
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The testator dies on January 1, 1960, when the son is 30. The 
distribution in 1970 is not within section 665 (b) (3) because the trust 
was not in existence on January 1, 1954. The distribution in 1970 is 
placed outside the throwback rules by section 665 (b) (4), however, 
because the final distribution is made more than 9 years after the 
last transfer to the trust. 

If the decedent died when the son was 35, however, the distribution 
would not be outside the throwback rules. Thus, the happenstance 
of the testator’s date of death, not a tax-planned event, determines 
whether the distribution comes within the throwback rules. 

The same results follow in the event the testator during his lifetime 
has created a revocable trust for the benefit of his son, the income 
to be accumulated until the son reaches 40, when corpus and accumu- 
lated income are to be distributed to him. Upon the death of the 
testator the trust becomes irrevocable so that any income thereafter 
accumulated becomes subject to the throwback rules unless an excep- 
tion applies. The happenstance of the date of the testator’s death 
determines whether the throwback rules apply. 

Similarly the testator may cause a revocable inter vivos trust to 
be augmented by a pour over from his will. Again the date of death 
of the decedent, an unpredictable event, determines whether the 
throwback rules will apply to the distribution upon the son’s reaching 
age 40 as to both the property placed in the trust during the grantor’s 
lifetime and that added by his will. 

The advisory group believes that tax-avoidance motivation is not 
usually present in such cases and final distribution should not be within 
the throwback rules under the limited circumstances referred to in the 
proposed amendment. 

In order to prevent taxpayers from getting undue benefit from this 
provision by setting up a number of trusts, each with a termination 
date falling 1 year after the termination of the preceding trust, the 
advisory group has limited the application of the amendment to cases 
in which there has been no payment after decedent’s death on the 
termination of another trust in a prior taxable year of the beneficiary. 

For example, if a testator, who died in 1955, created one or more 
trusts by will or one or more revocable inter vivos trusts, or both, 
and all of such trusts terminate when the son reaches 40, all distri- 
butions upon termination of these trusts in 1959 would be excluded 
from the throwback rule under the amendment. If, however, the 
testator’s son received a distribution in 1958 upon termination of 
another trust the assets of which were to be distributed at 39, while 
the distributions from such other trust would not be subject to the 
throwback rules, the distributions in 1959 would be subject to the 
throwback rules. 


Section 665 (6) (7) and 668 (e) 

If a separate trust is established by a person for the benefit of each 
living child of his, he undoubtedly will want a similar separate trust 
to come into existence for each child of his who may be born later. 
He can, of course, establish such a trust for each afterborn child, if 
he has adequate funds to do so when the time comes. The safest 
procedure for him to follow is to provide for the automatic establish- 
ment of such additional separate trusts as each new child is born and 
to require the separate trusts already in existence to contribute the 
trust fund for each new trust. 
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7) A transfers property to T to hold in trust for the benefit of his 
children now born and his children who may hereafter be born. The 
. trustee is directed to divide the trust property into as many equal, 
| shares as there are children of A living on the date the trust instrument 
" is executed and is further directed to hold each share so determined in 
. a separate trust for eaeh child. A separate trust is also to be estab- 
8 lished for each child of A who is ying, wpe born and the trust fund 

of each new trust is to be made up by contributions from existing 
eg trusts so that the new trust will initially have a fund equal in value 
e to the value of the existing trusts divided by the number of existing 


is trusts plus one. The existing trusts will, therefore, each contribute to 
a a new trust in the proportion that the value of an existing trust bears 
' to the aggregate value of all the existing trusts. The trustee is au- 
1 


thorized to pay the income of each separate trust to the child for whose 
benefit it is established or may accumulate the same and is further 
authorized to pay to such child corpus and accumulated income. 

At the time the trust is established, A has four children. He places 
$100,000 in the trust so that a separate trust of $25,000 is established 
1 initially for each child. In the first taxable year, the undistributed 
net income of each separate trust is $1,000 and the tax imposed on 
each trust is $200. 

Six months after the start of the second taxable year of each trust, 
A has another child. On the date of such child’s birth, the value of 
the property in each existing trust is $30,000. Each existing trust will 
contribute $6,000 to the new trust so that the new trust and each 
existing trust will contain $24,000. If $500 is the distributable net 
; income of each existing trust for the period up to the carving out of 
3 the new trust, each existing trust will be entitled to a deduction of 
’ $100 under section 661 for the distribution to the new trust ($6,000 


over $30,000 times $500) and the new trust will be taxable on $400 
as a result of the distributions to it from the 4 existing trusts. 

| The $1,000 of undistributed net income of each existing trust will 
be reduced by $200 ($6,000 over $30,000 times $1,000) and the new 
trust will have undistributed net income for the purposes of the throw- 
back rule of $800. The taxes imposed on each existing trust for the 
purposes of the throwback rule will be reduced from $200 to $160 and 
there will be attributed to the new trust for the purposes of the throw- 
7 back rule the sum of $160 as taxes imposed on that trust. 


Section 668. 
The change in section 668 is illustrated by the following example: 


EXAMPLE 
Distributions: 
To A, discretionary income payment_._____.-_..-.------------- 15, 000 
To B, discretionary income or corpus payment _.._...-_____.--- 5, 000 
To C, discretionary payment out of corpus or accum. income. - - -- 2, 500 
Results (of application of section 661 and 662): 
A received $15,000 and is taxed on (as current distribution).___... 10, 000 
B received $5,000 and is taxed on (as current distribution)____-_ -- 0 


C received $2,500 and is taxed on (as current distribution) __-—~- ~~~ 0 
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Assuming the above represents an accumulation distribution of 
$6,000 for 1956 and disregarding the taxes paid by the trust on the 
$6,000 (which would also be deemed distributed on the last day of 
1956), the proposed second sentence of section 668 (a) would apply 
as follows: 

With respect to A: 

The portion of such total ($6,000) required to be included under 
the preceding sentence in the income of any beneficiary shall be an 
amount (X) which bears the same ratio to such total ($6,000) as the 
aggregate amounts paid, credited, or required to be distributed to the 
beneficiary and described in paragraphs (2), (3), and (4) of section 
661 (a) and reduced by the amount of distributable net income for 
such taxable year allocated under section 662 (a) to such beneficiary 
($15,000—10,000=5,000) bear to all such amounts paid, credited, or 
required to be distributed to all such beneficiaries for such taxable 
year (reduced by the amount of DNI for such taxable year, $22,500— 
10,000=12,500), except that proper adjustment shall be made in 
accordance with regulations prescribed by the Secretary or his dele- 
gate for amounts which fall within paragraphs (1) through (4) of 
section 655 (b). 


X 5000 
6,000 12,500 or X equals $2,400 
X 5,000 
6,000 12,500 or X equals $2,400 
X 2,500 > 
6,000 12,500 or X equals $1,200 
Total accumulation distribution $6,000 


Subpart E—Grantors [and Others] Treated as Substantial Owners 


SEC. 671. TRUST INCOME, DEDUCTIONS, AND CREDITS ATTRIBUTABLE TO GRANTORS 
CAND OTHERS] AS SUBSTANTIAL OWNERS. 

Where it is specified in this subpart that the grantor er anether perser shall be 
treated as the owner of any portion of a trust, there shall then be included in 
computing the taxable income and credits of the grantor er the ether person those 
items of income, deductions, and credits against tax of the trust which are at- 
tributable to that portion of the trust to the extent that such items would be 
taken into account under this chapter in computing taxable income or credits 
against the tax of @m individual the grantor. Any remaining portion of the trust 
shall be subject to subparts A through D. No items of a trust shall be included 
in computing the taxable income and credits of the grantor er any ether person 
solely on the grounds of his dominion and control over the trust under section 
61 (relating to definition of gross income) or any other provision of this title, 
except as specified in this subpart. 


COMMENT 


The deletions in section 671 of the references to persons other than 
the grantor are necessary because of the elimination from subpart E 
of section 678. In other words, subpart E now applies only to the 
situations where the grantor of a trust is treated as a substantial owner 
of the trust property. 

If a corporation is the grantor of a trust and is treated as the owner 
of any portion of the trust, section 671, in its unamended form provides 
that its taxable income and credits against the tax are to be determined 
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as though “‘computing taxable income or credits against the tax of an 
individual.”” In such case, the law should require the same procedure 
applicable in computing the taxable income or credits against the tax 
of a corporation. The regulations interpret section 671 to require 
such method of computation when a corporation is involved (sec. 
1.671-2 (c)). The proposed amendment to section 671 which strikes 
the words ‘‘an individual” and inserts in their place the words ‘the 
grantor” is designed to eliminate any possible doubt about the matter. 

It is recommended that the deletion of the words ‘an individual” 
and the insertion of the words “the grantor’ be effective as of the 
date section 671 eriginally became effective. The other deletions in 
section 671 should be operative with respect to existing as well as 
future trusts but only as to taxable years ending after the enactment 
of the amended section 671. 


SEC. 672. DEFINITIONS AND RULES. 

(a) ApversE Parry.—No change. 

(b) NoNADVERSE Partry.—No change. 

(c) RELATED OR SUBORDINATE Partry.—No change. 

(d) Rute Power Is Sussect To ConpITION PRECEDENT.—No change. 
SEC. 673. REVERSIONARY INTERESTS. 

(a) GENERAL change. 

(b) Exception Income Is PayaBLE TO CHARITABLE BENEFI- 
CIARIES.—No change. 

(c) Revprsionary INTEREST TAKING Errect at DeatH oF INCOME BENE- 
FICIARY.—No change. 

(d) PostTPONEMENT OF Date SpeEcIFIED FOR REACQUISITION.—No change. 
SEC. 674. POWER TO CONTROL BENEFICIAL ENJOYMENT. 

(a) GENERAL Ruie.—The grantor shall be treated as the owner of any por- 
tion of a trust in respect of which the beneficial enjoyment of the corpus or the 
income therefrom is subject to a power of disposition, exercisable by the grantor 
or a nonadverse party, or both, without the approval or consent of any adverse 

arty. 
(b) Exceptions ror Certain Powers.—Subsection (a) shall not apply to 
the following powers regardless of by whom held: 

(1) PowreR TO APPLY INCOME TO SUPPORT OF A DEPENDENT.—A power 
described in seetion 677 (b) to the extent that the grantor would not be sub- 
ject to tax under that section. 

(2) PowWER AFFECTING BENEFICIAL ENJOYMENT ONLY AFTER EXPIRATION 
OF 10-YEAR PERIOD.—A power, the exercise of which can only affect the 
beneficial enjoyment of the income for a period commencing after the expira- 
tion of a period such that a grantor would not be treated as the owner under 
section 673 if the power were a reversionary interest; but the grantor may be 
treated as the owner after the expiration of the period unless the power is 
relinquished. 

(3) PoWER EXERCISABLE @N&¥ BY WILL OR BY DEED.—A power exercis- 
able enty by will and a power exercisable by deed where an exercise of the power 
would be effective to change beneficial rights under the trust only after the 
death of the holder of the power, other than a power in the grantor to appoint 
4s¥ with the income of the trust where the income is accumulated for such 
disposition by the grantor or may be so accumulated in the discretion of the 
grantor or a nonadverse party, or both, without the approval or consent of 
any adverse party. 

(4) PowER TO ALLOCATE AMONG CHARITABLE BENEFICIARIES.—A power to 
determine the beneficial enjoyment of the corpus or the income therefrom 
if the corpus or income is irrevocably payable for a purpose specified in 
section 170 (c) (relating to definition of charitable contributions). 

(5) Power TO DISTRIBUTE CoRPUS.—A power to distribute corpus either— 

(A) to or for a beneficiary or beneficiaries or to or for a class of ben- 
eficiaries (whether or not income beneficiaries) provided that the power 
is limited by a reasonably definite standard which is set forth in the 
trust instrument; or 
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(B) to or for any current income beneficiary, provided that the dis. 
tribution of corpus must be chargeable against the proportionate share 
of corpus held in trust for the payment of income to the beneficiary ag 
if the corpus constituted a separate trust. 

A power does not fall within the powers described in this paragraph if any 
person other than an adverse party has a power other than a power which would 
qualify as an exception under section 674 (b) (3) to sdd change te the ben- 
eficiary or beneficiaries or te & the class of beneficiaries designated to receive 
the income or corpus, except where such action is to provide for after-born 
or after-adopted children or an after-acquired spouse. 

(6) PowWER TO WITHHOLD INCOME TEMPORARILY.—A power to distribute or 
apply income to or for any current income beneficiary or to accumulate the | 
meme for him, provided that any accumulated income must ultimately be | 

ayable— 
tekers dt defath ef stich beneficiery pes th 
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income shel be eonsidered se althoteh it is provided 
that if any beneficiary dees net stpvive a date of OF 


reasonably have been expected te within the beneficiary s Hfetime; the wi 


tether then the eranter or the eranter's 
(A) to the beneficiary from whom distribution or application is withheld = 
or to his estate, or sp 
(B) to the beneficiary from whom distribution or application is withheld, fo 
or if he does not survive a date of distribution which could reasonably be : 
expected to occur within his lifetime, to his appointees (or alternate takers bod 
in default of appointment) under any power of appointment, whether or ” 
not general (provided no appointment under a power other than a general a 
power can be made to the grantor or his estate) or if he has no power of ap- bap 
pointment to one or more designated alternate takers (other than the grantor be 
or the grantor’s estate) whose shares have been irrevocably specified in the . 
trust instrument, or 
(C) to the appointees of the beneficiary from whom distribution or appli- 
cation is withheld (or persons named as alternate takers in default of ap- 
pointment) provided that such beneficiary possesses a power of appointment Se 
which excludes the grantor and his estate as a possible appointee and does 
not exclude from the class of possible appointees any other person other than 
the beneficiary, his estate, his creditors, or the creditors of his estate, or by 
(D) on termination of the trust, or in conjunction with a distribution of ar 
corpus which is augmented by the accumulated income, to the current income C0 
beneficiaries in shares which have been irrevocably specified in the trust — er 
instrument, or if any beneficiary does not survive a date of distribution 
which would reasonably be expected to occur within his lifetime, to his pt 
appointees (or alternate takers in default of appointment) under any power | eX 
of appointment, whether or not general (provided no appointment under a fic 
power other than a general power can be made to the grantor or his estate) 10 
or if he has no power of appointment to one or more designated alternate 
takers (other than the grantor or the grantor’s estate) whose shares have been | to 
irrevocably specified in the trust instrument. sa 
A power does not fall within the powers described in this paragraph if any 
person other than an adverse party has a power other than a power which would tr 
qualify as an exception under section 674 (b) (3) to add change te the beneficiary | 
or beneficiaries or & +e the class of beneficiaries designated to receive the | an 
income or corpus, except where such action is to provide for after-born or A 
after-adopted children or an afler-acquired spouse. to 
(7) POWER TO WITHHOLD INCOME DURING DISABILITY OF A BENEFICIARY.— | pr 
A power exercisable only during— 
(A) the existence of a legal disability of any current income beneficiary, | su 


or 
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(B) the period during which any income beneficiary shall be under the 
age of 21 years, 

to distribute or apply income to or for such beneficiary or to accumulate and 
add the income to corpus. A power does not fall within the powers described 
in this paragraph if any jpamens other than an adverse party has a power other 
than a power which would qualify as an exception under section 674 (b) (3) to 
edd change te the beneficiary or beneficiaries or te @ the class of beneficiaries 
designated to receive the income or corpus, except where such action is to 
provide for after-born or after-adopted children or an after-acquired spouse. 
(8) POWER TO ALLOCATE BETWEEN CORPUS AND INCOME.—A power to 
allocate receipts and disbursements as between corpus and income, even 

though expressed in broad language. 

(c) ExceEPTION FOR CERTAIN POWERS OF INDEPENDENT TRUSTEES.—Subsec- 
tion (a) shall not apply to a power solely exercisable (without the approval or 
consent of any other person) by a trustee or trustees; Rene of whem is the granter; 
end Re mere then hell of whom ere related or subordinate parties whe are other 
than the grantor and which is not exercisable without the concurrence of a trustee who is 
not a related or subordinate party subservient to the wishes of the grantor— 

(1) to distribute, apportion, or accumulate income to or for a beneficiary 
or beneficiaries, or to, for, or within a class of beneficiaries; or 
(2) to pay out corpus to or for a beneficiary or beneficiaries or to or for a 
class of beneficiaries (whether or not income beneficiaries). 
A power does not fall within the powers described in this subsection if any person 
other than an adverse party has a power other than a power which would qualify as an 
exception under section 674 (b) (3) to add change te the beneficiary or beneficiaries 
or te & the class of beneficiaries designated to receive the income or corpus, except 
where such action is to provide for after-born or after-adopted children or an after- 
acquired spouse. 

(d) Power To ALLocaTE INCOME IF LIMITED By A STANDARD.—Subsection (a) 
shall not apply to a power solely exercisable (without the approval or consent of 
any other person) by a trustee or trustees, Rere ef whem is other than the grantor or 
spouse living with the grantor, to distribute, apportion, or accumulate income to or 
for a beneficiary or beneficiaries, or to, for, or within a class of beneficiaries, 
whether or not the conditions of paragraph (6) or (7) of subsection (b) are satisfied, 
if such power is limited by a reasonably definite external standard which is set forth 
in the trust instrument. A power does not fall within the powers described in this 
subsection if any person other than an adverse party has a power other than a power 
which would qualify as an exception under sectton 674 (b) (3) to add change te the 
beneficiary or beneficiaries or +6 @ the class of beneficiaries designated to receive 
the income or corpus, except where such action is to provide for after-born or 
after-adopted children or an after-acquired spouse. 


COMMENT 
Section 674 (b) (3) 

The amendment to section 674 (b) (3) excepts a power to appoint 
by deed as well as a power to appoint by will where the power to 
appoint by deed, if exercised, will not be immediately operative to 
confer beneficial enjoyment of the trust property on anyone, but such 
enjoyment will be postponed until after the death of the donee of the 
power. Such a power, as well as the power to appoint by will, are now 
excepted by section 674 (b) (2) if the power can only affect the bene- 
ficial enjoyment of the income and the life expectancy of the donee is 
10 years or more. In view of the fact that such a power is very similar 
to a power to appoint only by will, it seems logical to treat them the 
same under section 674 (b) (3). 

Example: A transfers property to T (an independent trustee) in 
trust. The trust instrument gives T discretion to pay the income to 
any one or more of the group consisting of A’s wife W and A’s issue. 
Any income not paid to any one or more of such group in any year is 
to a added to principal. On the death of W, the trustee is to pay the 
principal and undistributed income to, or hold it for the benefit of, 
such one or more of A’s issue, in such amounts and proportions and for 
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such estates and interests and outright or upon such terms, trusts 
conditions, and limitations, as W shall appoint by a deed delivered to _ 
the trustee in W’s lifetime or as W shall appoint by a will if she makes 
no appointment by deed. The trust instrument provides for the dis- 
position of the trust property in default of appointment so that there js 
no reversionary interest in A. The power given to W to appoint by | 
deed or by will does not cause the income of the trust to be taxable to 
A under the proposed amendment. 

The proposed amendment to section 674 (b) (3) should be operative 
with respect to existing as well as future trusts but only as to taxable | 
years ending after its enactment. 


Section 674 (b) (5) 
The exception described in section 674 (b) (5) is eliminated if the 
circumstances bring into operation the following language: 
A power does not fall within the powers described in this h if 
power to add to the or beneficiaries or 
designated to receive the income or corpus, except where such action is to provide Tl 
for afterborn or afteradopted children. th 
Identical language, eliminating the exception is found in sections & 
674 (b) (6), 674 (b) (7), 674 (c) and 674 (d). The proposed amend- on 
ments to the language quoted above are inserted wherever the language © 
appears in section 674. The comments at this point are directed at ( 
the operation of the exception to the exception under section 674 () «iru 
but are generally applicable wherever the language describing t am 
exception to the exception appears. 
It must be kept in mind that the power which produces the excep- | ©! 
tion to the exception is not a power to determine who receives income S's 
or corpus except to the limited extent that payments of income or | Wi 
corpus may be required to be made to a designated beneficiary. 
Rather it is a power to add to the originally described beneficiary "8 
or beneficiaries or class of beneficiaries with respect to whom there 
is normally another power in someone to determine whether distribu- | SU 
tions of income or corpus are to be made. ap] 
For example, if A establishes a trust with the X corporation, an It 
independent trustee, as trustee and gives the trustee discretion to 
spray income among A’s children or accumulate it, a power re- 
served to A to designate, from time to time, additional persons or 2 (| 
classes of persons, other than himself, to whom the income may Nor 
be paid does not give A the power to control the destination of the hel 
income. When he exercises his power he simply enlarges the originally 
designated group among whom the trustee may spray the income 
pursuant to the power given the trustee. The reservation by A of 
such a power would clearly destroy the exception which otherwise Wot 
would be applicable under section 674 (c) to the power given to the 3 
trustee. The same result would be reached if the power to enlarge 
the group among whom income may be sprayed is given to the trustee am¢ 
even though the trustee is not related or subordinate. inst 
From the clear case outlined in the preceding paragraph, it is possible | 
to move to other cases where there is some uncertainty what result is dau 
produced by the exception to the exception and it is the purpose of _ bees 
the proposed amendments to the language describing the exception dist 
to the exception to clear up this uncertainty. The following cases te 
illustrate the operation of the proposed amendments: 


= 


= 
> 


o 


AMEND INTERNAL REVENUE CODE 315 


1. A establishes a trust with the X corporation, an independent 
trustee, as trustee and gives the trustee discretion to spray income 
among A’s children or to accumulate it. The trust instrument 

ives A’s oldest living child the power to designate, from time to time, 
additional persons or classes of persons, other than A, to whom the 
income may be paid in the discretion of the trustee. Will the exist- 
ence of the power to destroy the exception which otherwise would be 
applicable under section 674 (c) to the power given the trustee? _The 
answer to this question should depend on whether A’s oldest living 
child has a substantial beneficial interest in the trust which would be 
adversely affected by the exercise of his power. Section 1.674 (d)- 
2 (b) of the regulations contains this sentence: 
This limitation [i. e., the exception to the exception] does not apply to a power 
held by a beneficiary to substitute other beneficiaries to succeed to his interest 
in the trust (so that he would be an adverse:party to the exereise or nonexercise 
of that power). 
The literal language of the exception to the exception, however, is 
that “if any person” has the power to add to the beneficiaries the 
exception to the exception applies. The statutory language is clarified 
on this point by the insertion after the words “if any person’’ of the 
words “‘other than an adverse party.” 

2. A establishes a trust with the X corporation, an independent 
trustee, as trustee and gives the trustee discretion to spray income 
among his son S and S’s issue or to accumulate the same. On the 
death of S, the trustee is to dispose of the undistributed income and 
corpus to or for the benefit of such person or persons other than A, 
S’s estate, S’s creditors or creditors of S’s estate as S may appoint by 
will and in default of appointment, the trustee is to continue to hold 
the undistributed income and corpus in trust for S’s issue. The 
testamentary power in S enables him to add to the beneficiaries 
oe. om designated by A to share in the income of the trust. Will 
such power in S destroy the exception which otherwise would be 
applicable under section 674 (c) to the power given to the trustee? 
It should not because section 674 (b) (3), which makes a general 
exception as to powers to appoint by will, should be deemed to restrict 
the operation of the exception to the exception. Section 1.674 (d)- 
2 (b) of the regulations contains the following sentence on this point: 
Nor does the limitation [i. e., the exception to the exception] apply to a power 


held by any person which would qualify as an exception under section 674(b) (3) 
(relating to testamentary powers). 


The statutory language is clarified on this point by the insertion after 
the words “has a power” of the words “other than a power which 
would qualify as an exception under section 674 (b) (8).’ 

3. A establishes a trust with the X corporation, an independent 
trustee, as trustee and gives the trustee discretion to spray income 
among his son S and S’s issue or to accumulate it. If the trust 
instrument should provide that at the end of 5 years, the group among 
whom the income may be sprayed shall be enlarged to include A’s 
daughter D and her issue, the exception to the exception does not apply 
because the class of beneficiaries among whom the income can be 
distributed is defined by the grantor A and no power exists in anyone 
to enlarge that class. In other words, if the outer limits of the class of 
beneficiaries are set by A, the fact that within such outer limits the 


class changes from time to time in accordance with a formula set by A 
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does not give any person a power to add to the beneficiaries designated 


by A to receive income or corpus. te a however, the trust | 
a 


instrument provides that the trustee sh 
income among such one or more of A’s issue as A’s wife W ma 
designate annually or to accumulate it. W does not have the power 
to direct the payment of income to anyone, but has only the power 
to determine annually the members of the group among whom the 
income may be distributed in the trustee’s discretion. Furthermore 
A has designated the outer limits of the membership in the group. 
Does W have a power to add to the beneficiaries designated to receive 
income? She has a power to change the income beneficiaries each 
year within the outer limits set by A. By substituting the word 

change” for the word “add” in the exception to the exception, the 
power in A’s wife will cause the income to be taxable to A. 

4. The exception to the exception also contains an exception to its 
operation. It permits a person to have a power to provide for after- 
born or after-adopted child 
lished by A and the independent trustee has power to spray income 
and corpus among A’s son S and S’s children living on the date the 
trust is established, A’s wife W can be given the power to add after- 
born or after-adopted children of S to the group of beneficiaries without 


have discretion to spray 


| 


dren. Thus if a discretionary trust is estab- | 


invoking the exception to the exception. There does not appear to | 


be any reason why a power in W to add an after-acquired spouse of 


S to the group of beneficiaries should be treated differently from a | 


power to add after-born or after-adopted children. Thus, the words 
“or an after-acquired spouse” are added after the words ‘‘after-born 
or after-adopted children.” 

The amendments under consideration should be applicable to exist- 
ing as well as future trusts but only as to taxable years ending after 
their enactment. 


Section 674 (b) (6) 


The rewording of section 674 (b) (6) is designed to make more 
understandable the exception therein described. The rewording is 


based on the language used in the regulations (secs. 1.674 (b)—1 (b) 
(6). Only one substantive change is made (other than the substan- 
tive changes made in the language of the exception to the exception 
which are referred to in the comments under section 674 (b) (5)) and 
that change is discussed below. 

The following type of trust meets the test laid down by section 674 
(b) (6) (A) in its present unamended form: A establishes a trust with 
himself as trustee. Under the terms of the trust, the trustee has dis- 
cretion to pay the income to A’s son S or to accumulate it. The 
trustee is directed to pay the accumulated income to such person or 
persons other than S’s estate, S’s creditors or creditors of 5’s estate 
as S may appoint by deed or by will and in default of appointment, 
the trustee is to pay the accumulated income to designated persons. 
Notice that if the power of appointment given to S excluded A as a_ 
possible appointee, the arrangement would not meet the test set forth | 
in the present unamended section 674 (b) (6) (A). 

Section 677 (a) (1) causes the income of a trust to be taxed to the 
grantor is the income of the trust may be distributed to the grantor in 
the discretion of a nonadverse party. The power in the trustee to 
accumulate the income combined with the power in S to appoint In- 
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come by deed or by will to A may cause the income of the trust (which 
meets the test of the present unamended section 674 (b) (6) (A) to be 
taxed to the grantor A. Section 1.674 (b)—1 (b) (6) (i) of the regula- 
tions contains this sentence: 

Furthermore, if a trust otherwise qualifies for the exception in (a) of this sub- 
division [i. e. the exception in (a) is the one described in the above arrangement} 
the trust income will not be considered to be taxable to the grantor under section 
677 by reason of the existence of the power of appointment referred to in (a) of 
this subdivision. 

The type situation under examination is one where the power of 
appointment in S is not a general one for estate or gift tax purposes. 
tf g can give the accumulated income to A at any time without adverse 
gift or estate Lax consequences, a very convenient device exists to get 
the income back to the grantor is he needs it by having the trustee 
accumulate it and then by having S appoint it to A. The language 
in question which appears in section 674 (b) (6) (C) under the pro- 
posed rewording of section 674 (b) (6) has been amended to require 
that the grantor be excluded from the possible appointees. 

An addition has been made in section 674 (b) (6) (B) and section 

674 (b) (6) (D) which requires the exclusion of the grantor and his 
estate from the objects of the described power of appointment. The 
reason for the insertion of these words in those two places is the 
same as mentioned above in connection with section 674 (b) (6) (C), 
that is, so that there will be eliminated any possibility that one who 
complies with the wording of the section will inadvertently cause the 
income of the trust to be taxable to the grantor under section 677 
a) (1). 
The rewording of section 674 (b) (6) should be applicable as of the 
date section 674 (b) (6) originally became effective except as to the 
substantive change which requires the exclusion of the grantor as a 
possible appointee. This change should be applicable as to existing 
trusts for taxable years ending more than 1 year after the enactment 
of the change so as to give ample time to the donee of the power to 
arrange to exclude the grantor as a possible appointee. The effective 
date of the changes male in the language of the exception to the excep- 
tion is considered in the comments under section 674 (b) (5). 


Section 674 (6) (7) 
The changes proposed in section 674 (b) (7) relate to the language 


describing the exception to the exception. See the comments under 
section 674 (b) (5). 


Section 674 (c) 

The present provisions of section 674 (c) do not except powers of 
the type described when they are vested in 3 trustees if only 1 of 
them is an independent trustee even though the unanimous consent 
of the 3 trustees is essential to the exercise of the powers. The pro- 
posed amendment to section 674 (c) extends the exception to such a 
case. ‘The preference of one family member over another as trustee 
which may be necessary to satisfy the present provisions of section 
674 (c) may create family frictions. The proposed change will 
make it unnecessary to prefer one family member over another as 
trustee. 

Under the proposed amendment the exception described in section 
674 (c) is not applicable if an exercise of the power can be made by a 
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majority of the trustees unless no more than one-half of all of the 
trustees are related or subordinate parties, so that the concurrence 
of a trustee who is not a related or subordinate party will be required 
to make up the majority. Thus if the grantor establishes a trust 
and gives the trustees the discretion to spray income or corpus amo 
the described beneficiaries and designates as the trustees his wife W 
his son S, and the X trust company, an independent trustee, the 
exception described in section 674 (c) as amended will apply if the 
consent of all of the trustees is required to the exercise of the discre- 
tion but the exception will not apply if the consent of only a majority 
of the trustees is required for an effective exercise of the discretion. 

This amendment to section 674 (c) should be operative with respect 
to existing as well as future trusts but only for taxable years ending 
after its enactment. The operative date of the changes made in the 
language of the exception to the exception is considered in the com- 
ments under section 674 (b) (5). 


Section 674 (d) 


The elimination of the words “none of whom is” and the insertion 
of the words “other than” do not make any change in substance, 
Such elimination and insertion are made to conform the language of 
section 674 (d) to the new language in section 674 (c). 

The other changes proposed in section 674 (d) relate to the language 
describing the exception to the exception. See the comments under 
section 674 (b) (5). 


SEC. 675. ADMINISTRATIVE POWERS. 
Be ga shall be treated as the owner of any portion of a trust in respect 
of which— 

(1) PowkR T0 DEAL FOR LESS THAN ADEQUATE AND FULL CONSIDERATION.— 
No change. 

(2) PowER TO BORROW WITHOUT ADEQUATE INTEREST OR SECURITY.—A 
power exercisable by the grantor or a nonadverse party, or both, enables the 
grantor to borrow the corpus or income, directly or indirectly, without 
adequate interest or without adequate security except where a trustee (other 
than the grantor acting alone) is authorized under a general lending power to 
make loans to any person without regard to interest or security. 

(3) BorrRowIN@ OF THE TRUST FUNDS.—No change. 

(4) GENERAL POWERS OF ADMINISTRATION.—NOoO change. 


COMMENT 


Section 675 (2) in its unamended form might be interpreted to 
cause the trust income to be taxable to the grantor, if the trust 
instrument contains a general lending power to make loans to any 
person without regard to interest or security, in situations where the 
grantor is only one of several trustees. Section 1.675-1 (b) (2) of the 
regulations provides: 

However, this paragraph does not apply where a trustee (other than the grantor 
acting alone) is authorized under a general lending power to make loans to any 
person without regard to interest or security. A general lending power in the 
grantor, acting alone as trustee, under which he has power to determine interest 


rates and the wren oage t of security is not in itself an indication that the grantor 
has power to borrow the corpus or income without adequate interest or security. 


_ The view in the regulations is made unequivocally clear by inserting 
in the parenthetical statement the words ‘acting alone’’ after the 
word “grantor.” 
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This proposed amendment should be applicable to existing, as well 
as future, trusts for taxable years ending after its enactment but 
no change in existing law is intended. 


SEC. 676. POWER TO REVOKE, 

(a) GENERAL Rute.—No change. 

(b) Power Arrectina BEeNeFiciAL ENJOYMENT ONLY AFTER EXPIRATION OF 
10-YEAR PERIop.—No change. 

SEC. 677. INCOME FOR BENEFIT OF GRANTOR, 

(a) GenERAL Rute.—The grantor shall be treated as the owner of any portion 
of a trust, whether or not he is treated as such owner under section 674. whose 
income without the approval or consent of any adverse party is, or, in the dis- 
cretion of the grantor or a nonadverse party, or both, may be— 

(1)distributed to the grantor; 
(2) held or accumulated for future distribution to the grantor; or 
(3) applied to the payment of premiums on policies of insurance on the 
life of the grantor— 
(A) in which the grantor possesses any incident of ownership; or 
(B) in which the grantor possesses no incident of ownership but only to 
the extent of premiums payable with respect to such policies of insurance in 
existence during the taxable year (except policies of insurance irrevocably 
payable for the a specified in section 170 (c) (relating to definition 
of charitable contributions)). 
This subsection shall not apply to a power the exercise of which can only affect 
the beneficial enjoyment of the income for a period commencing after the expira- 
tion of a period such that the grantor would not be treated as the owner under 
section 673 if the power were a reversionary interest; but the grantor may be 
treated as the owner after the expiration of the period unless the power is 
relinquished. 

(b) OsLiGaTIoNns oF Suprort.—Income of a trust shall not be considered tax- 
able to the grantor under subsection (a) or any other provision of this chapter 
merely because such income in the discretion of another person, the trustee, or the 
grantor acting as trustee or co-trustee, may be applied or distributed for the 
support or maintenance of a beneficiary whom the grantor is legally obligated to 
support or maintain, except to the extent that such income is so applied or dis- 
tributed. In cases where the amounts so applied or distributed are paid out of 
corpus or out of other than income for the taxable year, such amounts shall be 
considered to be an amount paid or credited within the meaning of paragraph (2) 
(4) of section 661 (a) and shall be taxed to the grantor under section 662. 

(c) Existence or Discretion as To Income.—Discretion exists to distribute 
income to the grantor or to apply income for the support and maintenance of a bene- 
ficiary whom the grantor is legally obligated to support or maintain or to apply income 
to the payment of premiums on policies or life insurance on the life of the grantor, 
even though the terms of the trust specify that the discretion relates only to corpus, to 
the extent that the income of the trust is not required to be paid to someone else. 


COMMENT > 
Section 677 (a) (3) . 

The present language of section 677 (a) (3), if literally applied, may 
cause the grantor of a trust to be treated as the owner of the trust 
income in some situations where it is questionable whether the grantor 
should be so treated. The following examples present the question- 
able cases: 

1. A transfers property to T in trust. The trust instrument gives 
T the discretion to pay income to A’s son S or accumulate the same. 
T has a similar discretion as to corpus. The trust instrument contains 
no language in regard to the use of income or corpus to pay premiums 
on policies of insurance on the life of the grantor. Under the control- 
ling State law, the trustee may accept an assignment to the trust of 
silicies of insurance on the life of the grantor and pay the premiums 
accruing on such policies after such assignment. Will all the income 
of the trust be taxable to the grantor, even though no policies of 
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insurance on the life of the grantor have been assigned to the trust, 
on the ground that the grantor might take out insurance on his life, 
in sufficient amount to exhaust the income of the trust in the pay- 
ments of premiums if he assigned such life insurance to the trust? 

2. The facts are the same as in example (1) except that the control- 
ling State law also permits the trustee to acquire life insurance on the 
life of the grantor and pay the premiums on the insurance so acquired 
out of the income or corpus of the trust. Will the income of the trust 
be taxable to the grantor, even though the trustee has acquired no 
insurance on his life, 
insurance in sufficient amount so that the payment of premiums 
thereon would exhaust the trust income? 

If the answer to either question proposed above is ‘‘yes’’ under the 
present wording of section 677 (a) (3) then it may be necessary, in 
every case where an inter vivos trust is established, to insert in the 
trust instrument an express provision which negates any power in the 
trustee to acquire insurance on the life of the grantor or to pay the 
premiums on policies of insurance on the grantor’s life which may be 
assigned to the trust. 

If the trust instrument expressly authorizes the trustee to use trust 
income to pay premiums of insurance on the life of the grantor, even 
though suc nol sma are owned by the grantor, then section 677 (a) (3) 
should operate to cause the income of the trust to be taxable to the 

antor, without regard to the amount of the existing life insurance, 

ecause of the power in the grantor to acquire insurance and the power 
in the trustee to funnel income back to the grantor through the pay- 
ment of the premiums without any restriction on amount. Where, 
however, the policies of insurance are not owned by the grantor then 
the mere existence of the power to pay premiums on such life insurance 
does not enable the income to become available to the grantor himself 
and the amount of the income which is taxable to him in any one 
year because of such power ought to be limited under section 677 (a) 
(3) to the amount of the premiums payable in respect to existing life 
insurance that is so owned. 

The amendment to section 677 (a) (3) is designed to draw a distine- 
tion between the situation where the income may be used to pa 
premiums on policies of insurance on the life of the grantor whic 
are owned by the grantor and the situation where the policies are 
owned by a person other than the grantor. In the latter case the 
amount of income which may be taxable to the grantor in any one 
ena is limited by the amount of the premiums which could have 

een paid in that year in the light of the actual amount of existing 
life insurance so owned. 

’ The words “incident of ownership” are used in the amendment to 
section 677 (a) (3) with the same meaning as in section 2042 of the 
Internal Revenue Code. 

The proposed change in section 677 (a) (3) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 


Section 677 (b) 


The deletion of the reference to paragraph (2) of section 661 (a) 
and the insertion of the reference to paragraph (4) of section 661 (a) 
is a conforming amendment necessary due to the change in the 
wording of section 661 (a). 


on the ground that the trustee might take out. 
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Section 677 (c) 

The addition proposed to section 677 by subsection (c) is designed 
to take care of the following case: A establishes a trust and gives the 
trustee discretion to pay out the income to his son S or to accumulate 
it. A reserves the power to withdraw $5,000 of corpus each year. 
The ordinary income of the trust exceeds $5, 000. <A will be treated 
as the owner of $5,000 of ordinary income, whether the income is 
paid to S or not and whether A makes a withdrawal or not. If 
subsection (c) is not added, A may be deemed taxable under section 
676 only on that portion "of the ordinary income attributable to 
$5,000 of corpus. 

The proposed addition to section 677 of subsection (c) should apply 
to existing trusts, as well as to future trusts, for taxable years ending 
after its enactment. 

[SEC. 678. PERSON OTHER THAN GRANTOR TREATED AS SUBSTANTIAL OWNER.} 


person has a power exercisable solely by himeelf te vest the corpus 


or the ineome >; OF 
sueh @ power and after the release or meodifieation sueh contre! #6 


of @ trust te treatment as the ewner thereof: 
with pespeet te power over Heese as oF 
if the granter of the trust is ise treated as the owner under seetions 674 
te 


COMMENT 
Section 678 


A new section designated section 664 has been inserted to deal with 
the situations formerly dealt with under section 678. See the com- 
ment under the new section 664. 


Subpart F— Miscellaneous 


SEC. 681. LIMITATION ON CHARITABLE DEDUCTION | 
(a) TrRapE or Business Income.—In computing the deduction allowable to a 
trust under section 651 or 661 for amounts paid, credited or required to be distributed 
to a charitable beneficiary, no amount otherwise allowable under seetion 642 {e} to 
trust, Re ameunt otherwise aHewable under seetion 642 as a deduction shall 
be allowed as a deduction with respect to income of the taxable year which is 
allocable to its unrelated business income for such year. For purposes of the 
preceding sentence, the term ‘‘unrelated business income’”’ means an amount equal 
to the amount which, if such trust were exempt from tax under section 501 (a) 
by reason of section 501 (c) (3), would be computed as its unrelated business 
taxable income under section 512 (relating to income derived from certain business 
activities and from certain leases). 
(b) OPERATION OF TRUSTS.— 
(1) LIMITATION ON CHARITABLE, ETC., DEDUCTION.—The amount otherwise 
allowable under section 642 4 651 or 661 as a deduction for amounts patd, 


| 
ist | 
fe, 
| 
ol- | 
the 
‘ed 
ust 
no 
ms 
he 
nm 
he 
he 
he 
be 
ist 
en 
(3) 
he 
ce, 
yer 
ig support or maintain except to the extent that atch 
(0) of 060 and bo to the Reider 
a 
ch 
ire 
he | 
ed 
ve 
ng 
to 
he 
ng 
its | 
a) 
a) 
he | 


322 AMEND INTERNAL REVENUE CODE 


credited or required to be distributed to charitable beneficiaries shall not 
exceed 20 percent of the taxable income of the trust (eemputed without 
benefit of seetion 642 fe} but with the benefit ef or 30 percent in the case of a 
beneficiary described in section 170 (b) (1) (A)) if the trust has engaged in g 
prohibited transaction, as defined in (2). 

(2) PRoHIBITED TRANSACTIONS.—For purposes of this subsection, the term 
“prohibited transaction” means any transaction after July 1, 1950, in whieh 
any trust while holding income or corpus which has been permanently set 
aside or is to be used exclusively for charitable or other purposes described in 
section 462 ¢e} 170 (c) (1) (B)— 

No change in balance of subsection (2). 

(3) TAXABLE YEARS AFFECTED.—The amount otherwise allowable undep 
seetion 642 te} as a deduction for amounts paid, credited or requtred to be 
distributed to charitable beneficiaries shall be limited as provided in paragraph 
(1) only for taxable years after the taxable years during which the trust jg 
notified by the Secretary that it has engaged in such transaction, unless such 
trust entered into such prohibited transaction with the purpose of diverting 
such corpus or income from the purposes described in section 642 {e} 170 (c) 
(1) (B) and such transaction involved a substantial part of such corpus or 
income. 

(4) FUTURE CHARITABLE, ETC., DEDUCTIONS OF TRUSTS DENIED DEDUCTION 
UNDER PARAGRAPH (3).—If the deduction of any trust ander seetion 642 {2} 
for amounts paid, credited or required to be distributed to charitable beneficiaries 
has been limited as provided in this subsection, such trust, with respect to 
any taxable year following the taxable year in which notice is received of 
limitation of deduction wader seetion 642 te} for amounts paid, credited or 
required to be distributed to charitable beneficiaries, may, under regulations 
prescribed by the Secretary or his delegate, file claim for the allowance of the 
unlimited deduction wader seetion 642 +e} for amounts paid, credited or 
required to be distributed to charitable beneficiaries, and if the Secretary, pur- 
suant to such regulations, is satisfied that such trust will not knowingly again 
engage in a prohibited transaction, the limitation provided in paragraph (1) 
shall not apply with respect to taxable years after the year in which such 
claim is filed. 

(5) DISALLOWANCE OF CERTAIN CHARITABLE, ETC., DEDUCTIONS.—No gift 
or bequest for religious, charitable, scientific, literary, or educational purposes 
(including the encouragement of art and the prevention of cruelty to children 
or animals), otherwise allowable as a deduction under section 170, 545 (b) (2) 
642 (e} 651, 661, 2055, 2106 (a) (2), or 2522, shall be allowed as a deduction i 
made in trust and, in the taxable year of the trust in which the gift or bequest 
is made, the deduction allowed the trust seetion 642 fe} for amounts paid, 
credited or required to be distributed to charitable beneficiaries is limited by 
paragraph (1). With respect to any taxable year of a trust in which such 
deduction has been so limited by reason of entering into a prohibited trans- 
action with the purpose of diverting such corpus or income from the purposes 
described in section 642 4e} 170 (c) (1) (B), and such transaction involved a 
substantial part of such income or corpus, and which taxable year is the same, 
or before the, taxable year of the trust in which such prohibited transaction 
occurred, such deduction shall be disallowed the donor only if such donor or 
(if such donor as an individual) any member of his family (as defined in sec- 
tion 267 (c) (4)) was a party to such prohibited transaction. 

(6) Derrnition.—For purposes of this subsection, the term “gift or 
bequest” means any gift, contribution, bequest, devise, or legacy, or any 
transfer without adequate consideration. 

(ec) ACCUMULATED INCOME.—If the amounts permanently set aside, or to be 
used exclusively for the charitable and other purposes described in section 642 4 
170 (c) (1) (B) during the taxable year or any prior taxable year and not actually 
paid out by the end of the taxable year— 

(1) are unreasonable in amount or duration in order to carry out such 
purposes of the trust; 

(2) are used to a substantial degree for purposes other than those prescribed 
in section 642 4e} 170 (c) (1) (B); or 

(3) are invested in such a manner as to jeopardize the interests of the reli- 
gious, charitable, scientific, ete., beneficiaries, 

the amount otherwise allowable under section 642 e} 651 or 661 as a deduction for 
amounts paid, credited or required to be distributed to charitable beneficiaries shall be 
limited to the amount actually paid out during the taxable year and shall not 
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exceed 20 percent of the taxable income of the trust (or 30 percent in the case of a 
beneficiary described in computed witheut the benefit ef seetion 642 te} but with 
benefit of section 170 (b) (1) (A)). Paragraph (1) shall not apply to income 
attributable to property of a decedent dying before January 1, 1951, which is 
transferred under his will to a trust created by such will. In the case of a trust 
created by the will of a decedent dying on or after January 1, 1951, if income is 
required to be accumulated pursuant to the mandatory terms of the will creating 
the trust, paragraph (1) shall apply only to income accumulated during a taxable 
ear of the trust beginning more than 21 years after the date of death of the last 

life in being designated in the trust instrument. 

(d) Cross REFERENCE.— 

{For disallowance of certain charitable, ete., deductions otherwise allowable for distribution to 

certain , etc., beneficiaries, see section 503 (c).} 


COMMENT 


With one exception the proposed amendments to section 681 are 
conforming amendments to implement the proposed change in the 
treatment of charitable contributions by estates and trusts (see com- 
ment under section 642 (c)). The exception concerns an error in 
present section 681 (b), which is repeated in section 681 (c). It is the 
purpose of those sections to limit, under certain circumstances, a 
trust’s deduction for charitable contributions to 20 percent of the 
trust’s taxable income, or 30 percent if the beneficiary is a church, an 
educational organization or a hospital. However, the statute says 
that the deductions shall not exceed 20 percent of the taxable income of 
the trust, computed with the benefit of section 170 (b) (1) (A), which 
allows the extra 10 percent deduction for the specified class of charities. 
The literal effect of the statute is therefore to reduce the deduction by 
the extra 10 percent rather than to increase it, since it is the deduction, 
rather than the net income to which the percentage is applied, that 
should have the benefit of section 170 (b) (1) (A). While the regula- 
tions under this section reach the correct result, it is recommended 
that the statute be clarified and the proposed amendment contains 
language for the purpose. 

he proposed amendments of section 681 should apply to existing 
trusts, as well as to future trusts, for taxable years ending after their 
enactment. 
SEC. 682. INCOME OF AN ESTATE OR TRUST IN CASE OF DIVORCE, ETC. 


(a) IncLUsION Gross Income oF Wire.—No change. 
(b) Wire ConsIDERED A BENEFICIARY.—No change. 
(c) Cross Rererence.—No change. 


SEC. 683. APPLICABILITY OF PROVISIONS. 

Notre.—When it is determined on what date the proposed amendments will be 
effective some addition to section 683 will have to be worked out to take care of 
the amendments. 


PART II—INCOME IN RESPECT OF DECEDENTS 
SEC. 691. RECIPIENTS OF INCOME IN RESPECT OF DECEDENTS. 


(a) Income 1n Respect or Decepents Derinev.—For purposes of this section, 
the term “income in respect of a decedent’? means an amount not includible in the 
decedent's gross income for the taxable period in which falls the date of his death or a 
prior taxable period— 

(1) which would have been includible in the gross income of the decedent if he 
had computed his income for such period under an accrual method of accounting, 
except that no amount of unrealized appreciation in value of property, whether 
attributable to inventory items or otherwise, shall be income in respect of a decedent 
under this paragraph (1), or 

(2) which equals so much of the proceeds of a sale, exchange, or other disposi- 
tion of property made prior to the death of the decedent, as would have been in- 
cludible in the decedent’s gross income if he had received such proceeds, or 
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(3) which represents compensation for services rendered by the decedent (and 
amounts attributable thereto) to the extent such amount would have been includible 
in the decedent’s gross income if received by him, except amounts exempted under 
section 101 (b) (relating to employees’ death benefits), or 

(4) which represents earnings on, or appreciation in value of investments of, 
contributions by the decedent under an employees’ benefit plan, to the extent such 
amount would have been includible in the decedent's gross income if received by 
him, except amounts exempted under section 101 (b) (relating to employees 
death benefits), or 

(6) which, if the decedent died after December 31, 1958, is received by the tax. 
payer as a surviving annuitant, or as a beneficiary of the decedent, under a con- 
tract to which section 72 (relating to the taxation of annuities and the proceeds 
of certain endowment and life insurance contracts) applies, to the extent includible | 
in the recipient’s gross income under that section, or 

(6) which equals the excess of the face amount of an installment obligation over 
the basis thereof to the decedent under section 453 (d) (for the purpose of this 
section the term ‘‘installment obligation’’ means one received by the decedent upon 
the sale or other disposition of property, the income from which was properly 
reportable by him on the installment basis under section 453 or corresponding 
provisions of prior law and which was acquired from the decedent by bequest, 
devise or inheritance or by reason of his death), or 

(7) which would have been taxable to the decedent if he had lived to receiveit 
(other than amounts described in section 71, relating to alimony) and which he 
failed to receive solely by reason of his death, to the extent that the value of the 
right to receive such amount is includible in the gross estate for Federal estate 
tax purposes. 

(8) which Subchapter K of this chapter treats as income in respect of a decedent 
(paragraphs (1) through (7) of this subsection shall not apply to an amount 
attributable to a.decedent’s interest'in a partnership). 

4a} (b) INcLUsION IN Gross INCOME.— 

GENERAL RULE.—The amount of all items of gress income in respect 

of a decedent whieh are net properly imehidible in respeet of the taxable 

ied im whieh falls the date ef his death or a prier peried (including the 
amount of all items of gress income in respect of a prior decedent, if the 
right to receive such amount was acquired by reason of the death of the 
prior decedent or by bequest, devise, or inheritance from the prior decedent) 
shall be included in the gross income, for the taxable year when received, of: 

(A) the estate of the decedent, if the right to receive the amount is 
acquired by the decedent’s estate from the decedent; 

¢B) the person who, by reason of the death of the decedent, acquires 
the right to receive the amount, if the right to receive the amount is 
not acquired by the decedent’s estate from the decedent; or 

(C) the person who acquires from the decedent the right to receive 
the amount by bequest, devise, or inheritance, if the amount is received 
after a distribution by the decedent’s estate of such right. 

(2) INCOME IN CASE OF SALE, ETC.—If & the right; deseribed in 
44, to receive an amount described in subsection (a) is transferred b 
estate ef the decedent or a person described in subparagraphs (A), (B) or (C) 
of subsection (b) (1), whe reeetved steh right by reason of the death ef the 
deeedett of devise, or front the deeedent there shall | 
be included in the gross income of the estate er such person; #8 the ease may 
be; for the taxable period in which the transfer occurs;: 

(A) in the case of the transfer of an amount described in subsection (a), 
other than in paragraph (6),—the fair market value of such right at 
the time of such transfer plus the amount by which any consideration 
for the transfer exceeds such fair market value, and 

(B) in the case of the transfer of an instalment obligation as defined in 
subsection (a) (6)—the excess of the amount realized, in the case of satis- 
faction at other than face value or a sale or exchange, or the excess of the fair 
market value of the obligation at the time of transfer in the case of a transfer 
other than by a sale or exchange, over the basis of such obligation to the dece- | 
dent under section 4583 (d) (2) reduced by any amounts received with respect 
to such obligation after the decedent’s death which were not includible in gross 


income. 
For purposes of this paragraph, the term “transfer’’ includes sale, exchange, 
gift, or other disposition, or the satisfaction of an installment obligation at 
other than face value, but does not include transmission at death to the 
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estate of the decedent or a transfer to a person pursuant to the right of such 

\ rson to receive such amount by reason of the death of the decedent or by 
momar devise, or inheritance from the decedent. 

(3) CHARACTER OF INCOME DETERMINED BY REFERENCE TO DECEDENT.— 

Phe i in peregraph 4b te receive an amount Income in respect 

of a decedent shall be treated, in the hands of the estate of the decedent or any 

person who acquired seeh right the right to receive such income by reason of 

the death of the decedent, or by bequest, devise, or inheritance from the 

decedent, as if it had been acquired by the estate or such person in the 

transaction ## from which the right te reeeive the such income was originally 

derived and the ameunt inelidible in gress income under paragraph 4} er (2) 

{ shall be considered in the hands of the estate or such person to have the 

character which it would have had in the hands of the decedent if the deeedent 

he had lived and received such amount. 


SF TST Ya 


he tien ever the basis of the obligation in the hands ef the decedent (deter 

he mined under seetion 463 (> shal fer the purpese of 4 

le be eotstdered tt Het of Hreotte Ht pespeet of the deeedent: and 
8} seh ebligation shal; fer purpeses of paragraphs (2) and (3) be 

nt eonsidered @ right te reecive an item ef gress ineeme im respeet of 


in the hands ef the decedent seetion 464 
ct 48} (c) ALLOWANCE oF DepucTiIons AND Crepit.—The amount of any deduc- 
he tion specified in section 162, 163, 164, 212, or 611 (relating to deductions for ex- 
he nses, interest, taxes, and depletion) or credit specified in section 33 (relating to 
he oreign tax credit), in respect of a decedent which is not properly allowable to the 
he devedent in respect of the taxable period in which falls the ate of his death, or a 
t) prior period, shall be allowed: 
of: (1) ExpEnsEs, INTEREST, AND TAXES.—In the case of a deduction specified 
is in section 162, 163, 164, or 212 and a credit specified in section 33, in the 
taxable year when paid— 
es (A) to the estate of the decedent; except that 
18 (B) if the estate of the decedent is not liable to discharge the obligation 
to which the deduction or credit relates, to the person i by reason of 
the death of the decedent or by bequest, devise, or inheritance acquires, 
subject to such obligation, from the decedent an interest in property of 


ve 
ed 
the decedent, 

- (2) Dep_etion.—In the case of the deduction specified in section 611, to 

the person described in subsection 4} (b) (1) (A), (B), or (C) who, in the 
C) manner described therein, receives the income to which the deduction relates, 
he in the taxable year when such income is received. 
all | ¢2} (d) DepucTion For Estate Tax.— 
ny (1) ALLOWANCE OF DEDUCTION.— 

(A) GENERAL RULE.—+ Each person who includes an item of income in 

2), respect of a decedent in gross income under subsection (#} (b) or under 
at section 652 or 662 shall be allowed, for the same taxable year, as a de- 
on duction, an amount which bears the same ratio to— 

(7) the estate tax attributable to the net value for estate tax 


in purposes of all the items deseribed im stbseetion ta} 44 of income 
1s- tn respect of a decedent which are includible in the gross estate as 

ur (ii) the value for estate tax purposes of the item so included in 
fer gross income of such person ef gress ineeme er pertions thereof in 
ect (or the amount included in gross income, whichever is lower) 


88 bears to 
(iii) the value for estate tax purposes of all the of such items 


deseribed in stbseetion ta} 
at (B) Estates AND TRUsTS.—In the case of an estate or trust, the 
he amount allowed as a deduction under subparagraph (A) shall be com- 


puted by excluding from the gross income of the estate or trust the 
portion (if any) of the items described in subsection 4} 44 (6) which is 


+4 InsteHment obligations seqtired from deeedent-—tn the ease of an 

instalment obleation peecived by a deeedent on the sele or other dispesition 

en the basis under seetion 464, such obligation is seqttired by 

the deeedents estate from the decedent er by any person by reason ef the 

death of the decedent op by beqttest devises of from the deeedent 
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properly paid; eredited; or te be distributed te includible under sections 
652 or 662 in the gross income of the beneficiaries during the taxable year, 
HH ph shel apply te the same taxable years; and te the 
sate extent; as is provided in seetion 683- 
(2) METHOD OF COMPUTING DEDUCTION.—For purposes of this subsection— 
(A) The term “estate tax’? means the tax imposed on the estate of 
the decedent or any prior decedent under section 2001 or 2101, reduced 
by the eredits egeinst steh tax sum of (i) so much of the credit allowed 
by section 2012 ( for gift tax) as is attributable to property other than income 
os res - of a decedent and (ii) the credit ellen by section 2013 (for prior 
ransfers). 

(B) The term ‘‘value for estate tax purposes’’ of an item of income in 
respect of a decedent means the value at which such item is included in 
the decedent’s gross estate for the purposes of the tax imposed by 
chapter 11 reduced by the value of any portion of such item neces 
to the allowance of any deduction under section 2055 (relating to the 
charitable deduction) or under section 2056 (relating to the marital 
deduction). 

(C) The term “net value for estate tax purposes’ of the items of 
income in respect of a decedent i Ht ion (#) (+) shal be 
means the excess of the value for estate tax purposes of all of such items 

: im strbseetion ta) 44 over the deductions from the gross estate 
in respect of claims which represent the deductions and credit de- 
scribed in subsection 46} (c). Steh net valte shall be determined with 
regard to the provisions ef seetion 42+ {4} relating to the dedte- 


(D) For purposes of subparagraph (B) of this paragraph (2), in the case of 
a decedent dying after December 31, 1953, the value for estate tax pur 
poses of the items deseribed in paragraph 4 of this stbseetion an 
annuity described in subsection (a) (5) shall be computed— 

445 (i) by determining the excess of the value of the annuity at 
the date of the death of the deeeased annuitant decedent over the 
total amount excludable from the gross income of the strviving 
annuitant under section 72 during +he surviving anntitents Ads 
life expectancy period, or during the period the annuity is to be patd 
if for a period certain, and 

48} (7i) by multiplying the figure so obtained by the ratio which 
the value of the annuity for estate tax purposes bears to the value of 
the annuity at the date of the death of the deeeased decedent. 

43} For purposes of this sebseetion subpara- 
graph, 44> the term “life expectancy period” means the period 

ginning with the first day of the first period for whichwan amount 
is received by the serviving annuitant under the contra@@t after the 
death of the decedent and ending with the close of the taxable year 
with or in which falls the termination of the life expectancy of the 
surviving annuitant. For purposes of this the preceding sentence, 

the life expectancy of the sueviviag annuitant shall 
be determined as of the date of death of the deceased anntitant 
beginning of the life expectancy period, with reference to actuarial 
tables prescribed by the Secretary or his delegate. 


shell be computed; as of the death ef the deceased annuitant with 
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4G} (E) The estate tax attributable to such net value shall be an 
amount equal to the excess of the estate tax over the estate tax com- 
puted without including in the gross estate such net value. 
(e) Cross REFERENCES.— 

For application of this section to restricted stock options, see section 
421 (d) (6) (B). 

In applying section 691 (a) (1), see special rule in section 451 (b) relating 
to effects of death on a taxpayer reporting on the accrual method of 
accounting. 

For allowance of the deduction for estate tax to a trust or estate or a 
beneficiary thereof, see sections 642 (i) and 652 and 662. 

For the computation of the amount of income of a deceased income 
beneficiary of a trust, see section 652 (c). 

For application of this section to income in respect of a deceased partner, 
see section 753. 

For inapplicability of date of death value as a basis, see section 1014 (c) 


COMMENT 


Section 691 (a). Definition 

The statute never has defined income in respect of a decedent, which 
has led to some uncertainty and confusion. It is proposed to add a 
new subsection (a) to supply such a definition, which affirmatively 
defines what is income in respect of a decedent. If an item does not 
fall within subsection (a), it is not income in respect of a decedent. 

Section 691 (a) (1) states what has been the primary rule under 
present law, i. e., that any income accrued up to the date of the 
death of a decedent who reported his income on the cash basis con- 
stitutes income in respect of a decedent. It is intended, however, 
that for the purposes of paragraph (1) the term “accrual method of 
accounting’ contemplates the application of the same rules as would 
be applied in determining the income of a living taxpayer who com- 
putes his income under the accrual method of accounting subject to 
the exception set forth in paragraph (1), relating to unrealized appre- 
ciation. Examples of items includible under this paragraph are: 
Interest which accrues day by day; rents and royalties for patents, 
copyrights, and secret processes which accrue on the date they become 
due under the lease or license; and damages which accrue on the date 
they become fixed, whether by final judgment or agreement. 

Section 691 (a) (2) includes in income in respect of a decedent so 
much of the proceeds of a sale, exchange, or other disposition of 
property made before the decedent’s death as would have been in- 
cludible in the decedent’s gross income if he had received such pro- 
ceeds. If the amount of gain which will be derived from the sale is 
indeterminate (Burnet v. Logan, 283 U. S. 404), so that the taxpayer 
is permitted to recover his basis before he reports any income, this 
paragraph will apply. 

Under section 691 (a) (3) any amounts received after the death 
of the decedent are included in income in respect of a decedent to the 
extent they represent compensation for services. If an executor or 
other person acquires a nonrestricted stock option from a decedent 
and realizes on the exercise thereof compensation attributable to work 
of the decedent, any amount includible in his income will be con- 
sidered income in respect of a decedent under section 691 (a) (3). This 
tule is designed to carry out the general policy of the Code that earned 
income should not escape taxation. By classifying all compensation 
for services rendered by the decedent as income in respect of a decedent 


(except as exempted by section 101 (b) or otherwise excluded from 
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gross income), section 1014 (c) is made applicable so that the estate 
tax value of any such rights does not become the basis therefor. 

Even though the contingencies affecting the right to receive the 
compensation are such that it would not be reportable on the accrual 
basis under paragraph (1), it will be income in respect of a decedent 
under paragraph (3). Thus income in respect of a decedent will 
include— 

Professional fees contingent upon success; 

Compensation for incomplete work, computed on the quantum 
meruit basis; 

Commissions paid to an insurance agent’s estate by reason of 
the renewal of insurance policies after his death; 

Commissions payable to a fiduciary only if allowed by court 
order, which allowance is made after the fiduciary’s death; 

A bonus paid to the decedent’s estate, the amount of which 
depended upon the employer’s earnings for a period not ending 
before death; and 

A bonus paid to a decedent’s estate, where the decedent’s right 
to share in the bonus fund and his percentage therein was not 
fixed until after death, thus preserving the result reached in 
O’Daniel’s Estate v. Commissioner, 173 F. (2d) 966. 

Amounts attributable to compensation include earnings on, or 
appreciation in respect of amounts paid into a nonexempt trust by an 
employer as compensation for services rendered by the decedent. 
ection 691 (a) (4) defines as income in respect of a decedent, the 
earnings on, or appreciation in value of investments of the decedent’s 
contributions under an employees’ benefit plan, whether or not 
exempt. Section 1014 (c) thus becomes applicable to such amounts 
and prevents them from securing a basis equal to their estate tax value. 

Section 691 (a) (5) is a liberalizing amendment. The deduction 
for estate tax paid on annuities is now allowed only with respect to 
joint and survivor annuities. By treating all annuities governed 

y section 72 as income in respect of a decedent to the extent includible 
in gross income, the right to the estate tax deduction will be extended 
to them. This becomes important where the annuity is includible 
in the taxable estate for estate tax purposes because it was transferred 
in contemplation of death, the decedent had reserved the right to 
change the beneficiaries, or it had been transferred to take effect in 
possession or enjoyment at or after death. The provision also will 
treat as income in respect of a decedent the income element of endow- 
ment or life insurance contracts as determined under section 72. 

Section 691 (a) (6) includes in income in respect of a decedent, 
the excess of the face amount of an installment obligation over 
the decedent’s basis therefor. Accordingly, section 1014 (c) operates 
to prohibit a new basis and any estate tax paid with respect to such 
income is allowed as an income tax deduction. 

Certain items are not covered by any of the provisions of 
paragraphs (1) to (6) of section 691 (a), although they are 
very similar in character to those covered by paragraph (1). A 
dividend payable to stockholders of record on a date prior to the 
decedent’s death, but not paid until after his death, would not be 
treated as income prior to actual receipt, even though the shareholder 
reported his income under the accrual method. See section 1.301-1 
(b) of the regulations. An item of income accrued to a fully distrib- 
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utable trust also would not constitute income to the beneficiary prior 
to its receipt, even though both he and the trust made their returns 
under the accrual method. That is so, since income is not considered 
to be distributable to the beneficiary prior to its receipt by the trust. 
Both of those items clearly should be treated as income in respect 
of a decedent. The pane A on an incomplete long-term building, 
installation or construction contract also should be treated as income 
in respect of a decedent. Paragraph (7) has been included in the 
proposed statute to cover them as well as any similar items which 
meet the tests set forth in that paragraph. Alimony has been excluded 
from income in respect of a decedent under paragraph (7) because the 
surviving husband does not receive any deduction for amounts paid 
after the death of his wife. 

Such provisions as may be enacted to cover income in respect of a 
decedent arising out of a decedent’s interest in a partnership should 
be embodied in Subchapter K and should be exclusive. 

Section 691 (b) (1) is the same as section 691 (a) (1) of present law 
except that it now refers to income in respect of a decedent as a define 


term. 

Section 691 (b) (2) preserves the rules of section 691 (a) (2) of 

resent law, but has been expanded to cover the disposition of an 

installment obligation received from the decedent. Such section 
incorporates the general principles of section 691 (a) (4) of present 
law, but modifies the basis rule. The amendment requires the basis 
to the decedent of the installment obligation to be reduced by so 
much of the amounts received after the decedent’s death as are ex- 
cludable from gross income. For example, the decedent owned an 
installment obligation of the face amount of $1,000, which had a 
basis of $750 and thus involved a potential profit of 25 percent. 
The estate collected two installments of $100 each, of which $50 was 
reported as income and $150 was treated as a recovery of basis. The 
estate then sold the obligation for $775. The profit to be reported 
on the sale equals $775 minus $600 ($750—-$150) or $175. 

Section 691 (b) (3) is substantially the same as section 691 (a) (3) 
of present law except that it now refers to income in respect of a 
decedent as a defined term. 

Section 691 (a) (4) of present law has been eliminated since the 
substance thereof is incorporated in sections 691 (a) (6) and 691 (b) (2). 

Section 691 (c) is substantially the same as section 691 (b) of 
present law, except for a change in subsection reference. 

Section 691 (d) (1) (A) taken in conjunction with section 691 (d) 
(2) (B) amends section 691 (c) (1) (A) of present law to prevent the 
allowance of any income tax deduction for estate tax to a person who 
receives income in respect of a decedent which did not bear estate 
tax because it gave rise to a marital or charitable deduction. For 
example, assume a decedent died intestate and his widow and son 
each receive one-half of his residuary estate. Although the one-half 
of the income in respect of a decedent which the wife receives qualifies 
for the marital deduction and therefore does not give rise to any 
estate tax, present law would treat a portion of the deduction for 
estate tax attributable to income in respect of a decedent as allowable 
to the wife. Under the proposed statute no part of the deduction for 
estate tax paid on income in respect of the decedent would be allowed 
to the wife. The full deduction would be allowed to the son, whose 
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share of the estate in fact bore the burden of the only estate tax 
imposed on the income in respect of the decedent. 
owever, where the income in respect of the decedent which ac- 
tually goes to the wife was not needed to provide the allowable 
marital deduction, so that in fact the income in respect of the decedent 
received by the wife has occasioned estate tax, the proposed amend- 
ment would allow to the wife an appropriate portion of the deduction 
for estate taxes paid on such income in respect of the decedent. The 
proposed amendment in effect provides that, in determining whether a 
marital or charitable deduction was allowable with respect to an item 
of income in respect of a decedent, the deduction is deemed to have 
been allowed with respect to such income only to the extent that 
enough other property was not available to satisfy the marital or 
charitable deduction. For example, assume that a decedent leaves 
his entire residuary estate to his wife, that the gross estate is $500,000 
of which $10,000 constitutes income in respect of a decedent, and that 
the deductions allowable under sections 2053 and 2054 equal $50,000 
so that the adjusted gross estate as well as the residuary estate is 
$450,000. Since all of the property other than income in respect of a 
decedent ($490,000) qualifies for, and is sufficient to satisfy the allow- 
able marital deduction, no part of the income in respect of a decedent 
is deemed to have been used to satisfy the marital deduction. Accord- 
ingly, the wife is entitled to a deduction on account of the estate tax 
ear upon the income in respect of a decedent. On the other 
and, if a part of the income in respect of a decedent is specifically 
bequeathed to the wife or is allocable to her share of the decedent's 
estate under local law and is necessary to make up the marital deduc- 
tion, as in the example in the preceding paragraph, it has not borne 
any estate tax and such item would be disregarded in determining the 
estate tax deduction allowable to the wife. * recomputing the estate 
tax as required by section 691 (d) (2) (D) of the proposed statute, 
there would be taken into account, as under present law, the hypo- 
thetical reduction in the maximum allowable marital deduction result- 
ing from the elimination from the gross estate (for purposes of the 
recomputation) of items of income in respect of a decedent. 

Section 691 (d) (1) (B) modifies section 691 (c) (1) (B) of present 
law so that the portion of the income in respect of a decedent which 
is deemed taxable to the beneficiary of an estate or trust is determined 
under the usual rules of sections 652 and 662 without regard to 
whether such income is properly paid, credited, or to be distributed 
within the meaning of applicable State law. In most cases income in 
respect of a decedent represents principal rather than income for 
estate accounting purposes. Thus it often cannot be paid, credited or 
distributed within the meaning of section 691 (c) (1) (B) of present 
law. When that occurs the estate tax deduction is allowable under 
present law to the estate. This may produce an erroneous result 
since such income is includible in distributable net income as defined 
in section 643 and thus will be deemed to have been distributed in 
whole or in part to persons to whom distributions were made by the 
estate, which are taxable under section 662. The proposed amend- 
ment will result in the deduction for estate tax being allowable to the 
estate or the beneficiaries to the same extent the income in respect of 
a decedent is taxable to them, respectively. 
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Section 691 (d) (2) (A) substantially modifies the provisions of 
section 691 (c) (2) (A) of present law in defining the estate tax which 
js allowed as an income tax deduction. The reason for the modifi- 
cation is that a decedent who receives income during his lifetime pays 
income tax thereon and only the balance is subjected to estate tax. 
Theoretically the amount of income tax which will be payable upon 
income in respect of a decedent should be allowed as a deduction in 
computing the estate tax. However, since income in respect of a 
decedent may be received after the estate tax proceedings have been 
closed, the allowance of such a deduction for estate tax purposes is 
not feasible from an administrative standpoint. The allowance in 
computing net income of a deduction for the estate tax payable upon 
income in respect of a decedent should produce approximately the 
same result. However, the present statute does not do so. Under 
section 691 (c) (2) (A) of present law the estate tax which is allowed 
as a deduction is computed after subtracting the credits for the gift 
tax, State death taxes, foreign death taxes, and the tax on prior 
transfers. Thus, —_ an item of income in respect of a decedent 
may be subjected to Federal estate tax at the top estate tax rate of 
77 percent, the reduction for the various credits taken into account 
under section 691 (c) (2) (A) of present law may so reduce the deduc- 
tion allowed for income tax (imposed at the top 91 percent rate) that 
the income tax, the Federal estate tax and State death taxes exceed 
100 percent. 

Obviously, State and foreign death taxes imposed upon the income 
in respect of a decedent are charges thereon which should be allowed 
to reduce the amount which is subject to income tax. Although the 
gift tax reduces the net estate (either because the amount used before 
death to pay it has been removed from the gross estate, or if not paid 
before death because it is deductible as a claim) it nevertheless is a 
prepayment of the amount of estate tax, and any gift tax paid by the 
decedent upon an amount which is income in respect of a decedent 
thus should not be used to reduce the amount of estate tax allowed as a 
deduction. The reduction of the estate tax by the credit for the tax 
on prior transfers is correct since the estate tax paid by a prior de- 
cedent is allowed as a separate deduction against income in respect of 
a prior decedent. 

‘he proposed statute will allow an income tax deduction for the 
gross Federal estate tax reduced only by the credit for the tax on prior 
transfers and by so much of the gift tax credit as relates to items other 
than income in respect of a decedent. 

Since the credit allowed for State and foreign death taxes may not 
the taxes which actually were paid upon the income in respect 
of a decedent, the proposed statute does not achieve precisely the 
correct result. However, the allowance of separate deductions for 
such State and foreign death taxes would involve considerable com- 
plexity and administrative difficulties. On balance the simplicity 
achieved under the proposed amendment appears to outweigh any 
hardship which may involved. 


As annuities subject to section 72 are treated as income in respect 
of a decedent under subsection (a) (5), some of the special rules set 
forth in section 691 (d) of the present statute no longer are necessary. 
As section 691 (d) (2) of the proposed statute covers the special rules 
for the computation of the estate tax deduction, it is more appropriate 
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to set forth any special rules with respect to the computation of the 
estate tax deduction attributable to annuities under that section, 
Accordingly, all special rules with respect to annuities are set forth 
as section 691 (d) (2) (D) of the proposed statute. 

The rules of section 691 (d) (1) of the present statute cover onl 
joint and survivor annuities, while section 691 (d) (2) (C) of the 
proposed statute covers all annuities, whether for the life expectancy 
of one or more persons or for a period certain. The rules set forth in 
section 691 (d) (2) and (3) of present law are necessary for the caleu- 
lation of the estate tax deduction and have been preserved in section 
691 (d) (2) (D) of the proposed statute. The definition of life ex- 
pectancy period, however, has been modified so that it cannot begin 
prior to the date of the decedent’s death. 

The rules set forth in section 691 (d) (3) (B) of the present statute 
are not necessary to the computation of the estate tax deduction and 
have been omitted as surplusage. 

Section 691 (c) (2) (C) of present law has been relettered as 
(d) (2) (E) but otherwise is unchanged. 

Section 691 (d) of present law has been omitted to the extent not 
incorporated in proposed section 691 (d) (2) (D). 

Section 691 (e) has been expanded to make additional cross refer- 
ences to relevant sections of the Code. In the event the Advisory 
Group on Subchapter K recommends legislation dealing with income in 
respect of a decedent which is hereafter enacted, an appropriate cross 
reference should be made thereto. 


SEC. 692. INCOME TAXES ON [OF] MEMBERS OF ARMED FORCES ON DEATH. 
No change. 


Portions of the Code Other Than Subchapter J 


PROPOSED AMENDMENTS 


1. Section 170 (e) (1) is hereby amended by adding at the end thereof the follow 
ing: “Section 643 (d), 651 (a) and Section 661 (a)”’. 

2. Section 503 (e) is hereby amended by deleting therefrom ‘642 (c)’’ and 
substituting therefor “651 (a), 661 (a)”’. 

3. Section 542 (a) (2) is hereby amended by substituting “‘section 170 (c) (1) 
(B)” for “section 642 (c)’’. 

4. Section 1202 is hereby amended by substituting “‘is treated as included in 
amounts paid, credited or required to be distributed to the beneficiaries (including 
charitable beneficiaries)”’ for ‘‘includible * * * assets’’. 

5. Section 6034 (a) is hereby amended to read as follows (delete matter struck 
through; add new matter in italics): 

(a) GENERAL RuLeE.—Every trust claiming a eheriteble: ete-; deduction under 
section 642 4e} 651 or 661 for distribution to charitable benefictaries, as defined in 
section 643 (d) for the taxable year shall furnish such information with respect to 
such taxable year as the Secretary or his delegate may by forms or regulations 
prescribe, setting forth— 

(1) the amount of the ehariteble; ete- such deduction taken under seetion 
642 {e} within such year (showing separately the amount of such deduction 
which was paid out and the amount which was permanently set aside for 
charitable ete-; purpeses beneficiaries during such year), 

(2) the amount paid out within such year which represents amounts for 
which ehariteble; ete; such deductions have been taken in prior years, 

(3) the amount for which ehariteble; ete; such deductions have been 
taken in prior years but which has not been paid out at the beginning of 
such year, 

(4) the amount paid out of principal in the current and prior years fer 
to charitable; ete-; purpeses; beneficiaries, 


| 


AMEND INTERNAL REVENUE CODE 333 


(5) the total income of the trust within such year and the expenses 
attributable thereto, and 
(6) a balance sheet showing the assets, liabilities, and net worth of the 
trust as of the beginning of such year. 
6. Section 421 (d) (6) (B) is hereby amended by deleting therefrom “section 
691 (c)”’ and substituting therefor ‘“‘section 691 (d)’’. 


COMMENT 


The amendments to sections 170 (e) (1), 503 (e), 542 (a) (2), 1202, 


6034 (a) proposed above are conforming amendments to implement 
the proposed change in the treatment of charitable contributions by 
trusts and estates. (See comment under proposed amendment to 
sec. 642 (c).) The amendment to section 421 (d) (6) (B) conforms 
the reference to the proposed amendments to section 691 relating to 
income in respect of a decedent. 
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APPENDIX 


The appendix consists of two parts. The first part contains the | 


comments of individual members of the advisory group with respect 
to certain recommendations made in the final report. The second 
part consists of a special report regarding income taxation of estates 
which was prepared at the request of Mr. Mills, and the views of the 
individual members with respect to that report. 


I 
COMMENTS BY INDIVIDUAL MEMBERS 
STATEMENT BY KENNETH W. BERGEN 


I believe in general that the proposed amendments set forth in this 
report are an improvement over existing law. I, therefore, concur 
with the recommendations of my colleagues that they be enacted 
into law subject to the thoughts expressed by me below. 

It would appear to me that the proposed amendments relating to 
the tier system and the taxation of distributions by estates could be 
improved. Each of these areas is discussed in general terms sepa- 
rately below. 


Tier system (secs. 661 and 662) 


In place of the 4-tier system recommended in this report I would 
have a single-tier system for trust distributions. Then the distrib- 
utable net income of a trust would be taxed to each beneficiary in the 
proportion that the amount received by him bore to the total amounts 
received by all beneficiaries. In this respect, distributions by trusts 
would be taxed in a manner similar to that of distributions by cor- 
porations. 

To illustrate: If a trust with distributable net income of $10,000 
and no accumulated income were to distribute $10,000 to A and 
$10,000 to B, A and B would each be taxed on $5,000 regardless of the 
source of distribution. This would result in greater simplification of 
the statute and of the fiduciary income tax return than the proposed 
4-tier system. True, corpus distributions would be taxed in part 
as income but I believe this is a sacrifice which should be made for the 
sake of simplicity. 

The single-tier system would also result in greater equity amon 
beneficiaries in cases where corpus deductions of a trust exceede 
gross income taxable to the beneficiary. Under the four-tier system 
such excess deductions are given to beneficiaries other than those in 
the first tier. For example, suppose a trust provides that one-half 
of the income is to be distributed to A currently and the other half is 
to be distributed to B or withheld from him in the discretion of the 
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trustee. The trust has current probate income of $10,000 and corpus 
deductions of $1,000 leaving $9,000 of distributable net income. The 
trustee distributes $5,000 to A and $5,000 to B. Under the 4-tier 
system A would be taxed on $5,000 and B on $4,000. Under the 
single-tier system A would be taxed on $4,500 and B on $4,500. 

recognize that many may regard the single-tier system as too 
drastic because trust beneficiaries entitled to corpus only would in 
many instances be taxed on a proportionate part of the distributable 
net income. Therefore, as a second alternative to the 4-tier system, 
I suggest a 2-tier system with the second tier including those distri- 
butions which under the governing instrument or local law can be 
made only out of corpus. The first tier would include all other 
distributions. All charitable distributions might be put in the second 
tier to prevent a tax avoidance. Since trusts providing for corpus dis- 
tributions only to a particular beneficiary are rare we would, for 
practica! purposes, have a single-tier system with the resulting 
simplification. 

If neither the single-tier system nor the 2-tier system suggested 
above is adopted, I suggest as a third alternative to the 4-tier system, 
namely, that the first and second tiers of the proposed 4-tier system 
be combined. It is difficult for me to understand why a beneficiary to 
whom income is required to be distributed should be treated differently 
taxwise from a beneficiary who receives income in the discretion of the 
trustee. The fact that a discretionary beneficiary is not assured of 
an annual income is not a relevant reason for placing him at a tax 
advantage over an income beneficiary who is so assured. It would 
be just as logical to argue that the beneficiary who is entitled to an 
annual income should be preferred over the discretionary beneficiary 
because the creator of the trust treated him in a preferred manner. 
Since there appears to be no valid reason why both types of benefici- 
aries should not be treated alike from an income tax point of view, 
both should be included in the first tier. 


Distributions by estates (sec. 663) 


The great majority of decedents’ estates in the process of admin- 
istration are small estates with a relatively small amount of income. 
They are frequently administered by persons who are unfamiliar with 
the tax laws. It is particularly important, therefore, that there be a 
simplified statute affecting the income taxation of distributions by 
estates even though some inequity might result from the simplifica- 
tion. I, therefore, suggest that an estate of a deceased person be 
taxed in the same manner as an individual during the period of 
administration of the estate. The executor or administrator of the 
estate would then file a simple income tax return since distributions 
would not be deductible. The executor or administrator would then 
not have to be concerned with the question whether distributions 
were deductible or whether they were taxable to the distributees. 
All distributions by the estate would then be tax free to the recipients 
because all the income would have been taxed to the estate. 

This proposal would subject the beneficiaries of many large estates 
to a tax disadvantage because the estate in many cases would be 
subjected to higher income-tax rates than would be the beneficiaries 
of the estate. However, as indicated above, the advantage of sim- 
plicity seems to me to outweigh this disadvantage. 
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STATEMENT BY GEORGE CRAVEN IN REGARD TO PRO. 
POSED TREATMENT OF CHARITABLE DISTRIBUTIONS 


I disagree with the part of this report which deals with the proposed 
treatment of income of an estate or trust which is paid to or perma- 
nently set aside for charitable organizations. 

We are not concerned with whether Congress will wish to continue 
the unlimited deduction for charitable distributions which has been 
in force since the Revenue Act of 1924 but should assume that the 
deduction will be continued. We are concerned only with the proper 
method of treating that deduction for income tax purposes. 

The present section 643 (c) allows as a deduction in computing 
taxable income amounts of gross income without limitation which are 
paid to or permanently set aside for charitable organizations. The 
proposed amendment would change that rule by treating a charitable 
organization as a beneficiary of distributable net income. I agree 
that such change should result in simplification of the law. How- 
ever, if the charitable organizations are treated as beneficiaries, it is 
my view that they should be treated in exactly the same way as 
individual beneficiaries and that if there are charitable beneficiaries 
and individual beneficiaries of the same trust, the individual bene- 
ficiaries should not be required to pay a greater tax on distributions 
than they would pay if the other beneficiaries were individuals. 

Examples are given in the report of supposed tax avoidance which 
would be possible under the proposed amendment if a charity were 
treated in the same way as an individual. Example 1 is a case where 
the trust instrument requires the trustee to pay all the income to a 
charity and to pay to the grantor’s wife each year an amount equal to 
that year’s income. I fail to see that this provision presents any 
means of tax avoidance or why the wife should be taxed on an amount 
of pene if all the income is paid to someone else, whether an 
individual or a charity. If income is accumulated for a charity or 
another individual, there may be justification for treating as a distribu- 
tion of income a distribution of principal to an individual. However, 
if all the income is paid out currently to an individual or a charity, 
there is no justification for taxing as a distribution of income a dis- 
tribution of principal to an individual. The principal of the trust 
would be reduced each year by the amount of the distribution from 
principal and the principal distributions plainly would be gifts. 

oreover, I doubt that the 16th amendment would justify taxing 
an individual on such distributions of principal, and I think the 
statute would be unconstitutional if it attempted to tax such dis- 
tributions of principal to the individual. 

Sunilarly, if the trustee is given discretion to make distributions to a 
charity from income and distributions to an individual from income 

d principal and distributions of income are made to a charity and 

ttbutions of income or principal or both are made to the individ- 

the individual should be taxed on only the amount of distribut- 
le net income remaining after reducing such income by the amount 
income paid to the charity. 
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It is probable that few cases would arise where income is paid to a 
charity and principal is paid from the same trust to an individual. 
However, the fact that such cases seldom would arise is no justifica- 
tion for distorting the tax law in this fashion. On the other hand, the 
very fact that few such cases would arise is a strong argument against 
a statute which would produce such results. 

One result of treating charitable beneficiaries differently from in- 
dividual beneficiaries is that where deductible items are paid from 
corpus, the individual may be deprived of all or part of the benefit of 
deductions for items paid from corpus. For example, suppose that a 
trust instrument provides that one-half of the net income shall be paid 
to X charity and the other half to Y, an individual. Suppose that in 
the taxable year the trust has ordinary taxable income of $10,000, of 
which $5,000 is paid to X and $5,000 to Y, and that the trustee pays 
$2,000 of commissions from principal, resulting in distributable net 
income of $8,000. If both beneficiaries were individuals, each would 
be taxed on one-half of the distributable net income, or $4,000. How- 
ever, under the proposed statute, because the other beneficiary is a 
charity, the individual would receive no benefit from the $2,000 de- 
duction, but would be taxed on $5,000. 

It is my view that the results produced by the proposed statute 
would be inequitable and that a charitable organization should be 
treated in all respects the same as an individual beneficiary. If it is 
thought that the only alternative to the statute now in force is a 
statute which would produce the results produced by the proposed 
statute, it is my view that the present statute should not be changed. 


| 
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THROWBACK RULES 
STATEMENT OF GEORGE CRAVEN 


It is my view that the provisions of the 1954 Code enacting the 
throwback rules should be repealed and that no effort should be made 
to continue those rules. I favor this action on the ground that the 
loss of revenue which those rules may prevent is not sufficient to 
justify burdening taxpayers and the Internal Revenue Service with 
rules so intricate and cumbersome. 

I understand that the throwback rules were designed to prevent 
loss of revenue in two areas: (1) multiple trusts created by the same 
grantor to accumulate income for substantially the same beneficiaries 
and (2) other trusts which provide for accumulation and distribution 
of trust income in alternate years or short periods of years. Other 
provisions of the 1954 Code which, with certain exceptions, tax all 
trust distributions in any year as distributions of current income, 

revent the use of trusts to accumulate income each year and distribute 
it free of tax to beneficiaries in the succeeding year. 

It is doubtful that the throwback rules, even if strictly enforced, 
would deal effectively with multiple trusts. Such trusts are usually 
created for a period much longer than 5 years, and it would not be 
administratively feasible to have the throwback rules reach back to 
the entire period for which such trusts are in existence. The Ad- 
visory Group on Subchapter J has proposed a statute which would 
deal with multiple trusts ia consolidating all the income accumulated 
each year and taxing it as if received by one trust entity. The pro- 
posed statute, which is set forth in H. R. 11997, introduced April 17 
1958, would be much more effective than the throwback rules to deal 
with such trusts. 

No one can estimate whether any substantial loss of revenue is in- 
volved in trusts which provide for the accumulation of income and its 
distribution in alternate years or short periods of years. Inquiry 
made at several of the leading trust companies in the eastern part of 
the country fails to disclose the existence of any of such trusts. Of 
the 9 members of the advisory group, who specialize in fiduciary tax- 
ation in various parts of the country, only 1 or 2 know of the actual 
existence of such a trust. It is doubtful that any large amount of 
revenue is lost through the use of such trusts. Moreover, the appli- 
cation of the throwback rules to cases where the beneficiary had little 
or no income in the 5 preceding years in which the income was ac- 
cumulated by the trust and the allowance to the beneficiary of credit 
for taxes paid by the trust on such income usually will result in tax 
refunds to the beneficiary. 

The throwback rules are understood by only a small percentage of 
fiduciaries throughout the country, and the rules are a major source 
of irritation to those who understand them. 

When a trustee receiving proper tax advice is considering making & 
distribution which may be an accumulation distribution, a computa- 
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tion is usually made of the tax results under the throwback rules. If 
the tax is sufficiently large, an effort is usually made to avoid or mini- 
mize the effect of the throwback rules. This effort often results in 
an undue postponement of the distribution of the income. 

The throwback rules are so intricate and their application so burden- 
some that it is doubtful that they are susceptible of proper adminis- 
tration. ‘Their application involves recomputing the tax of the trust 
and of one or more beneficiaries for each of 5 years preceding the year 
of distribution, taking into consideration various classes of income as 
well as deductions, credits, and amounts of income which have been 
distributed. ‘The Internal Revenue Service has issued schedule J, to 
be filed with the fiduciary return on form 1041, calling for informa- 
tion in reference to “allocation of accumulation distribution’; that 
is, @ distribution of income which exceeds distributable net income 
of the trust for the current year and which will be treated under the 
throwback rules as a distribution of prior years’ income. No doubt 
this form is as simple as any form which could be prepared to deal 
with the throwback rules. However, a glance at the form and the 
instructions on the back is sufficient to support the view that the 
rules are almost incomprehensible to a large percentage of tax special- 
ists, let along the average smalltown banker or individual fiduciary 
who does not have access to skilled specialists in this field. 

Available information indicates that comparatively few schedules 
of accumulation distributions have been filed + fiduciaries throughout 
the United States. The failure to file such schedules probably may 
be explained on two grounds: (1) The throwback rules are so intricate 
that they are not understood and consequently are ignored by those 
who do not have expert knowledge of the subject, and (2) care is taken 
by fiduciaries who are familiar with the rules to make sure that dis- 
cretionary distributions of trust income are made in such manner as to 
avoid as far as possible the application of the throwback rules. The 
average fiduciary has heard of the throwback rules, but he does not 
understand how to make the necessary computations and leaves it to 
the revenue agent to police the statute. 

My experience indicates that few revenue agents have sufficient 
knowledge to enable them to apply the throwback rules properly. 
It is true that, if sufficient time is devoted to training a large staff of 
a and to the audit of fiduciary returns, revenue agents should be 
able to apply the throwback rules correctly. However, it is my belief 
that the time required to learn the rules and apply them in auditing 
returns could be spent more profitably in other areas of the income- 
tax law. Moreover, many problems are left unanswered by the 
statute, and, if an effort is made to enforce the rules strictly, there 
will be much litigation. 

Tax specialists with sufficient skill in the trust field can devise 
trust instruments which will largely avoid the application of the throw- 
back rules. The result, in the case of trusts created after the enact- 
ment of the throwback rules, is that the rules will not apply to large 
trusts, established under the guidance of those having expert knowl- 
edge in the field, but will apply only to small trusts, prepared without 
such guidance. Those considerations lead me to the belief that the 
amount of revenue produced or saved by the throwback rules does not 
justify the burden to taxpayers and revenue agents of learning and 
applying the rules. 
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If the throwback rules are retained, the burden of their application 


and administration would be alleviated by (1) increasing the amount. 


of the accumulation distribution which must be made in order to 
cause the rules to apply and (2) reducing the 5-year period for which 
accumulated income is taxed to beneficiaries. 

Under the existing statute, the throwback rules apply if the accu- 
mulation distribution exceeds $2,000. It is my belief that if such 
amount is increased to $10,000 or even $5,000, the application of the 
rules to small- and medium-size trusts will be largely eliminated, with 
a negligible loss of revenue. 

The major burden to fiduciaries and to revenue agents in the appli- 
cation of the throwback rules is the necessity of recomputing the 
taxes of the fiduciary and the beneficiary for the 5 years preceding 
the year of distribution. This burden would be reduced greatly if 
the throwback rules were limited to income accumulated in a trust 
during the preceding 2 or 3 years. It is my understanding that the 
throwback plan originated with a draft submitted by the American 
Law Institute. The draft and the accompanying recommendation 
provided for the application of the rules to income accumulated by a 
trust in the 2 years prior to the year of distribution. (See American 
Law Institute Tentative Draft No. 7 of Federal Income Tax Statute, 
dated May 14, 1952, pp. 148, 423.) 


Carlysle A. Bethel joins in the above statement. 

Kenneth W. Bergen and Rupert Gresham agree with the part of 
the above statement which advocates an increase in the $2,000 mini- 
mum accumulation distribution which causes the throwback rules to 
apply and a reduction in the 5-year period to which the rules apply. 

Carter T. Louthan favors increasing the minimum accumulation 
distribution from $2,000 to $5,000. 
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STATEMENT OF LAURENS WILLIAMS 


If the statute which this advisory group has recommended to deal 
with the problem of multiple trusts, or similar legislation having the 
same purpose and effect, is enacted by the Congress, I believe the 
dollar amount of an accumulation distribution which would bring the 
throwback rules into play could be very substantially increased with- 
out opening up any consequential avoidance area. Increase of such 
amount to $5,000 or even $10,000 would largely eliminate the applica- 
tion of the throwback rules to small- and medium-sized trusts, would 
relieve professional fiduciaries of a very substantial portion of the 
burden of administration they have under current law, and in my 
view would not open the door to sufficiently important tax savings to 
make it worthwhile for anyone to plan accumulations as a tax measure. 
I believe this would be a practical solution of the difficulty everyone 
recognizes presently exists, and would constitute an acceptable com- 
promise between the views of those who believe there should be no 
throwback rules and those who believe there should be such rules, 
applicable even where very small tax consequences are involved. 
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SPECIAL REPORT ON ESTATES, TRUSTS, BENEFICIARIES, 
AND DECEDENTS 


INTRODUCTORY 


This special report has been prepared by the Advisory Group on 
Subchapter J pursuant to a request from Hon. Wilbur D. Mills 
to examine two possible solutions in regard to the income taxation 
of estates which might be substituted for the recommendation of the 
Advisory Group in fi. R. 11997 which deals with this matter. Part] 
of this report is concerned with what is described as the ‘‘distributions 
in kind” approach to the problem and its adoption would require 
the amendment of section 663 (a) (2) of H. R. 11997 so as to limit the 
fiduciary’s discretion to identify estate distributions as being out of 
corpus to certain distributions made in property other than money. 
Part II points out the changes which would be required in H. R. 11997 
if an estate is taxed as a separate entity for some period of time 
without the allowance of any deduction during such period for 
distributions made to beneficiaries. 


PART I 


Hon. D. MILs, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 


My Dear Mr. CuatrMan: Pursuant to your request we have con- 
sidered a “distributions in kind” approach as a possible substitute for 
the proposal in section 663 (a) (2) of H. R. 11997, under which the 
fiduciary has discretion to identify estate distributions as being out 
of corpus for a 3-year period. The following is thought appropriate 
to carry out the “distributions in kind’”’ approach if your committee 
considers that preferable to our recommendation. 

Amend section 663 (a) (2) of H. R. 11997 to strike out the last two 
sentences and insert in lieu thereof the following: 


A payment shall be deemed to have been made from corpus of a decedent’s 
estate only to the extent it is properly made in property (other than money) 
owned by the decedent at the time of his death, or in property the basis of which 
is determined by reference to property so owned. For any taxable year or por- 
tion of a taxable year, whether before or after the 36-month period described in 
this paragraph, the distributable net income of an estate for such taxable year 
or such portion of a taxable year shall be reduced by that amount of income of 
the estate for such taxable year or portion of the taxable year which the dece- 
dent’s legal representative in good faith determines is required for the purpose 
of meeting existing or potential estate obligations which are payable out of 
estate income. 
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COMMENT 


Objections have been made to section 663 (a) (2) of H. R. 11997 
on the ground that it makes possible the placement of the income tax 
burden with respect to estate income, during the first 3 years, wherever 
the executor determines it is most advantageous to have it placed. 
Section 663 (a) (2) of H. R. 11997 would provide in substance that, 
during the first 3 years following the decedent’s death, amounts 
properly paid out of the corpus of an estate would not be income to 
the distributee. For the purpose of section 663 (a), estate corpus 
would be defined as follows: 


A payment shall be deemed to have been made from corpus of a decedent’s 
estate to the extent it is properly charged against corpus and designated as a 
distribution of corpus on the books and records of the estate by the fiduciary. 
Thus, if a distributee is entitled to receive corpus (not payable at 
intervals), whether cash or something else is distributed to him, such 
distribution could be designated as corpus by the executor and would 
not be taxable to the distributee; this could be done without regard 
to the amount of distributable net income of the estate for the year 
and even though the distributee were a person to whom income could 
also be distributed. 

An inroad on the freedom of the fiduciary to control tax conse- 
quences would be made if the definition of what is a distribution of 
estate corpus were to be narrowed. If the definition of estate corpus 
is restricted to property (other than money) owned by the decedent 
at his death, or property the basis of which is determined by reference 
to property owned at death, the executor would still be able to de- 
termine where the income tax burden would fall by determining 
whether to distribute cash or property other than cash. However 
once property (other than cash) was distributed the executor would 
have no control over where the income from such property would be 
taxed in the following year. Thus, his power to control tax conse- 
quences would be diminished when corpus distributions could be made 
only from property (other than cash) owned by the decedent at his 
death, or having a basis determined by reference thereto. 

Drawing ry ta as to corpus distributions of property (other than 
cash) owned by the decedent at his death, or having a basis determined 
by reference thereto, would place outside of the category of such dis- 
tributions property representing the reinvestment of cash received 
after death as a result of the redemption of stock or bonds owned at 
death, even though such redemption was involuntary so far as the 
estate was concerned. Furthermore, if the line is so drawn, an exec- 
utor would have to take into account the tax consequence in determin- 
ing whether to sell an asset owned by decedent at his death and rein- 
vest the proceeds. 

The above proposal is submitted on the assumption that all other 
provisions of the bill (H. R. 11997) proposed by the Advisory Group 
will be enacted. Thus, the extension of the separate share rule to 
estates (sec. 663 (c)), the proposal to allow tax-free distributions of 
ee sums of money and specific property in not more than 3 tax- 
able years (sec. 663 (a) (1)), and the broadening of section 642 (h) 
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(unused loss carryovers and excess deductions on termination) to 
include termination of separate shares, are all assumed. 
Respectfully submitted. 

A. James Casner, Chairman, 

Kennetu W. BerGeEn, 

CartysLE A. BEerHEL, 

GEORGE CRAVEN, 

Rupert GRESHAM, 

James P. JOHNSON, 

Carter T. LouTtHAN, 

Weston VERNON, Jr., 

LavuRENS WILLIAMS, 

Advisory Group on Subchapter J. 


PART Il 


Hon. D. Mitts, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 

My Dear Mr. CuHarrmMan: At your request we have given specific 
consideration to the treatment of decedent’s estates as entities, i. e., 
as individuals, without any deduction for distributions to beneficiaries, 
for purposes of income taxation. 

At least two approaches to the “entity” treatment of estates are 
possible. One of these would treat the estate as an extension of the 
decedent’s existence for all purposes. Carried to its logical conclu- 
sion, this approach would include adaptations of provisions of present 
law involving the filing of joint returns; head of household status; 
deductions for dependents; and medical expense deductions. A 
majority of the Advisory Group feel that this approach would result 
in increased complexity, rather than simplification. While any one 
or more of these elements could be arbitrarily eliminated, complica- 
tions would remain in those elements retained, while the elimination 
of any such element would destroy the symmetry in the concept of 
a continuation of the decedent’s existence. 

A majority of the Advisory Group therefore feel that, if the “entity” 
treatment is to be adopted, these complications should be eliminated, 
and an estate be taxed substantially as under present law except that 
no deduction would be allowed for distributions to beneficiaries, and 
the distributions would not be taxed to the recipients. It is believed 
that this objective could be accomplished by the following proposed 
changes in H. R. 11997: 


SEC. 641. IMPOSITION OF TAX. 


(a) No change. 
(b) CoMPUTATION AND PAYMENT.— 

(1) GENERAL RULE.—The taxable income of an estate or trust shall be 
computed in the same manner as in the case of an individual, except as 
otherwise provided in this part. The tax shall be computed on such taxable 
income and shall be paid by the fiduciary. 

(2) SPECIAL RULE FOR TAXATION OF ESTATES AND BENEFICIARIES.— For the 
taxable years of an estate beginning not more than 36 months after the date of 
the decedent’s death, no deduction shall be allowed under section 661 (relating 
to deductions for distributions to beneficiaries), and no distributions by 
the estate during such taxable years shall be included in the gross income of 
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0 the beneficiaries under section 662. For such taxable years the estate shall 
be allowed the deductions provided in section 642 (c) (2) (relating to amounts 
paid or permanently set aside for a charitable purpose). 
(c) No change. 


SEC. 642. SPECIAL RULES FOR CREDITS AND DEDUCTIONS. 
(a) No change. 
(b) No change. 
(c) DEDUCTION FOR CHARITABLE, ETC., CONTRIBUTIONS.— 

(1) GENERAL RULE.—In the case of an estate or trust, the deduction 
allowed by section 170 (relating to deduction for charitable, etc., contributions 
and gifts) shall not be allowed, but the estate or trust shall be allowed a 

| deduction for such contributions and gifts to the extent provided in paragraph 


(2) of this subsection or in sections 661 and 663 (d). 
(2) SpEcIAL RULE FOR ESTATES.— 
A) Drpuctrion.—For any taxable year of an estate beginning not 
more than 36 months after the decedent’s death, the estate shall be al- 
lowed as a deduction in computing its taxable income (in lieu of the deduc- 
tions allowed by section 170 (a), relating to charitable, etc., contributions 
and gifts) any amount of the gross income, without limitation, which pur- 
suant to the terms of the governing instrument is, during the taxable 
) year, paid or permanently set aside for a purpose specified in section 
| 170 (c), or is to be used exclusively for religious, charitable, scientific, 

literary, or educational purposes, or for the prevention of cruelty to 
children or animals, or for the establishment, acquisition, maintenance 
or operation of a public cemetery not operated for profit. 


| 
aa (B) CHaracter.—The amount of income of any taxable year paid or 
ke a set aside for a purpose specified in this subsection shall 
3 e treated as consisting of the same proportion of each class of items of 

‘ income entering into the income of the estate for that year as the total 

of each class bears to the total of all classes, unless the terms of the 
re governing instrument or applicable local law specificially allocate 
1e different classes of income to different beneficiaries. No deduction shall 
1- be allowed for any amount paid in the taxable year if such a deduction 
it was allowed or allowable for such amount for a preceding taxable year 
because permanently set aside in such preceding taxable year. 
8; (C) LimITaTION ON DEDUCTION.—To the extent that the amount 
A specified in subparagraph (A) is treated as consisting of— 
It (i) capital gains—proper adjustment of the deductions otherwise 
1e allowable under subparagraph (A) shall be made for any deduction 
allowable to the estate under section 1202; 
a- (ii) dividends for which a credit under section 34 is allowable 
mn for the current year—the credit otherwise allowable with respect 
of to such dividends shall be disallowed. 
(d) through (j) No change. 


SEC. 643.—DEFINITIONS. 
d, Amend section 643 (a) (defining distributable net income) by adding a new 


paragraph as follows: 
at | 8) EXcLusION FOR ESTATE.—In the case of an estate, distributable 


id | net income shall be reduced by any amount of income determined in good 
ad faith by the decedent’s legal representative to be required for the purpose 
od of meeting existing or potential estate obligations payable out of income.”’ 
SEC. 661.—DEDUCTION FOR ESTATES AND TRUSTS ACCUMULATING 
INCOME OR DISTRIBUTING CORPUS. 
Amend so much of section 661 (a) as a paragraph (1) to read as follows: 
“(a) Depuction.—lIn any taxable year there shall be allowed as a deduc- 
ne | tion in computing the taxable income of an estate or trust (other than a 
trust to which subpart (B) applies, and other than an estate for taxable 
. years beginning not more than 36 months after the decedent’s death to which . 
‘ section 641 (b) (2) applies), the sum of —”’ 
he ‘Under the above S the following results would be obtained: 
of 1. Continuance of the entity treatment for taxable years beginning 


- not more than 36 months after the decedent’s death (sec. 641 (b) (2)). 


of | After that period, a continuing estate would be taxed as under present 
‘law as modified by H. R. 11997. That is, it would be taxed substan- 


38257—59——23 


346 AMEND INTERNAL REVENUE CODE 


tially as a discretionary trust with the throwback provisions not 
app icable, but with the opportunity open to the Commissioner to take 
the position that administration has been unreasonably prolonged go 
that the estate should be considered as terminated and treated as g 
trust for all purposes. 

2. Substitution of a special charitable deduction for contributions 
made out of gross income of current or past years (sec. 642 (c) (2)) 
corresponding to the deduction under section 642 (c) of present law, | 
As in present law, if a charitable contribution is traceable to long. 
term capital gains of the current or a prior year, proper adjustment 
must be made in the amount of the charitable deduction for the see. 
tion 1202 deduction allocable to the contribution. A similar rule js 
proposed with respect to the dividend credit. 

3. Substitution for all of section 663 (a) (2) of H. R. 11997 (which 
excludes distributions of corpus by estates from taxation to bene. 
ficiaries under section 662) of a limited exclusion from distributable 
net income of estates (applicable after termination of the 36-month | 


eriod referred to above) for income retained for the payment of 
income charges (sec. 643 (a) (8)). 

In addition, conforming amendments to sections 167 (g) and 611, 
(b) (4) (relating to deductions for depreciation and depletion) would. 
be required.'! With regard to the effective date, it is believed that the | 
proposed amendments contained in sections 641 (b) (2) and 642 (¢), 
(2) should be made applicable only to estates of decedents dying after, 
December 31, 1958. 

Two of the nine members of the Advisory Group are in favor of 
the taxation of estates as entities, and the remaining seven member 
are opposed. The views of both groups are submitted in separate 
statements in the appendix. 

Respectfully submitted. ; 

A. James Casner, Chairman, 


KENNETH W. BERGEN, 


CarLyYsLE A. BETHEL, 


GEORGE CRAVEN, 


Rupert GRESHAM, 


JAMES P. JOHNSON, 
Carter T. LOUTHAN, 


Weston VERNON, Jr., 


LAURENS WILLIAMS, | 
Advisory Group on Subchapter J. 


1 Nore.—Secs. 167 (gz) and 611 (b) (4) would be amended by adding at the end of each section the followin: 
**, except that such deduction shal] be allowed to an estate to the extent (1) income from property subjec 
to depreciation or depletion is included in the — income of the estate, (2) such deduction fs not vit 
allocable to gross income with respect to which a deduction is allowable under section 642 (c) (2),,and 
the deduction under section 661 is not allowed to the estate by reason of section 641 (b) (2).’ 
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SUGGESTED AMENDMENT TAXING INCOME TO A 
DECEDENT’S ESTATE AS AN ENTITY 


VIEWS IN FAVOR OF AMENDMENT 


Under the suggested ‘entity’? method of taxing income of estates, 
income received ed decedents’ estates would be taxed to the estate for 
36 months plus the remainder of the taxable year in which the 36- 
month period expires. During this period no deduction would be 
permitted the estate for distributions of income made to beneficiaries 
and such distributions would be tax free to the recipients. Thus, 
income would be taxed to estates in a manner similar to the way it is 
taxed to individuals. This period was chosen because it was thought 
that the great majority of estates would be wound up within that 
time. If it is found that a considerable number of estates continue 
beyond that time, Congress could provide for a period which would 
cover most estates, or in the alternative, that the entity period continue 
for the full period of administration of the estate. In the latter 
event, the present rule that such period should not extend beyond a 
reasonable time would be applicable. 

The great virtue in the entity approach is its relative simplicity. An 
executor or administrator would find his duties less onerous if the 
estate’s income-tax return as well as the income-tax returns of dis- 
tributees of the estate were not affected by distributions made by the 


estate. Under today’s rule the legal representatives of an estate 
should before the end of each fisca) year of the estate give consideration 
to the tax consequences of distributions or lack of distributions to the 
estate and its beneficiaries. The executor or administrator is fre- 
quently under pressure from some beneficiaries to distribute income 
and from others to accumulate income. The direction of the pressure 
depends on whether the beneficiary is in a lower or higher income-tax 
bracket than that of the estate. ‘The same pressures would continue 
under the rules suggested by the majority of the Advisory Group on 
Subchapter J. They would cease under the entity approach because 
income would be taxed to the estate regardless ot distributions. 
There would be pressure by beneficiaries in lower income brackets 
than that of the estate for distribution of the income-producing 
property in order to have the income taxed to them, but such a 
pressure would in many cases be healthy since it would expedite the 
administration of estates. 

During the entity period there would be no need for concern over the 
troublesome and frequent question of what part of a distribution from 
an estate represented corpus and what part income. ‘This question is 
currently plaguing the legal representatives of estates and would 
continue to plague them under the proposal of the Advisory Group on 
Subchapter J. It would not under the entity method because during 
the entity period all distributions would be tax free to the distributees 
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regardless of the source of the distributions and the estate would be 
taxed on all its income. 

Objections raised to the entity approach by the majority of the 
Advisory Group on Subchapter J and the answers thereto are set 
forth below. 


Objection 1 

It would be mequitable to have distributed income taxed to the 
estate at higher rates than those of the distributees when income re- 
ceived by 3 distributees from other sources is taxed at the lower 
rates of the distributees. The vast majority of estates are less than 
$50,000 and many have widows and children dependent on income of 
the estate who would be deprived of their exemptions and deductions 
by having income taxed to the estate. Inequities would exist in that 
beneficiaries in different income brackets would have income to which 
they would be entitled taxed at the same brackets in the estate. 


Answer 


The fact that an estate would pay a tax at its income brackets 
rather than having the beneficiaries taxed at their brackets does not 
seem to be inequitable. Under the entity rule the estate is a separate 
taxpayer and it may be in higher or lower income brackets than the 
beneficiaries, depending on the circumstances. In one case it would 
work out to the tax disadvantage of beneficiaries entitled to the income 
and in the other to their advantage. This is not a matter of equity 
but is the result of a change in the method of taxing income of estates. 

It should be pointed out that the gross income of the great majority 
of estates tae be under $2,000. Offset against this income would be 
the $600 exemption and taxes and expenses, including administration 
expenses. Assuming deductions equal to the standard deduction allowed 
individuals, the maximum income tax to the estate would be $242. In 
small estates the administration expenses ordinarily will be taken as 
deductions on the income-tax return and in most cases would reduce 
the taxable income very substantially. The amount of income tax 
payable under the entity approach in many cases would be the same 
as is paid under existing law in any event since many estates do not 
make any distributions during the first year of administration, the 
period which creditors have to present their claims. After the first 
year small estates are rapidly distributed to the needy beneficiaries 
who have the income taxed to them directly. Thus, this objection 
would have limited application. Furthermore, any income tax to 
the estate would often a less onerous than the extra cost to the estate 
resulting from the income-tax complications arising out of the existing 
statute. In other words, the simple entity approach would frequently 
be less costly than a complicated statute with less tax. 

In the case of substantial estates, beneficiaries in lower income 
brackets than the estate can obtain the benefits of such lower brackets 
by having a distribution of the income-producing property to them. 
If the executor or administrator is concerned that there may not be 
sufficient property in the estate to pay claims which may arise against 
the estate, he may insist on an agreement (sometimes known as an 
“accountable receipt’’) that the property or its equivalent in cash will 
be repaid to the executor or administrator if needed to pay such 
claims. This procedure would be particularly adaptable to cases 
where an estate is left in trust under the decedent’s will, the usual 
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disposition of a large estate. True, this procedure would involve 
some tax planning, but this should not be a serious problem since 
large estates are generally represented by persons well versed in the 
intricacies of the tax laws. 

Moreover, persons with large estates could avoid having the entity 
theory applied to their estates on death by transferring their property 
to a revocable trust prior to death. Then the trust rules would be 
applicable immediately upon death. In fact, this is being done by 
a great many wealthy persons today. 


Objection 2 


The entity method would not simplify but rather would complicate 
the taxation of income of estates for the reasons that the administra- 
tion of some estates would not be completed within the entity period 
so that a person involved in the administration of estates would have 
to learn not only the rules applicable to the entity method but the 
rules applicable after the entity period expired. There would have 
to be an allocation of various classes of income in cases where there are 
charitable beneficiaries of an estate. A further allocation would have 
to be made between nontaxable income received by a trust from an 
estate during the entity period and the taxable income received by the 
trust from property previously distributed from the estate. In States 
having an income tax, estates and fiduciaries will be required to follow 
one set of rules for Federal tax purposes and a different set of rules for 
State-tax purposes. 


Answer 


This objection is without merit. No other system for taxing in- 
come of estates has been suggested which oi be as simple as the 
entity method. Two sets of rules would have to be learned only in 
the few instances where the period of administration were prolonged 
beyond the entity period and those cases would generally involve 
large estates with sophisticated tax advisers. Small estates would in 
most instances be wound up within the entity period in which case 
only the simple rules applicable to the entity method would be applic- 
able. Moreover, the proposal of the majority of the advisory group 
would likewise involve two sets of rules with the set applicable during 
the earlier period of administration being more complicated than that 
1 SORE to the entity method. True, there would have to be an 

ocation of various classes of income in the few cases where there 
are charitable beneficiaries, but so would there be under the majority 
proposal. No such allocation would have to be made in the great 
majority of estates having individual beneficiaries. Such an alloca- 
tion would have to be made under the majority proposal. The 
allocation between nontaxable income received by a trust from an 
estate during the entity period and the taxable income received by 
the trust from other sources would be no more difficult than the 
frequent allocation made by a trust between taxable and tax-exempt 
income. That there would be a different set of Federal rules from 
those applicable to the State taxation of income would be true in the 
ease of the majority proposal. Furthermore, making Federal law 
coincide with the differing State laws would not only be impossible 
because such State laws vary but would not necessarily involve the 
best Federal solution. 


| 
| 


350 AMEND INTERNAL REVENUE CODE 


Objection 3 

The entity method would partially reverse measures previously 
taken by Congress to prevent distributed income from being taxed to 
an estate or trust. Attention is called to certain decisions permitted 
the use of trusts by taxpayers providing for the tax-free payment of 
annuities or for the accumulation of income in one year and its dis- 
tribution in a later year tax free. Congress enacted laws making these 
distributions taxable to the beneficiaries and the entity rule would 
again permit tax-free distributions to beneficiaries. 


Answer 

The use of trusts for the purposes indicated above were tax-avoid- 
ance devices employed by taxpayers in high income brackets. Such 
devices were accomplished by reason of technical distinctions made 
between corpus and income and of tracing the source of trust distri- 
butions. Congress enacted legislation to prevent the loss of revenue 
resulting from these devices. The entity rule bears no resemblance 
to them since no manipulation could be accomplished and loss of rev- 
enue is not an important consideration. True, distributions from es- 
tates would be tax free to beneficiaries but there would or would not 
be a tax advantage depending on whether the estate was in lower or 
higher income brackets than its beneficiaries. This situation can 
hardly be compared to that of the variety of trusts employed some 
years ago by wealthy persons for the saving of income taxes. 
Objection 4 

The responsibilities of the executors and administrators would be 
increased because pressures would be put upon executors or administra- 
tors by beneficiaries in lower income brackets than the estate to dis- 
tribute the income-producing property. Executors or administrators 
would have to be careful that all income of the estate was distributed 
before the expiration of the entity period lest income received by the 
estate during the entity period and distributed after the close of such 
period would be taxable income to the beneficiaries for the year of 
distribution. 


Answer 

While it is true that executors and administrators would have 
certain responsibilities under the entity rule, the responsibilities seem 
light in comparison with those under the proposal of the majority of the 

visory group. Under that proposal executors and administrators 
must not only concern themselves with the income brackets of the 
estate and their beneficiaries in order to administer the estate to the 
best tax advantage of all concerned, but also with questions involving 
allocations of various types of income and deductions as well as whether 
distributions to beneficiaries are out of corpus or income. 

It is not clear why all income of the estate during the entity period 
would have to be distributed prior to expiration of the entity period 
to avoid tax burdens to beneficiaries. Subsequent to that period the 
trust rules would be applicable to estates and income would then be 
regarded as required to be distributed currently and therefore taxable 
to the beneficiaries. The income accumulated during the entity period 
would not be taxed to the beneficiaries even though distributed after 
the expiration of the entity period unless the distributable net income 
for the year were in excess of the current probate net income required 
to be distributed. It is difficult to understand how there could be 
such an excess. 
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Objection 5 

The entity rule would result in increased litigation because of novel 
uestions which would arise out of a change in the present statuto 

n with its rules of construction which have become well established. 

t was stated, for example, that controversies would arise over whether 
title to property of the decedent had vested in beneficiaries which 
would make the income taxable to them and not to the estate during 
the entity period. 


Answer 

The same questions as to who has title to property would continue 
under the proposal of the majority of the advisory group. In both of 
those instances, income must be included in the gross income of the 

erson owning the property. Thus, the problems would be no more 
ificult under the entity theory. 

There is no doubt that new questions would arise under the entity 
rule which would result in litigation. However, it is doubtful that 
there would be as much ry bee under the entity rule with its basic 
simplicity as there would be under the complex trust rules of the 
present statute or of the proposal of the advisory group. The present 
statute was adopted in 1954 and carries with it many new questions 
of construction. The proposal of the majority of the advisory group 
would be new with the result that there would also be many new 


' problems which would result in litigation. Whether there would be 


more or less litigation resulting from one method over that of another 
isa matter of pure speculation. But it should follow that the simpler 
astatute the fewer questions there would be. 
Objection 6 

Under the entity rule foreign income received by a resident estate 
would be taxed to the estate even though currently distributed to a 
non-resident-alien beneficiary and foreign income received by a forei 
estate would avoid taxation altogether even though currently dis- 
tributed to a citizen or resident. It would violate the spirit and 
probably the letter of certain tax treaties if all income from domestic 
sources which is distributed to residents of the treaty countries was 


taxed to the estate at rates applicable to a citizen or resident 
individual. 


Answer 


The entity rule brings about a basic change in the treatment ac- 
corded income of estates in order to simplify our taxing system for 
the great majority of estates. Certain income-tax consequences fol- 
low this change which are applicable to residents and nonresidents 
alike. The fact that the change may have an adverse effect on non- 
residents is not in itself a sufficient reason to preclude the change if 


it otherwise is justified. 


Sixteen of the 20 tax conventions negotiated by the United States 
contain express “savings clauses” which allow each treaty govern- 
ment the right to tax its citizens, residents, and legal entities in ac- 


- cordance with its own tax laws irrespective of treaty changes. These 


savings clauses were designed to allow the contracting governments to 
make general changes in their tax laws. Otherwise, even such things 
as changes in rate structures could be assailed as violations of these 
treaties. 
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Furthermore, it is at least arguable that the treaties themselves 
contain no prohibition against taxing estates as entities. For example 
article VI of the convention with Denmark provides: f 

Dividends shall be taxable only in the contracting state in which the share. 
holder is resident or, if the shareholder is a corporation or other entity, in the 
contracting state in which such corporation or other entity is incorporated or 
organized. 

Although it can be argued that the words “incorporated or organized” 
does not apply to estates, it is clearly the intent of the convention to 
permit a contracting state to tax entities within its boundaries on 
dividends received by such entities regardless of the beneficial owner- 
ship. The authority for exempting from taxation distributions to 
residents of treaty countries seems to be largely contained in the 


regulations issued incident to the conventions. Moreover, the regu- 


lations grant such exemptions only to the extent that the income is 
mc He He in the distributive share of the nonresident alien who is 
the beneficiary of the estate or trust. There is no provision for 
exempting income which is to be accumulated. 


Thus, it does not appear that taxation of estates under the entity | 


method would necessarily involve violations of tax treaties. In view 
of the broad powers reserved in the savings clauses contained in 
almost all of the conventions and the apparent absence of a violation 
of any of the express provisions of the treaties, it appears that this 


proposal would be a proper subject of congressional legislation. Fur- | 


thermore, such an approach would not appear to violate the spirit 
of such treaties, for it would be part of our general scheme of taxation 
not unlike the present treatment of corporations as separate and 
distinct legal entities. 

Moreover, in our view, such tax-treaty considerations should not 
in perpetuity prevent adoption of important improvements in our 
domestic taxing system. 

CONCLUSION 


No rule will be suitable to every person. No rule will be perfect. 
Each rule, therefore, must be eehekad in the light of alternatives. 
In this perspective, the entity rule with its basic simplicity appears 
to have the greatest virtue. Executors or administrators of small 


estates, many of whom keep their only accounting records in check- | 


books, would have far less difficulty with the income-tax return of the 
estate under the entity rule than under any other rule. Since the small 
estates constitute the great majority of estates they should be given 
primary consideration. 

The inequities and complexities of the current law have made it 
unworkable and unsatisfactory. The proposal of the majority of the 


Advisory Group while solving many of the problems existing under | 
the current law would extend the application of the complex trust 
rules to estates and in addition would open up a tax-avoidance area 


through permitting legal representatives of estates to throw the burden 
of the income tax freely among the estate and the beneficiaries de- 
pending upon where the burden would be the lightest. 
It is suggested that the simplicity of the entity rule directs its 
adoption by Congress. 
Respectfully submitted. 
KeEenneETH W. BERGEN. 
Laurens WILLIAMS. 


JUNE 26, 1958. 
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VIEWS IN OPPOSITION TO AMENDMENT 


It has been suggested that the income-tax statute be amended to 
rovide that all income received by a decedent’s estate during a speci- 
ed period after his death shall be taxed to the estate as an entity, 

dless of whether or not distributions of income are made during 

that period. This memorandum sets forth the views of seven mem- 
bers of the Advisory Group on Subchapter J of the Internal Revenue 
Code, whose names appear below, in opposition to the suggested 
amendment. 

_ For the purpose of this memorandum it is assumed that under the 
suggested amendment, all income received by the estate in any taxable 
year beginning within 36 months after the decedent’s death would be 
taxed to the estate; that any income received by the estate durin 
such period would be free of tax in the hands of the beneficiaries, an 
that after such period the income of the estate would be taxed in the 
same manner as under the present statute as modified by our proposed 
H.R. 11997. After the close of the 36-month period, as long as the 
estate continued in process of administration, income actually dis- 
tributed would be taxed to beneficiaries and income not distributed 
would be taxed to the estate. After the close of both the 36-month 

eriod and the period of administration, the income would be taxed 
in the same way as that of a distributable trust. Income received 
by the estate during the 36-month period and distributed to bene- 
ficiaries after that period would be taxed to the beneficiaries as a 
distribution of income of the estate for the year in which the distribu- 
tion is made, subject to the limitation that the amounts taxable to 
beneficiaries could not exceed distributable net income of the estate 
for the year of distribution. 


OBJECTIONS TO AMENDMENT 


After full consideration of the suggested amendment, 7 of the 9 
members of the advisory group have concluded that the suggested 
treatment of estates is inadvisable, for the following reasons: 

1. The results produced by the suggested plan would be less 
equitable than those produced by the present statute. 

2. The taxation of income to an estate as an entity would not 
result in simplification of the taxation of income of estates but 
would add to its complexity. 

3. The suggested plan would be a partial reversal of measures 
previously taken by Congress to prevent apparent abuses result- 
ing from the taxation of distributed income to an estate or trust. 

4. The responsibilities of executors and administrators would 
be increased by the suggested amendment. 

5. The suggested amendment would result in increased liti- 
gation. 

6. The suggested plan would make a complete change in the 
treatment o lonten estates and beneficiaries and would require 
exceptions in order to avoid violation of tax treaties. 
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In the discussion below, the period during which income would be 
taxed to an estate as an entity is referred to as the entity period, 
Reference is made throughout the discussion to the “present statute,” 
Wherever those words appear, the comment is these to the present 
law as modified by H. R. 11997 and also to the present law without 
such modification. 

DISCUSSION OF OBJECTIONS 


1. The results produced by the suggested plan would be less equitable 
than those produced by the present statute ie 


It cannot be determined in advance whether the suggested plan 
would produce more revenue or less revenue than the present statute, 
If an estate had beneficiaries with substantial other income, the tax 
imposed under the suggested amendment on income distributed duri 
the entity period usually would be less than under the present statute; 
the smaller the number of such beneficiaries, the greater the tax saving 
by having the income taxed to the estate. If the beneficiaries had no 
substantial other income, a higher tax usually would result under the 
suggested amendment than under the present statute; the larger the 
number of such beneficiaries, the greater the additional tax resulti 
from taxing the income to the estate. It is probable that any addi- 
tional revenue resulting under the suggested statute from cases of the 
second type would be offset by the loss of revenue in cases of the first 


Re. a practical matter, where the beneficiaries have substantial | 
other 


income, the tax result would be the same under the suggested 
plan as under the present statute, because in those cases fiduciaries 
at present do not distribute income currently and the income is taxed 
to the estate under the present statute. On the other hand, where 
the beneficiaries have little or no other income, fiduciaries make 
current income distributions for their needs, and the tax under the 
present statute would be less than under the suggested plan. 

There can be no valid objection by taxpayers to the present statute 
to the extent that it places the burden of the tax on those who receive 
the income in the taxable year. On the other hand, there would be 
serious objection by many taxpayers to the results produced by the 


suggested statute, which would arbitrarily tax all income to one tax _ 


entity, even though distributed to a number of beneficiaries. It is 
inequitable to require individuals to bear tax at higher rates, merel 
because income is received through an estate, than other individu 
receiving the same amount of income from other sources. 

The taxation to the estate of income actually distributed in the 
year of receipt would be especially objectionable in the case of the 
typical small estate having as beneficiaries a widow and children to 
whom income must be distributed annually for living expenses. The 
vast majority of estates in the United States have a value less than 
$50,000. Under the present statute, the personal exemptions of the 
beneficiaries may result in the payment of no tax; while under the 
suggested amendment, the beneficiaries would be deprived of the 
benefit of their exemptions and deductions by having their income 
taxed to the estate. In many instances the suggested rule would 
operate to the advantage of beneficiaries in high income brackets 
and to the disadvantage of those in low brackets. 
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The suggested plan would in many instances result in inequities 
between two beneficiaries receiving disrtibutions from the same 
estate. One who is in low income-tax brackets would be required to 
bear tax at a higher rate by having the income taxed to the estate 
along with income distributed to another beneficiary. Another 
beneficiary, who is in high tax brackets, would benefit by having the 
income taxed at lower rates to the estate. 

Proponents of the suggested entity plan point out that some of the 
harsh results of taxing distributed income to the estate could be 
avoided if the executor made an early distribution of the assets of the 
estate, even though he took back security from the beneficiaries to 

rotect him from liability arising from a premature distribution. 
They point out also that if a person transfers his property during 
lifetime to a revocable trust, trust rules would apply to the income 
received after his death, and the effect of the entity plan for taxing 
estates would be avoided. 

It would place an unnecessary burden on fiduciaries to expect them 
to distribute assets of an estate prior to the normal time for distribu- 
tion and to make it necessary for them to take security from benefi- 
ciaries in order to guard against liablity arising from such distribution. 
It seems objectionable to make tax results depend on whether a 
decedent has transferred property into a revocable trust during his 
lifetime instead of leaving it to be administered as part of his estate 
at death. Moreover, the very fact that it would be necessary to 
resort to such measures to avoid the effect of the entity plan under- 
scores one of the objectionable features of the plan. No such steps 
are necessary under the present statute. 


2. The taxation of income to an estate as an entity would not result in 
simplification of the taxation of income of estates but would add to 
its complexities 

The principal ground on which proponents of the entity plan urge 
its adoption is its supposed simplicity. They argue that under that 
plan it would not be necessary to apply the trust rules for determining 
the amount of income which is taxable to the estate and the amount 
which is taxable to beneficiaries. They say that in the case of the 
ordinary small estate, the executor would merely determine the in- 
come of the estate and compute the tax. However, in such cases, 
the only additional step required under the present statute is to de- 
duct the amount of distributed income before computing the tax. 
Hence, under the present statute, there is no appreciable additional 
burden on the executor in computing the tax of the estate. 

Moreover, under the entity plan, an executor or administrator 
could not determine income-tax consequences merely by applying 
the rules embodied in the suggested amendment; he must in addition 
apply all the applicable rules of the present statute. It is true that 
the administration of many estates having no will contest and no 
controversy over Federal estate tax or other matters may be com- 
pleted within 36 months after the decedent’s death. However, a 
period substantially longer than that is required to complete the ad- 
ministration of a great many estates. After the entity period has 
expired, the taxation of the income of such estates would be governed 
by the rules now in force. <A fiduciary who attempts to prepare an 
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income tax return of an estate must apply both sets of rules, and many 
estates will be subject to both. 

If the plan provided for taxing income to an estate as an entity for a, 
substantially longer period—say 48 months or 60 months—there would 
be fewer estates which would remain in process of administration at 
the end of the entity period. However, it seems inadvisable to have 
an unduly long entity period. In many cases where income would be 
taxable to the estate at lower rates than to beneficiaries, distribution 
of assets of the estate would be postponed until the expiration of the 
entity period. Even if an entity period of 5 or 6 years is selected, 
there would always be some estates which would remain in process of 
administration at the end of the entity period. In any event, fidu- 
ciaries must apply the rules for taxing income of an estate after the 
period of administration has expired. Moreover, the inequities to 
which we have referred in 2 above would be aggravated by prolongin 
the period during which income distributed to beneficiaries of sma 
estates is taxed to the estates as entities. 

In cases where all the beneficiaries are individuals, it would not be 
necessary under the suggested amendment to allocate various classes 
of income among income beneficiaries, as is required by the present 
statute. However, where one or more of the beneficiaries are chari- 
table organizations, it would be necessary under the suggested amend- 
ment to allocate various classes of income to the cearitabie bene- 
ficiaries. 

Where there is an estate and also a testamentary trust and distri- 
butions of principal and income are made to the trust during the 
entity period, there would be an additional problem of allocating 
income. The income received by the trust from principal previously 
distributed to it would be taxable income of the trust, while the 
income received by the trust from the estate would be free of tax. 
Where the two classes of income are distributed or are distributable 
currently to beneficiaries of the trust, presumably the income which 
is taxed to the estate would be treated in the hands of the trust bene- 
ficiaries in the same way as tax-exempt interest received by the trust. 

It is believed that the maximum simplicity in taxation of income 
of estates is achieved by the amendments set forth in H. R. 11997. 

Under the laws of many States having an income tax, an estate is 
allowed a deduction for current income distributions to beneficiaries. 
If the suggested amendment is adopted, unless the States make similar 
changes, fiduciaries of estates will be required to follow one set of 
rules for Federal-tax purposes and a different set of rules for State-tax 
purposes. Moreover, State income taxes paid by beneficiaries who 
receive income distributions during the entity period would not be 
available as deductions to the estate and, if the beneficiaries had no 
other income, the deductions would be wasted. 


3. The suggested plan would be a partial reversal of measures previously 
taken by Congress to prevent apparent abuses resulting from the 
taxation of distributed income to an estate or trust 

It was held in Burnet v. Whitehouse (283 U. S. 148 (1931)) and 

Helvering v. Pardee (290 U.S. 365 (1933)), that income distributed 

currently by an estate or trust in payment of an annuity is taxable 

to the estate or trust and not to the beneficiary. In cases such as 
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Commissioner v. Dean (102 F. 2d 699 (1939)), it was held that income 
received by an estate or trust in one year which was not required to be 
distributed until the following year could be distributed free of tax 
to the beneficiary in the following year. These decisions led to the 
use by taxpayers of trusts providing for the payment of annuities or 
for the accumulation of income in one year and its distribution in a 
later year. The 1939 Code, as amended by the 1942 act, and the 
1954 Code contain provisions which make such distributions taxable 
to the beneficiaries. The suggested amendment would accomplish 
in a broader area, although for a limited period of time, what the 
1942 and 1954 statutes were designed to prevent. 


4. The responsibilities of executors and administrators would be increased 
by the suggested amendment 

Under the suggested plan, income which did not pass through the 
hands of the fiduciaries during the entity period, such as income from 
principal previously distributed to beneficiaries and income from real 
property which passed directly to heirs or devisees, would be taxed 
to the beneficiaries and not to the estate. In cases where income 
would fall into higher brackets if taxed to the estate rather than to 
beneficiaries, the only way in which the fiduciary could reduce the tax 
burden would be by making distributions of principal as early as 

ossible. This would result in subjecting the fiduciary to pressure 
rom beneficiaries to distribute principal inorder to reduce income 
tax. Even though there might be good business reasons for retaining 
principal in the estate, beneficiaries would insist that principal be 
distributed as early as possible. 

Opposite considerations would apply where the income was bein 
distributed currently but the beneficiaries could save tax by having a 
the income taxed to the estate. In those cases, even though the fidu- 
ciary could make a complete distribution of the assets and wind up the 
administration well within the entity period, he would be urged by 
beneficiaries, who are receiving the current income free of tax, to retain 
the assets until the expiration of that period. 

In order to avoid tax burdens to beneficiaries, the executor of an 
estate which continued in process of administration would have the 
additional responsibility under the suggested statute of making 
distribution of all the income of the estate belies the expiration of the 
entity period. Any income distributed during that period would be 
free of tax to beneficiaries; but any income received by the estate 
during the entity period and distributed even 1 day after the close of 
such period would be considered income of the estate for the year of 
distribution and would be taxed to the beneficiaries to the extent of 
distributable net income for that year. If the estate was still in process 
of administration and no distribution of income was made after the 
close of the entity period, the income would continue to be taxed to the 
estate. In such cases, there would be severe criticism by beneficiaries 
if the executor failed to make distribution of all income before the 
eration of the period for which it is taxed to the estate. : 

f an entity period substantially longer than 36 months is selected, 
it is more likely that the executor would be able to distribute all in- 
come before the end of the entity period, and the danger of criticism 
would be less than if a period of 36 months is selected. However, as 
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has been pointed out, prolongation of the entity period would be 
objectionable for other reasons. 


5. The suggested amendment would result in increased litigation 


Certain rules of construction have become well established under 
the present statutory plan as a result of Treasury ruling and decisions 
of the courts. It is probable that many novel problems would arise 
under the suggested amendment and would require years of litigation 
to resolve. For example, there would be many controversies over 
whether title to property of the decedent or his estate had vested in 
beneficiaries, so that. the income would be taxable to them and not 
to the estate during the entity period. Under the present statute, 
those questions must be decided in cases where the income is not 
distributed currently, but they are immaterial in cases where the 
income is distributed currently and is taxable to the beneficiaries, 

Under the laws of some foreign countries, there is no such thing as 
an estate. Presumably, under the entity plan, the general rules in 
those cases would be that the income is taxable to the beneficiaries 
and not to the estate. On the other hand, if it was necessary that a 
personal representative of the decedent take charge of the propert 
and use it to pay debts, administration expenses and taxes, the result 
might be different. Similar problems would arise with respect to 
whether real property passed directly to heirs and devisees on the 
decedent’s death or whether it became part of the estate. 


6. The suggested plan would make a complete change in the treatment of 
foreign estates and beneficiaries and would require exceptions in 
order to avoid violation of tax treaties 


Under the present statute, where income is distributed in the year 
of receipt, the estate is treated as a conduit. Foreign interest and 
dividends received by a nonresident alien through a resident estate 
are not taxed to him, and income received by a citizen or resident 
through a foreign estate, whether from United States or from foreign 
sources, is taxable to him. Under the suggested statute, income from 
foreign sources received by a resident estate would be taxed to the 
estate, even though distributed currently to a nonresident alien 
beneficiary, and income received by a foreign estate from forei 
sources probably would escape taxation entirely, even though dis- 
tributed currently to a citizen or resident. 

Under the provisions of certain tax treaties, specified classes of 
income from domestic sources which are taxable to a citizen or resident 
are exempt from tax to residents of the treaty countries and other 
classes of income are taxable to residents of treaty countries at maxi- 
mum specified rates. For example, under the tax treaty between the 
United States and the United Kingdom of Great Britein and Northern 
Ireland, a resident of the United Kingdom is exempt from United 
States income tax on interest derived from United States sources and 
is subject to United States income tax at a maximum 15-percent rate 
on dividends derived from United States sources. As various classes 
of income preserve their character when received throug! an estate, 
it would violate the spirit and probably the letter of such treaties if all 
income from United States sources received by an estate and dis- 
tributed currently to a resident of a treaty country should be taxed to 


at 
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the estate as an entity at individual rates applicable to a citizen or 

resident. In order to avoid such violation it would be necessary to 

retain the rules of the present statute in cases of estates having as 

beneficiaries residents of such treaty countries. 

Respectfully submitted. 

A. James CasNErR. 
A. Brerue.. 
GrorGE CRAVEN. 
Rupert GRESHAM. 
James P. JoHNSON. 
Carter T. LourHan. 
Weston VERNON, JF. 


JuNE 26, 1958. 


| (Whereupon, at 4:15 p.m., the committee was recessed, to reconvene 
at 10 a.m. Thursday, February 26,1959.) 
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ADVISORY GROUP RECOMMENDATIONS ON SUBCHAP- 
TERS C, J, AND K OF THE INTERNAL REVENUE CODE 


THURSDAY, FEBRUARY 26, 1959 


Houst or REPRESENTATIVES, 
Commitren oN Ways anv MEans, 
Washington, D.C. 

The committee met at 10 a.m., pursuant to recess, in the committee. 
room, New House Office Building, Hon. Wilbur D. Mills (chairman) 
presiding. 

The Cuamrman. The committee will please come to order. 

We a this morning members of the Advisory Group on Sub- 
chapter C. 

r. Norris Darrell is chairman of the group. The members ac- 
companying him are Kenneth W. Gemmill, C. Rudolf Peterson, Sam- 
uel J. Lanahan, Edwin S. Cohen, and Leonard L. Silverstein. 

Mr. Darrell, i notice that you have a program for presentation of 
your report that breaks the matter down into various subjects, that 
you will make an introductory statement, and then other members. 
of the group will take up other points after you have completed your 
introductory statement. 


STATEMENTS OF NORRIS DARRELL, CHAIRMAN, ADVISORY GROUP 
ON SUBCHAPTER C, KENNETH W. GEMMILL, C. RUDOLF PETER- 
SON, SAMUEL J. LANAHAN, EDWIN S. COHEN, AND LEONARD L. 
SILVERSTEIN, MEMBERS 


Mr. Yes, sir. 

The Cuairman. Let’s proceed this morning with the understanding 
that each of you will conclude your statement before questions are 
asked, but at the conclusion of your statement, questions on that par- 
ticular subject may be asked of the panel. 

With that understanding then, we will proceed on that basis. 

We appreciate very much having you gentlement with us this 
morning. 

Mr. Darrell, you are recognized. 

Mr. Darrett. Mr. Chairman and members of the Ways and Means 
Committee, as members of the Subchapter C Advisory Group, we are 
happy to super before you today to present and discuss our recom- 
mendations for amendments to istindier C. This chapter, as you 
know, relates to corporate distributions, liquidations, reorganizations, 
and carryovers. of the group are with the excep- 


tion of one who, regretfully, was unable to atten 
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Our group was appointed November 28, 1956, and our organiza 
tional meeting was held in Washington on December 3, 1956. 

On December 3, 1957, following many group meetings and very 
considerable work by members between meetings, our initial printed 
report, accompanied by a document in bill print form containing 
drafts of statutory amendments recommended in the report, was sub- 
mitted to the Mills subcommittee and was promptly transmitted to 
your committee. 

At a hearing before your committee on January 31, 1958, we pre- 
sented our recommendations in some detail. e then recognized 
that the difficulties and perplexities under subchapter C were such 
that our recommendations could doubtless be improved upon with 
further study and consideration, and we expressed the intention of 
continuing our studies with a view toward such further submission 
as seemed appropriate. We also expressed the — that interested 
persons would be afforded as much time as possible to enable them 
carefully to review our proposals and to submit their comments and 
suggestions. 

Following the hearing on January 31, our group continued its 
studies and in this connection gave particular attention to the sub- 
chapter C testimony before this committee during the hearings in 
early 1958 and to the comments on our recommendations and the 
very helpful suggestions made by members of various bar association 
committees an other interested persons who had been invited to sub- 
mit their comments. 

As a result of this further study, our group made a number of 
revisions in its initial proposals, some of substantive importance, 
some technical, and some relatively minor. On December 9, 1958, 
we submitted our revised report and proposed statutory amendments 
as revised to the chairman of the subcommittee, and these were trans- 
mitted by him to your committee the next day. As stated in our 
transmittal letter, the revised documents are intended to supersede 
the initial documents. We felt that this would facilitate study and 
understanding of our final proposals and would be of convenience 
to all concerned. 

I might add that, although varying points of view were expressed 
and considered among the members of our group during our deliber- 
ations, the group acted unanimously and no reservations or qualifica- 
tions by any member are appended either to our initial or to our 
revised report. 

We propose amendments to or revision of some 30 statutory sec- 
tions. In order that your committee may have a better understand- 
ing of their nature, members of our group will explain the historical 
background for our work and the basic nature of and the reasons 
for the more important recommendations. Our proposals will not 
be discussed section by section in the order that the appear in our 
report and proposed amendments, but, for better understanding, will 
be dealt with according to subject matter without regard to the order 
in which they are treated in our report. 

However, before we come to this, it might be helpful to your com- 
mittee if I supplemented the general comments made in our letters 
of transmittal and reiterated what I said in my introductory remarks 
at the hearing on January 31, 1958. 
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From the outset of our deliberations, we have been fully conscious 
of the widespread complaint that the Internal Revenue Code, with 
its precise line-drawing provisions, is too complicated. Our initial 
query, therefore, was whether we should recommend departure from 
eeing statutory policy in this area and suggest a more simply 
worded subchapter C, leaving implementation to Treasury regula- 
tions and the courts, or whether we should limit our recommendations 
to improvements in keeping with the basic policy presently reflected 
in subchapter C. We concluded to pursue the latter course. 

Subchapter C governs all kinds of complicated corporate trans- 
actions conducted by the more sophisticated taxpayers in a highly 
developed business economy. The tax law should apply to this area 
in such manner as neither to hinder appropriate business transactions 
nor to constitute an invitation to purely tax-motivated corporate 


manipulations. 


Under high tax rates, such as we have today, businessmen cannot 


risk carrying out important corporate readjustments unless there is 


reasonable certainty that an unforeseen heavy tax liability will not 
be incurred. Such certainty cannot be obtained under a simply 
worded statute limited primarily to statements of general policies and 
principles, for such a statute would leave the burden of interpretation 
to the courts in the final analysis, except to the extent final interpre- 
tative authority is given to administrative officers. 

Recognizing all this, Congress, in subchapter C of the 1954 code, 
sought to provide greater certainty and to insure proper operation 
of the tax law in this area through expanded and more detailed and 
precise statutory provisions. We concluded that it would be prefer- 
able to limit our recommendations to improvements in keeping with 
the general policy reflected in subchapter C, in the belief that with 
these improvements the wisdom and ultimate acceptability of such 
policy can be better tested. 

Our recommendations are, therefore, designed primarily to remove 
unintended benefits and hardships in the existing subchapter C, to 
effect. greater coordination and consistency between its various inter- 
related provisions, to reduce the importance of form upon the tax 
consequences where substantially identical results are obtained, and, 
so far as possible, to achieve greater clarity and understandability of 
this intricate subchapter and greater simplicity in concept. We 
earnestly request that these recommendations be given careful con- 
sideration by your committee. 

Our group has had no staff. We have, however, received help from 
others. We wish at this time to record our deep appreciation to Mr. 
Stam and his office for their full cooperation, particularly to Mr. 
Arnold Johnson, who rendered invaluable services as secretary of our 

up, to the representatives of the Treasury Department and of the 
icra) Revenue Service who attended many meetings and made 
available to us useful material relating to administrative experiences 
and problems under the 1954 code, to Messrs. Lincoln Arnold and 
Fred Ringel who were called in for special advice and assistance, and 
to the various lawyer groups and others whose comments and sugges- 
tions we have found very helpful. 

If there are no preliminary questions, I would like now to ask Mr. 
Gemmill, a member of our group who, as an important Treasury 
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official, had a great deal to do with the preparation of the 1954 code, 
to review, for background purposes, a little bit of the history of 
subchapter C from the time H.R. 8300 was initiated by your committee 
until final enactment of the 1954 code. 

The Cuatrrman. Thank you, Mr. Darrell. 

You are recognized, Mr. Gemmill. 

Mr. Gemoityt. Mr. Chairman and members of the committee, in 
1954 in H.R. 8300, the first thing that was done with regard to sub- 
chapter C was to bring all of the rules with regard to corporate 
distributions, corporate liquidations, corporate organizations, and re- 
organizations, and rules with regard to carryovers by one corporation 
to another into subchapter C and place the related rules together 
rather than have them scattered throughout the code. 

The second thing that was done in the bill as it was approved by 
this committee and passed by the House was to rewrite various sec- 
tions and introduce various new ideas and concepts. When the bill 
was before the Senate Finance Committee, some of these ideas and 


concepts were eliminated from the bill and did not finally become , 


law. 

For example, the bill as passed by the House contained a provision 
that when a corporation is liquidated, gain will be recognized only to 
the difference between the taxpayers’ basis for his stock and the basis 
of the assets which he receives rather than the 1939 rule, which was 
the difference between the fair market value of what he receives and 
the basis for his stock. 

This idea and the related provisions with regard to collapsible cor- 

orations were all sSianiesttedl $n the Senate. Our report picks up this 
idea, restates it, and makes improvements in it, and recommends it 
again to this committee. And so in other areas ideas and concepts 
which were part of the House bill and which were eliminated in the 
Senate and, therefore, did not become law are again recommended in 
our report. 

In other areas, such as the question with regard to carryovers of 
losses, an entire new concept is recommended. a general, our report 
improves some of the ideas which were in H.R. 8300, improvements 
based on the experience which the taxpayer and the Treasury has had 
since that time. 

The Cuarrman. Thank you, Mr. Gemmill. 

Mr. Darreti. Mr. Chairman, one of the areas in which we have 
recommended changes is described in the printed staff memorandum, 
which I understand you have before you, as being of a technical and 
relatively minor nature. Nevertheless, we feel that this area is rather 
important. We would like to take it up next. I refer to stock re- 
demptions generally. Mr. Peterson is prepared to present our rec- 
ommendations to the committee in that area. 

The Cuarrman. Mr. Peterson, you are recognized, sir. 

Mr. Pererson. The section in the 1954 code which deals with this 
subject of redemptions is section 302. This is a problem of the re- 
lationship between a shareholder and his corporation, because of the 
fact that two types of treatment are available with reference to the 
taxation of amounts which a shareholder may receive from his cor- 
poration. 
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Early in the history of the income tax law it was decided that a 

shareholder could sell stock to his corporation just as he could sell 
stock to a third person, and therefore there are instances where a 
shareholder may dispose of his stock with sale consequences, general 
capital gain consequences, by selling stock to his corporation. _ How- 
ever, generally speaking and normally, a shareholder will receive the 
fruits of his investment from a corporation by the dividend route: 
The dividend route, of course, produces taxes at full normal and sur- 
tax rates. 
- Shareholders for a generation have been trying, when they could, 
to get moneys out of a corporation at capital gain rates rather than 
dividend rates, which is the reason why complicated rules distinguish- 
ing between the two types of situations have had to be provided. 

n the beginning the problem was thought of merely as a problem 
involving stock dividends. In 1921 a provision was inserted in the 
revenue laws so that a corporation could not distribute a stock divi- 
dend one day and then redeem it the next day, thereby giving a 
shareholder capital gains treatment on the proceeds of the so-called 
redemption rather than dividend treatment, despite the fact that the 
transaction was obviously exactly the same as a dividend. 

Tax manipulators soon thought they could get around this provi- 
sion by having a redemption occur first and then having the redeemed 
stock replaced by a stock dividend, so that in 1924 that type of escape 
was plugged. However, it was soon seen that the problem was broader 
than stock dividends. The example that was used at that time, and 
is still used, involves a corporation organized by individual A for, 
say, $100,000. After 2 or 3 years of successful operation, the corpo- 
ration accumulates $100,000 of earnings and is now worth $200,000. 
A would like to get, say, $50,000 out of the corporation, but would 
not like to pay a dividend tax on it, so the thought was that by hav- 
ing the corporation redeem 25 percent of its stock, or $50,000 worth, 
he could apply one-quarter of his basis, or $25,000, against the receipt 
and be taxed on only $25,000 of gain at capital gains rates, despite 
the fact that it was obvious that his position after the transaction is 
exactly the same as it would have been had the corporation merely 
distribution in redemption of stock was the equivalent of a distri- 
received $50,000 from it. 

So a provision was inserted that if a redemption took place under 
circumstances that made it the equivalent of the distribution of a 
taxable dividend, it was to be treated as a taxable dividend. That 
provision remained unchanged, except for a situation involving the 
use of related corporations, until the 1954 code. A great deal of case 
law accumulated under it. There was also a great deal of uncertainty 
as to what standards should be applied in determining whether a 
distribution in redemption of stock was the equivalent of a distri- 
bution of a dividend. 

The nature of the transaction was tested from two points of view. 
One point of view was that of the receiving shareholder, that is, Was 
the distribution pro rata? In the case of a single shareholder, 
of course, it is automatically pro rata, but where there are several 
shareholders, the question is, Was the distribution with reference to 


all the shareholders collectively in the same relative amounts as it 
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would have been had it been a dividend? That was one test of deter- 
mining dividend equivalence, known as the shareholder-level test, 

Another was, Were you really partially liquidating the corpora- 
tion? Were you contracting its business? Were you lopping off a 
business? This is known as the corporate-level test. 

These two tests are both involved in the expression “equivalent toa 
dividend” and got pretty well scrambled in the course of the adminis- 
tration of that section. 

Then came the 1954 code and it was felt that the matter ought to 
be clarified if possible. So in the 1954 code we got section 302, dealing 
with this subject, but entirely from the point of view of the share- 
holder test that I have just described. Dividend equivalence tested 
from the corporate level point of view, is dealt with in section 346, 
which relates to partial liquidations. 

The main contribution of the 1954 code was to spell out those situa- 
tions where it would be deemed that certain distributions were such 
that they were not the equivalent of dividends. The concept is that of 
substantially disproportionate redemptions. It is provided that if a 
shareholder’s stock is redeemed in such a way that his percentage of 
stockownership of the corporation after the transaction as compared 


with before it reduced 20 percent, coupled with loss of control, if he | 


had it, he can then receive sale treatment rather than dividend treat- 


ment on the transaction without having to worry about it. 

Complete buyouts were also covered as they had been previously 
by regulations, In a sense a complete buyout of a single shareholder 
is an extreme example of a grossly disproportionate redemption, but 
it is separately stated in the section because in the administration of 
al) these provisions, we have the rules of constructive ownership ap- 
plied, which Mr. Lanahan will discuss in a few moments, and there are 
some differences in the application of the rules of constructive owner- 
ship to a complete buyout case, as compared with the situation where 
the shareholder has only part of his shares redeemed. 

There is also present in section 302 the old language, the general 
test of dividend equivalence or nonequivalence, which a taxpayer can 
still rely upon even though he does not meet the mathematical test of 
the grossly disproportionate redemption provisions. 

This general provision is the only one available in other than a 
complete buyout case, where the stock redeemed is preferred stock 
rather than common stock, because, as phrased, these mathematical 
rules that I have mentioned are really applicable only to redemptions 
of common stock. 

The advisory group has given consideration to what changes ought 
to be made in this section, and have proposed a few. 

As Mr. Darrell mentioned, they are classified in the summary pre- 
pared by the staff as relatively minor, which in a sense they are; that 
1s, they are questions of detail rather than questions of broad policy, 
but we think that a number of them might be mentioned. 

In the first place, there was some dispute as to whether under the 


seiner test of dividend equivalence or noneqnivalence, you were | 
ound to apply the rules of constructive ownership, even though the | 
community of interest which is assumed to exist between the various | 


persons the stock is attributed among is really not present. 
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For example, a father and son own the stock of a corporation and 
they are at swords’ points and so one of them is bought out. Let’s 
assume that there is an attribution which would cause each one of 
these persons to be deemed to own all the stock of the corporation 
immediately prior to the redemption. 

Now, if you have to test dividend equivalence in the light of that 
assumption, despite the fact that the parties are at swords’ points, 
you will automatically have dividend equivalence. 

We provide here that these rules of constructive ownership as well 
as any other of the rules of thumb which are found in the Code 
relative to this type of transaction are merely facts to be taken into 
account, but even though they are present you can find nondividend 
equivalents because of the violation of the basic assumptions. 

We also found that the problem of redemption of preferred stock 
was a troublesome one. We have provided here an automatic rule 
that if the preferred stock is redeemed from a shareholder owning 
no more than 1 percent of the common stock, the redemption will 
not. be treated as a dividend equipment. Under the present setup, 
taxpayers are able to obtain that type of ruling from the Service, but 
being always somewhat nervous about it, they always come to the 
Service and ask for a ruling. This will make it unnecessary to do 


that. 


Other problems of redemption of preferred stock the group did 
not make any recommendations on. It was suggested among other 
things, as mentioned in the report, that perhaps, under imitations, 
preferred stock issued for money or property might be redeemed with- 
out dividend equivalence in every case, to take care of those situations 
of closely held corporations which have to rely for financing very 
frequently on shareholders being unable to borrow from the outside, 
and often that type of financing takes the form of preferred stock. 

Another point which is covered in the recommendations is that 
you can have dividend equivalence, or at least the type of treatment 
resulting from a distribution, even though the corporation doesn’t 
have any earnings or profits. It may sound a little peculiar to use 
the word “dividend” in that connection because, as you know, a divi- 
dend is defined as a distribution of earnings and profits, but in the 
case of a distribution even from capital which is pro rata as to all 
shareholders, it was felt that it ought to be treated the same way 
whether stock was surrendered or not, that is to say, it should be 
applied against the shareholder’s total investment so that he cannot, 
by turning in high basis stock, get himself a loss out of a distribution 
which really doesn’t change his position in the corporation at all. 
And it would also make it possible to continue to apply the basis rule 
found in the case of intercorporate distributions in section 301, pre- 
venting a corporation from stepping up the basis of the assets of a 
subsidiary by a taking them over in redemption of stock, per- 
haps with no gain or loss consequences at all. 


In conclusion, I might say that there were also a number of other 
problems beside the one I mentioned of preferred stock, which were 
—— but as to which the group did not make any recommen- 

ation. 
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One of them was as to whether there might not be some change in 
the rules regarding the redemption of stock from an estate—as to 
whether the attribution rules in those instances might not be lifted. 
In the case again of preferred stock, the question was raised as to 
whether we needed to do anything about preferred stock which was 
issued for a small amount, but was callable at a very high redemption 
price, a problem somewhat similar to the issuance of a debt obliga- 
tion at a substantial discount, the question being as to whether the 
spread ought not to be reportable as ordinary income rather than 
capital gain. 

I think that that, while it does not complete the question of stock 
redemptions, does cover the general portion. 

The Cuatrman. Mr. Peterson, in recommending a revision of see- 
tion 302 to provide that the constructive stock ownership rules in sec- 
tion 318 shall not be applicable in determining whether a redemption 
is not essentially equivalent to a dividend, but that the relationships 
described therein may be taken into account along with all other facts 
and circumstances, are you not actually by statute providing the same 
thing that is now stated in the regulations? 

Mr. Prerrrson. We believe so—that we are really not changing any- 
thing. Weare merely clarifying the law. 

There are a number of other instances in our recommendations where 
we are doing the same thing. We are backing up a regulation by spe- 
cific statutory provision. 

The Cuarrman. Is there some question in the opinion of the advisory 
group that the law itself is not sufficiently clear to sustain the regu- 
lation ? 

Mr. Pererson. That is correct. 

The Cuareman. And it is for that reason that you make this recom- 
mendation retroactive to the enactment of the 1954 code? 

Mr. Pererson. That is correct. 

The Cuarmman. On page 4 of your report, you point out that where 
stock is redeemed by a corporation from a partnership the tax treat- 
ment of the stock redemption will be taxed as if the partnership had 
distributed the stock to the partners and the stock had been redeemed 
from them. 

As I understand it, this treatment will permit some partners to 
obtain capital-gains treatment and might result in other partners 
having ordinary income treatment, whereas under present law—I think 
T am right on this point—all of the partners might have ordinary 
incometreatment. Isthat right? 

Mr. Prrerson. Yes, sir. 

The Cnarrman. Suppose the stock is held by the partnership as 
inventory. If the partnership is really a dealer in such stock, will 
this rule mean that some partners will be entitled to the capital-gains 
treatment even though the partnership is a dealer in such stock ? 

Mr. Pererson. Well, it should not have that effect. The only ef- 
fect of these rules we put in here should be, and I am not certain that 
further refinement may not be necessary, to merely distinguish be- 
tween whether a sale has taken place or a distribution has taken 
place. If the asset is inventory in the hands of a partnership, we 
ought to be able to apply these rules to determine that there has been 
a sale, but then the 7 nthe of the asset in the hands of the partner- 
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ship should determine the nature of the income once the fact of the 
sale has been determined. There would still be a difference, of course, 
because if it is a sale, you would still get the right of offsetting the 
cost of the asset, whereas, if it were a distribution, you would get no 
basis offset at all. 

The Cuatrman. However, it is the thought of the advisory group 
that that was not intended ? 

Mr. Pererson. That is correct. We certainly did not intend to 
keep that profit from being treated as ordinary income. 

The CuatrMan. Why did you not make this same partnership rule 
applicable to estates and trusts? Is there any reason why it should 
not ? 

Mr. Pererson. Mr. Darrell just suggested here that it would be 
exceedingly difficult as a matter of mechanics. One doesn’t always 
know either who is going to ultimately wind up with the stock in 
the case of an estate or trust, and you have the distinction between 
income beneficiaries and remainderman. 

The CuatrMan. We should not be concerned about the point then 
that it does not extend to estates and trusts ¢ 

Mr. Darrett. Mr. Chairman, that aspect of it I think is better 
dealt with in the general attribution of ownership rules, which will 
come next. 

The Cuarrman. I understand that where a stock redemption is 
treated as essentially equivalent to a dividend, there is a problem of 
preventing loss of basis. 

Mr. Pererson. That is correct. 

The Cuarrman. If the stockholder does not actually own any other 
stock in the redeeming corporation, your group would, I believe, give 
the shareholder a choice. First, he could add the basis of the re- 
deemed shares to the basis of shares of stock owned by any other 
shareholder of the corporation whose shares are attributed to him 
under the attribution rules. Is that right? 

Mr. Prrerson. Yes, either that or take a loss equivalent to the 
amount of the basis of his stock. 

The CHarrman. Second, he could obtain, if he preferred, an im- 
mediate loss on the stock redemption, is that right ? 

Mr. Pererson. That is correct. 

The CrarrMan. Suppose that the redeeming shareholder is not 
a dealer in such stock, but the shareholder whose stock is attributed 
to the redeeming shareholder is a dealer. Is it intended in that situa- 
tion to permit i redeeming shareholder to add the basis of his re- 
deemed shares to the dealer’s basis? 

Mr. Pererson. Certainly the way the provision is phrased, he could 
make such an election. 

The Cuarrman. Should he be permitted to make such an election? 

Mr. Pererson. Well, frankly, I haven’t thought of this question, 
but it seems to me that if we have assumed a community of interest 
sufficient to attribute the dealer’s stock to the nondealer whose stock 
is redeemed, it certainly is consistent to permit the transfer of the 
investment. 

Of course, I might say this: that presumably the shareholder’s 
election will be governed by which way the greater tax benefit will 
be produced, and this is just perhaps an extreme example of the 
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difference between taking a loss yourself and giving someone else 
the benefit of your investment. 

The Cuarrman, I will admit it isan extreme example. 

Mr. Prrerson. In our original report, you may recall we made it 
automatic and the basis had to go over to a related shareholder and 
the redeemed shareholder got a loss only in the event that there 
wasn’t anyone to attribute it to. 

And there was considerable debate about that and argument about 
automatically shifting an investment from one person to another that 
caused us on reconsideration to make it elective with the main tax- 
payer involved; that is, the one who is bearing the burden of the 
present tax. 

The CHarrman. We should think about it, however, to see whether 
we want to refine your suggestion to cover this point. 

Mr. Darrett. Mr. Chairman, this is a question that we may not 
have specifically considered as a group. I do not recall that it had 
been presented to us before or that we thought of it. This may be 
because redemption problems usually come up in relation to investors, 
I suppose they might involve dealers, but we didn’t think of it asa 
practical problem. However, if you should be interested in a group 
reaction, we will be glad to consider it further. 

The Cxarrman. I would like to have your reaction. 

(Material referred to follows :) 

After considering the matter the advisory group is of the opinion that the 
situation is so special and so unlikely to occur in practice as not to justify the 
introduction of a special rule to cover it. Moreover, as discussed by Mr. Peter- 
son at the hearing, it is not clear whether there ought to be any exception, and, 
if so, whether the exception should be relative to attribution in the first place. 

Mr. Pererson. I might say that I suppose one could make an argu- 
ment against attribution from a dealer under 302(b) (1) on the ground 
that there isn’t the same general overall situation where one of the 
parties is a dealer as it is when they are all investors, because the 
dealer isn’t interested in pulling out dividends, anyway. He is in- 
terested in making a profit in iafng in shares, 

The CHarmman. On page 11 of the revised report you discuss a 
problem that I think I called to the attention of the advisory group 
myself, that is, the proposal to permit capital gain treatment for 
certain pro rata redemptions of preferred stock. You do not make 
any specific recommendation, as you pointed out. 

This suggestion would let an investor get back his so-called seed 
corn, would it not, without a dividend tax ? 

Mr. Pererson. That is correct. You have exactly described the 
question. 

It really isn’t limited to redemptions of preferred stock. If this 
thought is to get into the statute everyone ought to be able to get his 
bait back regardless of how he evidenced it when he paid it in, and 
we thought that that was a pretty important policy matter that we 
weren’t prepared to make any recommendation on at the time. 

The Cuarrman. I had always thought of preferred stock in terms 
of being somewhat analogous to a debt obligation, and for that reason 
I had thought maybe if we could work out some provision to do this, 
it might be an encouragement to small business investment and perhaps 
increase risk capital, but I know that you were concerned with whether 
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or not it could be limited in its application so as to not have a very 
adverse effect upon revenues. 

Mr. Darreti. Mr. Chairman, I believe that the members of this 

up might be personally very much in sympathy with the idea of 

ag something along these lines. Our reason for not making an 
affirmative recommendation was that we felt it was too important a 

licy matter. It seemed to us to go counter to the trend of the statute, 
and we did not know the effect on the revenue. That is the prima 
reason we did not make an affirmative recommendation. e did, 
however, call attention to it and recommend that it be considered. 

The Cuairman. Are there any other questions of Mr. Peterson on 


stock redemptions? 


Mr. Curtis. 
Mr. Curtis. Mr. Chairman, I mainly want to get this into context 


and also the other recommendations that come along. I notice in 
your preliminary remarks to the committee you listed three categories: 

One, recommendations involving major policy considerations ; 

Two, recommendations making important changes within the exist- 
ing statutory framework; and 

Three, recommendations made in technical amendments of minor 
importance. 

Now, as I understand, you categorize this particular thing in No. 3. 
Am I correct? 

Mr. Darrevt. Mr. Curtis, may I say that I don’t believe any of us 
have seen before the document you refer to. I didn’t see it until I 
came to this hearing. It is, I think, a joint committee staff analysis. 
It is not an analysis by our committee at all. 

The Cuairman. Are you referring to the summary of subchapter 
C? 

Mr. Curtis. Yes. 

The CuatrMan. This is a document for your benefit and the other 
members of the committee prepared by the staff of the Joint Com- 
mittee on Internal Revenue Taxation. 

Mr. Curtis. Then I would like to get your comments. 

First, would you say then that the staff’s summary of your recom- 
mendations is a pretty good analysis? 

Mr. Darreti. I would like to say that some of us have not had a 
chance to read it. We don’t know what they have done. Maybe one 
or two have read it, but I haven’t. 

Mr. Curtis. Let me ask, are these recommendations in this area 
what you would term to be making technical amendments rather than 
changing any major policy considerations? 

I believe you have stated that to be so. 

Mr. Darretu. I would suppose that what the staff has done would 
be generally consistent with our own feeling in the matter, but I don’t 
think we can talk about that because we don’t know. 

The Cuatrman. If I may interpose at this point, what this is is a 
summary of the various recommendations of the advisory group. It 
does not include anything except the specific recommendations of your 
group, Mr. Darrell. It does not include discussions of matters such as 
I just mentioned with Mr. Peterson here, although you do discuss it 
in your report, because you did not take an affirmative position on it. 

Mr. Right. 
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Mr. Pererson. I think one might say that these proposals in the 
302 area are important. They are not trivial, although perhaps they 
can’t be classed as major policy recommendations such as some of the 
others that we have in, and I think that is what Mr. Curtis was asking, ° 

The Cuairman. Actually, as I understand your recommendations 
with respect to section 302, you do not make any very decided policy 
change and therefore you say to us that these recommendations may 
not be as important in magnitude as some of your other recommenda- 
tions which do deal with policy, but actually these, though you may 
not label them as most important, are very important. 

Mr. Pererson. They are; yes, sir. 

The Cuarrman. Within the framework of 302. 

Mr. Curtis. Having laid that "Ap waa the next question is, as 
I understand your testimony in this area, confining to what you have 
just said, essentially this is a restatement of the present Treasury reg- 
ulations; am I correct? 

Mr. Pererson. They are certainly in our view by and large a clari- 
fication of the statute. . 
I was under the impression that the services at least would not rule 
on those 302(b) (1) cases where it involved overlooking the attribution 
rules. These are not changes in policy. These we view as perfection 

of the policy already found in the statute. 

Mr. Curtis. Yes. 

In order for this committee, at least as far as I am concerned, to 
understand this, it is important to know about each one of the recom- 
mendations. If it is merely a restatement of the present Treasury 
regulations, from the standpoint of clarification, it is important to 
know that. If it is an area where the Treasury regulation itself is in 
some question, it is important to know that, and I think it would be 
helpful if, with respect to each one of these, we could get a clear state- 
ment, as best you can, as to whether your recommendation is a restate- 
ment of the Treasury regulation or whether that is an area where | 
even the Treasury regulation is not clear. | 

Mr. Pererson. I think, as Mr. Darrell just said here, that we are | 
here concerned with perfecting or restating in clearer form what we | 
think the present policy of the statute is. I am not prepared to say _ 
in each instance exactly what the Treasury regulations provide. 

I know in one case people have been able to get rulings along the 
lines we lay down, although I don’t think the problem is stated in 
the regulations. 

In another one, we feel the Treasury regulations are correct, but 
that there may be some doubt as to whether they are supported by 
the statute, so we are providing some statutory implementation. In 
the third case we think, with respect to the one about. the 302(b) (1) 


that there is some uncertainly in the present administration as to what — 


he rule is. 

Mr. Curtis. Those are the details that I think are necessary, at least 
as far as I am concerned, for this legislative committee to know. Then 
comes this point, and this underlies all of this: It is always a matter 


of judgment as to whether we put something in statutory form in detail | 


and how much we deliberately leave to regulation. I think everyone /e 


agrees that we should not attempt to freeze into the statute a lot of 
detail if we can count on that being properly set out in regulations. 
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So in deciding each one of these matters I am anxious to know why 
ou feel that regulation is not the proper way to get at these problems 
and why you feel it should be frozen into the statute. 

That is the reason I ask these preliminary questions. 

If one of them for example, is a restatement of Treasury regulations, 
why do you feel that should be frozen into the statute and why isn’t 
it good to keep it at the regulation level ? 

r. DarreLt. You have stated precisely what we have felt in our 
deliberations on these matters. We did not want to incorporate the 
regulations in the statute where it wasn’t necessary. We have elimi- 
nated a great many suggestions that would have involved that. 

In this particular instance we think there is some confusion in ad- 
ministration. We think, though, that the intention of Congress, in 
the light of the legislative history, is in keeping with what we recom- 
mend here. We think that by putting this in the statute, it will ease 
the administrative problem, which otherwise seems to be a difficult 
one. 

In other areas where we have incorporated a regulation, we have 


_ done so because of a fear, which usually has been indicated by admin- 


istrative officials, that the regulation could be questioned on the ground 
that the law didn’t justify it. We felt in those cases that we had 
better put it in and not have a lawsuit over whether the regulation 
is valid. That, I think, is the only reason we have in any Instance 
reommended incorporating a regulation in our statutory recom- 
mendations. 

Mr. Curtis. One of the tests of applying those guidelines would be 
whether there has been litigation in these various areas. That is one 
of the questions I think this committee should know, as best we can. 

Is there presently pending litigation that involves these areas you 
brought up, and if so, what is the status of that? 

Mr. Darreti. Mr. Curtis, with a code like the 1954 code, it takes 
some time for litigation to develop and there has been very little 
actual litigation in these areas. There has been a ruling practice, and 
there have been experiences of lawyers with the administration of the 


_ law. Our experience relates much more to this than to actual court 
cases. 


Mr. Curtis. I agree with that. I think that is right, but, at least 
inapproaching these things, entirely apart from the technical problem 
itself, I think in order for this committee to use judgment as to 
whether we are going to take something off that has been a regulation 
and put it in the law, we ought to have as best you can give us the 
background of that. I think our decision is going to be made to some 
degree on the basis of whether it should be at the regulatory level or 
at the statutory level. This kind of background helps us decide that. 

Again I say that is at least from my point of view. 

Mr. Darre.y. We have attempted to do that in our report. 

Mr. Curtis. That is why I was asking the questions. I have re- 
ceived the report. 

However, on these particular things it was not brought out. I am 
ata loss to know, or at least come to some conclusion of my own as to 


whether these are wise to shift from the regulatory level. From 


everything that has been said to date, I see no reason for not Jeaving 


itat the regulation level. 
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Mr. Pererson. Take, Mr. Curtis, for example, this one dealing with 
whether you should have distribution treatment on a redemption of 
stock by a corporation which has no earnings or profits. The statu. 
tory language is merely that the distribution is not the equivalent of 
a dividend. The use of that word “dividend” raises a question ag to 
whether it is applicable in any case where the corporation does not 
have earnings, Seciies a dividend is only a distribution out of 
earnings. 

True, I think it was the Senate report that contained a passing re- 
mark that this was equally applicable to those cases where there were 
no earnings or profits, and that position has also been taken in the 
regulation, but we feel there is some doubt, if there should be a con- 
test on that point, that the regulations would stand up; if the tax. 

ayer took the position that it was not applicable—that it could not 
Be a dividend equivalent under those circumstances—and claimed the 
loss, for example, on the surrender of high basis stock for a capital 
distribution, there is doubt whether the regulation would stand up, 

We thought that the Service needed the backing of the statute in this 
area and I think the Service felt the same way, so in that case, al- 
though the regulations do take the position, because of some doubt on 
our part as to whether it would stand up, we thought it was the right 
rule and so we backed them up on it. 

Mr. Curtis. That is the kind of information I seek. 

Thank you, Mr. Chairman. 

The Cuarrman. Mr. Darrell, is Mr. Lanahan next ? 

Mr. Yes. 

The CHarrMan. Does anybody else have any questions ? 

Mr. Alger. 

Mr. Acer. As a procedural matter, we are confronted with want- 
ing to listen very closely to what is said even as we are trying to 
assimilate material in the printed form. 


Are we going to follow, as we have in the 2 previous days, the | 


recommendations in order after the presentation of the master list? 
The Cuatrman. We will have questions of each of the group as soon 
as they conclude their discussion of each of these individual topics 


just as we did with respect to Mr. Peterson. As soon as Mr. Lanahan | 


completes his statement, then we will question him with respect to the 
constructive stock ownership rules. 

Mr. Avcer. Then it anes“ be appropriate to ask the gentleman to 
refer to the pages on which they are treating this matter? 

The CHarrman. Yes. 

Mr. Acer. If you have our summary, that would help us. 

The Cuatrman. They do not have that. 

Mr. Arcer. I imagine they could find that for us very quickly. 

Mr. Pererson. I believe most of what I have spoken of is listed 
on page 27 in only about half a dozen lines under the heading of sec- 
tion 302. Not having read this, I am not certain whether there is 
also some discussion in summary form of these problems in the earlier 


part. 
The Cuatrman. Mr. Lanahan’s discussion begins on page 18 of the 
summary. 


Allright, Mr. Lanahan. 
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Mr. Darreti. Mr. Chairman, the next topic is a technical one, but 
it is, we consider, one of the more important ones in our report. The 
1954 code adopted the doctrine of attributing the ownership of stock 
owned by one person to another person under certain circumstances. 
There has been considerable criticism of the existing provisions. Mr. 
Lanahan will explain the nature of our recommendations on this sub- 


ect. 

, The Cuarrman. Mr. Lanahan, let me make this suggestion, if you 

will. I think it will be very helpful in each instance if you will very 

clearly state what the rules are under existing law, which of those you 
ropose to change, and how you propose to change them. 

Will that burden you too much in your discussion ? 

Mr. Lananan. I can try todo that, Mr. Chairman. 

Mr. Curtis. Mr. Chairman, on that point, could we have what the 
Treasury regulations are for a distinction between what the statute 
is and what the regulation is? I think that is a point we need to know 
in all of these. 

The Cratmrman. I do not know that any one of these gentlemen 
could give you offhand what the Treasury regulations are in detail on 
each one of these sections. You must remember that we are in a very 
complicated area of the law and if they can, it is well for them to do 
it, but I think we should understand that they may not be able to give 
us the detailed regulation in each instance without refreshing their rec- 
ollection. 

Mr. Darrewi. This is an area in which we are recommending changes 
in the technical law. It is essentially not a matter of regulations at 
all. 

Mr. Curtis. Mr. Chairman, if you will bear with me for just a mo- 
ment, the reason I bring this up again is I think underlying almost 
all of this material is the question of whether we are going to take it 
out of the regulatory field and put it in the statutory field, and that is 
the reason I am anxious to know. 

Now, the statement was just made that this is an area where they 
feel that it should definitely go out of the regulation field and go into 
statutory area. In each instance that would be very helpful to know. 

The CuatrmMan. Goright ahead, Mr. Lanahan. 

= Darretit. Mr. Chairman, Mr. Silverstein would like to say a 
word. 

The Cuarrman. I amsorry. 

Mr. Sirverstern. If I may, in response to Mr. Curtis’ statement, I 
think one interesting example of what was attempted to be done here 
in the stock redemption area, which is unclear in the statute, regula- 
tions, and the ruling policy, involves a problem of terminating the 
shareholder’s interest in a corporation under the general rule of the 
law, and apparently in the regulations, if the shareholder’s interest is 
om 200 Wg terminated, he is entitled to capital gains treatment, stated 
generally. 

It was learned since passage of the 1954 code that the service would 
not apply that rule literally if another member of the shareholder’s 
family, particularly his spouse, still remained in the corporation. Ad- 
ministratively it was known as the so-called boudoir rule. 

In other words, although it seemed clear in the law that if a hus- 
band was redeemed out of the corporation he was entitled to a capital 
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gain, the Service in those cases in which it mepenyet that the wife 
would still remain in would not approve a ruling of a capital gain. 
This group could not deal with anything in which the law seemed 
clear. 

Here we were confronted with what is the proper rule, and accord- 
ingly, as I understand, the advisory group would change the rule 
specifically in the statute, thus eliminating a ruling policy which 
seemed to be at variance with the law and the dig say ; 

Mr. Curtis. I want to thank the gentleman because that is exactly 
the kind of information I think we need to know, where there is in- 
formation like that, on any of these subjects. 

The Cuarrman. Go ahead, Mr. Lanahan. 

Mr. Lanauan. I am going to take up the rules of constructive own- 
ership which are in section 318 of the present code and are in section 
11 of the advisory group bill, which appears on page 22. The rules 
of constructive ownership consider stock to be owned by a person 
although he does not have actual title to it. The person is in such 
close relationship to the actual owner that he may be considered at 


least to have the beneficial ownership of it. These rules are useful 


primarily in the area that Mr. Peterson has just discussed, dealing 
with redemptions of stock, but they have soninalies in other areas 
of subchapter C, and those areas are listed at the end of section 318 
by cross reference. 

They apply, for example, to determine whether a person has actually 
disposed of all of his interest in a corporation to see whether or not, 
in the disposition of section 306 stock, he should have capital gain 
treatment or the special section 306 treatment, and they apply in 
the area of corporate liquidations, and also in the net operating loss 
carryover area. 

I might say, by way of background, that in 1951 the Treasury De- 
partment issued tentative regulations to apply rules of constructive 
ownership in the area of redemptions of stock under section 115 (8) 
(1) of the 1939 code. The tentative regulations aroused considerable 

rotest on the part of taxpayers, and they never were promulgated 
in final form. It was felt, however, that it is appropriate for con- 
structive ownership rules to be applied in this complex area in order 
to achieve proper results and, accordingly, in 1954 they were made 
a part of the statute. It was because of the protests to the tentative 
regulations which were generally grounded on the fact that there 
was really no statutory authority to issue such tentative regula- 
tions, that they were finally withdrawn, as I recall. 

As Mr. Darrell has indicated, we have made quite substantial 
changes in the application of these constructive ownership rules. 

In the first place, the present statute defines a member of the tax- 
payer’s family as including his spouse, other than a divorced or 
separated spouse, his children, grandchildren, and parents. The 
statute now does not include the taxpayer’s grandparents. 

Our recommendation is that the grandparents be included in the 
definition of family in order to provide a great deal more symmetry 
to the family area. It is the opinion of the advisory group that a 
grandson is very often the natural object of the bounty of the grand- 

arent and the grandson should be considered to own stock owned 
y his grandparents just as much as in the case of the other rela- 
tionships described in section 318. 
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Additional amendments in the family area would exclude from 
the definition of spouse a spouse who is divorced under an inter- 
locutory decree of divorce. It does not have to be a final decree as 
it would under the present language of the statute. 

In addition to attribution of stock between family members, there 
is attribution of stock between certain entities in which a taxpayer 
has an interest, and these are estates, trusts, partnerships, and 
corporations, 

n the case of partnerships and estates under the existing statute, 
it is provided that where a partnership or an estate owns stock, it 
is considered as owned proportionately by the partners or the 
beneficiaries. 

The present statute does not provide any percentage limit on how 

small an interest in a partnership a partner may have, for example, 
and avoid being considered to own proportionately that amount of 
stock owned by the partnership. In rewriting that rule of attribution 
in the partnership area, the advisory group report requires that in 
order for there to be attribution from the partnership to the partner 
he must have a 5-percent interest in the capital or profits of the part- 
nership, Whichever is the greater, And I believe that you have pre- 
viously developed through Mr. Peterson the special manner in which 
this partnership attribution rule is treated in certain of the special 
rules under section 302, and I won’t go over that again if you don’t 
mind, Mr. Chairman, 
_ In the case of estates and trusts, a beneficiary of an estate or trust 
is considered, under our proposal, to own stock owned by the estate 
or trust if he has an actuarial interest of 5 percent or more in the 
estate or trust and in the proportion of that actuarial interest in the 
estate or trust. We have made a further change there which should 
be brought to your attention. If under no circumstances a bene- 
ficiary can receive stock owned by the estate or trust, or the proceeds 
of its disposition, or the accumulated income therefrom, then the stock 
owned by that estate or trust is not deemed to be owned by that 
beneficiary. 

In the corporate area, existing law provides that if 50 percent or 
more in value of the stock in a corporation is owned by a person, 
then he is considered as owning the stock which the corporation owns 
and in the proportion which the value of the stock which he owns 
bears to the valiie of all the stock in the corporation. 

The percentage in the corporate area has been reduced to 5 percent 
under the advisory group report and it is believed that this 5-percent 
interest will be a sufficiently large interest so that the shareholder 
who will be deemed to own stock owned by the corporation will have 
a very real interest in that corporate property. The 5-percent re- 
quirement, however, will do away with the ae of making mini- 
mal computations. I also want to point out that the computation of 
the 5-percent interest is made only with respect to what may generally 
be termed common stock. The rules of constructive ownership oper- 
ate in two directions. They deem a person to own stock owned by 
an estate, a trust, or partnership, or by a corporation. They also make 
the estate, trust, partnership, or corporation own stock owned by the 
interested person. It is primarily in that double attribution area that 
existing law works erratically because of the complex statutory 
language. 
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Assume, under the present law, that two partners, A and B, own 
stock in the X Corporation and that the partnership A-B does not own 
any such stock. By reason of the rules of section 318, the A-B part- 
nership owns the X Corporation stock which partner B owns and 
once that stock is attributed up to the partnership it comes down again 
to partner A. 

Therefore, by A and B being partners, the stock which would be- 
tween two unrelated persons not otherwise be attributed from one to 
the other is so attributed. It is the advisory group’s opinion that 
this situation should be corrected, and the language of the proposed 
bill does accomplish that result. Under the bill, there is no double 
attribution in a situation such as I have described. 

However, the advisory group proposal does follow the pattern of 
the existing statute in attributing stock up to an entity in which a 
person has an interest. This attribution is comparable to the attribu- 
tion methods which I have described for the manner in which stock 
is attributed down from the entity to the party in interest. 

Stock is attributed to an estate or trust from a beneficiary where 
the beneficiary has a 5-percent actuarial interest. Stock is attributed 
to a partnership where a partner owning stock has an interest of 5 
percent or more in either the capital or profits. In the case of a cor- 
poration, stock is attributed to the corporation where the shareholder 
owning stock also owns 50 percent in value of all the outstanding 
stock except preferred stock. Thus, in the corporate area where we 
attribute stock up to the corporation, we do have a change in our 5- 
percent rule. It is necessary in order to attribute stock up to a cor- 
poration that there be a 50 percent common stock ownership. 

That generally concludes my statement, Mr. Chairman. 

The CHatrman. Mr. Lanahan, it has been suggested to me that it 
would be desirable to provide an overall exception to these attribution 
rules, which I think we must admit are sometimes harsh in some in- 
stances, applicable where the taxpayer can establish by proof that 
he has in fact no control over the person whose stock would otherwise 
be attributed to him. 

Did the advisory group consider whether such a suggestion might 
be feasible and desirable ¢ 

Mr. Lananan. Mr. Chairman, we do have an exception which was 
made for purposes of section 302(b)(1) where a redemption of stock 
i vt treated as a dividend if it is not essentially equivalent to a divi- 

end. 

In the 302(b) (1) area we say that the relationships described in sec- 
tion 318 may be taken into account, but it is not necessary to do so. I 
think that is along the lines of your comment, is it not, Mr. Chairman? 

The Cuatrman. Let me ask you, though, to take the case of a father 
and son who have engaged in some sharp business practice and have 
fallen out and don’t even speak to one another. Is it possible for the 
Treasury, under the present section 318, not to reach the conclusion 
that would result in attributing stock of one to the other ? 

Mr. Lananan. I don’t believe that it would be possible under the 
language of the existing statute. 

The CHarrman. Is it fair to have such an attribution rule apply 
when there is no control ? 
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Mr. LANAHAN. That was the basis for our recommendation over in 
the redemption area, Mr. Chairman, that we felt that generally the 
realities of the situation should be allowed to prevail. 

The CuairMan. Is it your thought that under your recommenda- 
tion in the example I have just stated it might be possible for a tax- 
payer not to have these interests attributed to him for tax purposes 
where there is no control even though there is the relationship of 
father and son ? 

Mr. Darreti. Mr. Cohen would like to say a word on that. 

Mr. Conen. Mr. Chairman, if I may speak to this point, which I 
believe Mr. Curtis was inquiring about earlier, as to whether or not 
we were recommending a statutory change that would merely in- 
corporate the Treasury regulation or would modify or establish a 
contrary rule, I think it is in this particular area that one of our 
amendments to section 302(b) (1) has been listed in the summary as a 
technical amendment involving a change of relatively minor im- 
portance. It is a change of relatively minor nature in that we are 
only changing a few words in the statute, but we believe it will go a 
long way to clearing up the matter that the chairman has just 
referred to. 

In the existing statute there is a provision that states that a dis- 
tribution which is not essentially equivalent to a dividend will be 

iven capital gain treatment. The attribution rules then say that a 
ather and son are deemed to be one person for purposes of applying 
the rules. The existing statute technically seems to say that that 
attribution rule has to be applied in connection with the general cule 
that distributions not essentially equivalent to a dividend are to be 
given capital gain treatment as well as in connection with some of 
the arbitrary statutory rules dealing with termination of interest. 

When Congress passed the law in 1954 it was specifically said that 
there was no intention to change the general rule in the previously 
existing law regarding distributions not equivalent to a dividend but 
simply to add some specific cases in which capital gain treatment would 
be prescribed in the statute and not left for determination under the 
general rule. Under the then existing law attribution of stock owner- 
ship was not required. We have tried to incorporate that policy that 
was expressed in the committee report into this revised recommenda- 
tion by stating specifically in the statute that the attribution rules 
which would attribute the father’s stock to the son, say, are not neces- 
sarily to be applicable in determining whether a distribution is 
essentially equivalent to a dividend. 

The Treasury regulations when first proposed did not say that. 
They were modified so that it seems now that they would agree that 
if you can show that there is a family dispute, the father’s stock 
does not have to be attributed to the son for this particular purpose; 
but I was told within the past year that in the more than 4 years that 
have passed since the enactment of the 1954 code only one ruling has 
been given by the Service in which the attribution prescribed in the 
statute has not been regarded as mandatory. 

The Cuarrman. You have discussed, Mr. Cohen, the one situation, 
as I understand, in the case of distributions and redemptions of stock 
wherein your report the attribution rules may be changed, or at least 
clarified, but if we are to do that with respect to distributions in re- 
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demption of stock, or if that is to be the law, why do you confine this 
easing of the attribution rules to that area exclusively without doi 
the same thing in other areas? If it is desirable that this congaal 
element be a factor in determining attribution, in the overall problem 
under section 302, why should it not also be a factor to be determined, 
as has been suggested to me, with respect to other areas as well? 

Mr. Conen. I think this matter was considered in the advisory 

roup discussions at some length. It was felt that the principal area 
in which this problem had arisen had been in the section 302 area in 
determining whether a distribution and redemption of stock should be 

iven capital gain treatment because it was disproportionate or should 
treated as a dividend. 

The other areas have not seemed to the advisory group to be of 
this much importance in this connection and the statute might well 
make an arbitrary assumption for other purposes, such as in loss 
carryover provisions where the problem comes in the case of acqui- 
sitions of loss corporations, or in the case of step-up in basis of assets 
where control of a corporation passes from one person to another 
and the corporation is completely liquidated. 

It may not be such an unfortunate circumstance to say that for 
purposes of those rules father and son will arbitrarily be regarded 
as the same. In our experience—I believe I can speak for the mem- 
bers of the group—we have not seen the problems arise in those areas 
to anything like the extent that they seem to be applicable in 302, 

The Cuarrman. To the extent, though, that they do arise in these 
other areas—there may be only one case a year in each—do we not 
create an undue hardship in imposing attribution rules where in real- 
ity there is no element of control ? 

Mr. Couen. Perhaps so. I have not seen it arise, but it may well. 
If I may make one statement and then Mr. Peterson can talk, one of 
the difficulties, Mr. Chairman, we have found in trying to draw some 
control exception in these attribution rules—in other words, apply 
it only where one member of the family has control over fie 
member of the family—is simply in the problem of trying to define 
what you are talking about. 

It is very difficult to establish whether in fact one member of a 
family controls the decisions of another member of the family as to 
whether he wants to have his stock redeemed or not, and if we get 
into a matter of taking testimony as to whether one person controls 
another one or not it seems to me that the Service is going to have 
considerable difficulty and so are the courts. 

Tt seemed to us in the 302 area that you can judge whether this is 
like a dividend or whether this is like a sale by looking at the objec- 
tive facts as to whether the parties really have a controversy going 
which is to be settled by the redemption, or do not, but that is a matter 
that seems to us to be quite different from saying that father controls 
son or son controls father. 

You are dealing with matters of family relationship and we have 
not felt it dnnivabts to frame the statute in terms of control of one 


individual by another. I might add that this same suggestion was 
made on the floor of the meeting of the American Bar Association 
in Los Angeles last summer, and after discussion and after consid- 
eration by the committee on corporate stockholder relationship, it 
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was concluded by a majority vote, a substantial majority vote, that 
it could not feasibly be done. 

The CHarrMan. You mean from the point of view of administra- 
tion of such a statute? 

Mr. Conen. And interpretation of it and application of it by the 
courts as well as by the Service. 

The Cuarrman. I can understand that that is a difficulty of course, 
but I am thinking in terms of the inequity of applying these rules 
of attribution, where in reality there is not control, and trying to 
weigh the inequity there with the problem of administration. 

Mr. Conen. We have felt the same problem and have tried to cover 
it in this way in an amendment that is referred to as a technical 
amendment not of major importance. We would regard it, while 
it is technical, as being of major substantive importance also. 

The CHairman. I was prompted to ask the question because I 
noticed that you did feel as I do with respect to section 302 situations. 
Iam encouraged by your comment that these other situations do not 
arise in the same numbers as do the problems under section 302. 

Mr. Darrett. Mr. Peterson would like to add a word. 

Mr. Peterson. I wanted merely to say this: We have done the 
same thing I think in section 306. Sections 306 and 302 are prett. 
closely related and in those situations where the failure to do so will 
in effect impose a penalty, a terrific bite on the taxpayer, we felt it 
was important to do something about it. ’ 

In the other areas, which are section 334(b) (2)—the so-called Kim- 
bell diamond area—and the carryovers, in a sense you might say that 
we are not puiting a burden or a bite on the taxpayer, but it is a 
question under what circumstances he should be given a certain privi- 
lege or the benefit. of a special rule, and there it seemed to us that 
we could be rough. 

Also there was more opportunity for manipulation I think where 
the Government might be considerably harmed, but this was the area 
where the penalty in not doing something was going to be so severe 
that we thought we just had to. 

The Mr. Lanahan. 

Mr. Lananan. Mr. Chairman, may I just add one point to supple- 
ment Mr. Peterson’s comment. We do not generally apply a relaxa- 
tion rule in the constructive ownership area outside of section 302 
because the other areas where the constructive ownership rules do 
apply I think can fairly be said to require concerted action on the part 
of the shareholders, which would be somewhat inconsistent with put- 
ting in such a waiver rule. 

n other words, the purchase of all the stock in the Kimbell- 
Diamond situation would require them to get together on it. 

The Cuairman. That is a good point. I frankly admit I had not 
thought of it. 

Are there any further questions? 

Mr. Curtis? 

Mr. Curtis. Mr. Chairman, I just want to see if I can get this 
straight in my mind. As I understand the presentation here, it is 
really the question of whether the law as written was creating an 

irrefutable presumption or whether it should be a presumption that 
is refutable, and I raise the question through that you now have sug- 
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gested that the Treasury Department through action is now recog. 
nizing this to be a refutable presumption. 

Am I correct? They are now coming to that point of view, that it 
isn’t an irrefutable presumption ¢ 

Mr. Counen. The Treasury regulations, Mr. Curtis, as I read them, 
do say that the presumption may be rebutted in this case. It is not, 
I feel, as clear as it might be in the regulation, and the statute is 
literally, I believe, to the contrary in the father and son case we have 
been discussing. 

Mr. Curtis. The statute in your judgment actually gives weight to 
the argument that it is an irrefutable presumption ? 

Mr. Couen. The situation is in this peculiar posture: A literal 
reading of the statute seems to make, at least in my opinion and in 
the opinion of the group, the presumption irrefutable in this case, 
Secondly, the Treasury regulations have apparently been modified in 
their final form, as compared with the way in which they were origi- 
nally proposed, so as to say that the presumption can be rebutted—as 
Congress intended—but the Service is issuing practically no rulings 
to this effect. Therefore, a person in those circumstances must act 
without the benefit of a ruling. Then if we must go into court to de- 
fend his position, he is faced with the problem that the regulations 
are not as specific as he would like to see them and the court may find 
that the statute is just completely the other way. Hence, the situation, 
it seems to the group, requires specific clarification in the statute. 

The group also feels that if problems of personnel in the Service 
would warrant it, rulings should be given in these cases where there 
is a clear dispute among the closely related members of the family. 

Mr. Curtis. On that let me state my concern. I think this should 
be a refutable presumption and I think there is good reason for that. 
On the other hand, if the statute as we now have written it would per- 
mit the presumption to be refutable and the Treasury simply has 
gone ahead and ignored this, I would much prefer to correct it at the 
administrative level than to try to correct something at the statutory 
level that is really not in error. 

You pointed out the error is, in your judgment, at the statutory 
level. That I can understand. I think, though, many times in many 
of these problems that you are going to present here there are attempts 
made to correct something that would be an error at the administra- 


tive level, to try to do it statutorywise. That has a tendency, I submit, | 


to foul up our statutes. 

I would much prefer to correct these things at the level where they 
should be corrected rather than by creating another error to solve the 
original one. I am satisfied on this point. I think you presented it 
well. The only reason I dwell on it is, that is the way I want to un- 
derstand these things. I want to be sure that you are not trying to 
correct something that is really an administrative error at the statu- 
tory level when a good interpretation of the statute ought to be 
adequate. 


Mr. Conen. It is one thing to give rulings where you have some | 


arbitrary rules to follow and personnel can just follow them. How- 
ever, it is a matter of judgment in many instances as to whether there 
is a real dispute in the family or whether it is one which is not as 


substantial as the papers would make it out to be. On requests for 
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advance rulings, there is no opportunity to have hearings or testimony, 
or to cross-examine the se of the family to determine whether 
the dispute is a real dispute or not, and therefore it is not a simple 
matter for the Service to give advance rulings in all these areas. 

We feel, however, that there are some reasonably clear cases in 
which disputes exist where more rulings could be issued than have been 
jssued up to now. 

Mr. Curtis. You are using—again this is an illustration—the case 
we are talking about and I can appreciate that. Some of the criti- 
cisms you are now directing have to do with what I would say requires 
changes in our administration. If we are going to write good statutes, 
in my judgment we are not going to try to make bone out of what 
should be muscle. The statutes I Beak. » as bone, you might say, and 
your regulations and your rulings as muscle. I think we make a 
grave error if we try to correct some of these things, when it is ny 
a problem of proper administration, by doing it at the statutory level. 

i do not want to take more time to dwell on this point, because I 
think it is so fundamental to each one of these things that are brought 
up. Let us not make a mistake of correcting an administrative prob- 
lem by changing our statute. 

Now, the explanation on this one point certainly satisfies me. If 
the statute actually was written so that really this is a rebuttable pre- 
sumption, I think we would make a mistake in trying to alter the 
statute again. We ought to get back to the level where the misinter- 
pretation has occurred. 

The Cuarrman. The statute very clearly does not make this a re- 
buttable situation, is that not right 

Mr. Darrety. That is right. 

The Cuarirman. If it is to be a rebuttable assumption, we must do 
some of the things at least that the advisory committee report 
recommends, 

Let me ask you this: Would it in your opinion be advisable to add 
an exception to section 318 where a taxpayer can establish that the 
parties involved have adverse interests so that in that situation the 
attribution rules will not apply ? 

Mr. Darrevi. Mr, Chairman, all I can say is that the group con- 
sidered this and concluded on balance not to recommend it, because 
we did not think it would mean a great deal and we did not think it 
quite necessary, although we are in sympathy with the idea. 

The Cuairman. All right. You have answered my question. Are 
there any further questions ? 

Mr. Curtis. Yes, I did have one, Mr. Chairman. 

Back in the very beginning when you were discussing this partner- 
ship attribution, you said that in the statute there was no percentage 
limitation. What has the Treasury regulation been in applying that 
where there is no percentage limitation ¢ 

What have they done in the way of making a limit? 

Have they used the rule of reason, or what have they used ? 

Mr. Lananan. The percentage limitation that we are proposing 
here is a 5-percent limitation. 

Mr. Curtis. I know what you are proposing. I am saying in the 
statute there is none, is that right ? 

Mr. Lananan. I am trying to back into your question if I may. 
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Mr. Curtis. Iam sorry. 

Mr. Lanauan. It is really a 5-percent limitation which is put in 
in order to create a floor beyond which we don’t have to look. 

There is, as you point out, no such floor in the existing statute, and 
while I do not have the regulations before me, I believe that they sim- 
ply repeat the language of the statute, and if any partner has even a 
1-percent interest in a partnership, he is considered to own 1 percent 
of any stock owned by the partnership. 

Mr. Curtis. Is there any error in having that? Why not permit 
the flexibility ? 

I suggest that probably the Treasury, from a practical standpoint, 
uses some sort of a rule of thumb like that because they do not have 
the personnel to go into all these cases. On the other hand, why is 
not that perfectly all right to leave the flexibility there? 

Would it actually make a difference ? 

Mr. Lananan. The only flexibility that we would be removing in 
that area would be not to require the taxpayer or the Treasury to go 
into what we really consider to be de minimis computations. 

Mr. Curtis. Let me ask you this: Can that not be done by Treasury 
ruling from a practical standpoint, or can it ? 

Maybe it cannot be, but that is what I would like to know. 

Mr. Lananan. You mean can the Treasury itself put in a de 
minimis rule? 

Mr. Curtis. That is right. 

Mr. Lananan. There would be no support for it, sir, in the statute, 
and if they had a 5-percent rule, it would be considered entirely 
arbitrary. 

Mr. ——— To be very honest with you, I am very disturbed, not 
that I do not agree that there are some times when we have to put in 
floors and ceilings, but every time we put a line of demarcation in 
we run into further interpretative problems. Unless it is necessa: 
or there is a real reason for it, I would prefer to keep the statute flexi- 
ble so the Treasury can apply it as they see fit. That is the key to the 
thing, as far as I am concerned. 

Mr. Lananan. I think Mr. Cohen has addressed himself to this 
point, in part, a little earlier, that taxpayers generally don’t get to see 
all the rulings emerging from the national office. 

Mr. Curtis. What you are doing now is talking about the adminis- 
trative field, and I think you are right. I think we have to do a lot 
in this administrative field. I am convinced that we are not doing 
the job that needs to be done in the administrative area, but I do not 
want to use the statutes to correct something that should be done at 
the other level. 

I believe we have some very, very serious problems and many of the 
problems that I have read about, strike me as arising from our diffi- 
culties at the administrative level, while our statutes probably have 
been fairly satisfactory. 

The Cuamman. The concern of the advisory group at this point is 


not with respect to the administration of the regulation, but your con- — 


cern is that the statute is so inflexible that the administration cannot 
be flexible in applying the statute, is it not? 

Mr. Lanauan. That is definitely one of the problems, Mr. Chair- 
man. 
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Mr. Curtis. If that is so, then I misunderstood. 

Do you say that the statute is flexible in that it permits the Treas- 
ury to go into any of these problems and they are not confined to a 
5-percent limit ? 

r. Lanawan. On that point, the statute is inflexible in that the 
Treasury cannot ignore a de minimis interest in a partnership, for ex- 
ample, where it would be entirely are riate so to do. 

Mr. Curtis. That is the question I asked; were they actually in that 

ition ¢ 

I think from the standpoint of administration they do, and they 
have to exercise discretion. We cannot enforce the laws in detail on 
all taxpayers; nor do we. We use a spot-checking type of operation 
and from a practical standpoint I see no reason why that should not 
continue. 

You say that it is inflexible. I suggest that it is very flexible and the 
Treasury has used it as such and this would not permit them to go into 
an area below 5-percent even though they might for a lot of reasons 
want to do it or might want to have that flag up. 

Mr. Darrett. Mr. Curtis, may I come to the defense of the admin- 
istration on this point ? 

Mr. Curtis. Surely. 

Mr. Darrett. In the area we are talking about, the 1954 code drew 
precise lines and left no room for much discretion. It would be diffi- 
cult for the Treasury, in the face of that, to say that less than a 5-per- 
cent interest could be ignored as de minimis. I think it would be most 
difficult for the Treasury. 

Mr. Curtis. Do not misunderstand me. To a degree I am being 
a devil’s advocate here in order to try to bring out what I think are 
basic considerations that we must apply in all of these various things. 
I may agree with your presentation, but I am trying to raise the 

uestions that to me are the ones that determine whether we should 
ollow your suggestion that we do put this in the statute. It looks 
tome as though you might be right. 

This may be an area where we are helping administration and also 
saving a lot of taxpayers a lot of trouble. 

But on the other hand specific floors and ceilings are conveniences 
to tax avoiders as well as administrators, though for different motives. 

Thank you, Mr. Chairman. 

The Cuatrman. Let’s go to the next topic, Mr. Darrell. 

Mr. Darreti. Mr. Chairman, the next topic is a very important 
one. It involves some very important substantive changes in the law 
involving taxable complete and partial liquidations and the difficult 
collapsible corporation area. Mr. Cohen will present our recommen- 
dations on those. 

The Cuarrman. Mr. Cohen, you are recognized, sir. 

Mr. Conren. This commences in the summary on page 3, item No. 4 
at the bottom of page 3, and goes over to the middle of page 7. 

In the statute itself, it is on pages 29 to 31, the initial phases, and 
then on page 34 and page 35, but in the summary commencing at the 
bottom of page 3. 

The first subject that I would like to discuss is the treatment. which 
we have recommended with respect to taxable complete and partial 
liquidations of corporations. 
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The tax law for many years has regarded a dividend out of earnin 
of a corporation as subject to tax at ordinary income rates. At the 
same time, a sale of stock by a shareholder to another party is given 
generally capital-gain treatment, even though some of the values that 
are involved in the stock represent accumulated earnings of the corpo- 
ration. The problem in the case of the liquidation of a corporation 
is in trying to determine in what circumstances we are going to con- 
sider the liquidation or death of the corporation as representing a 
distribution of earnings or whether we are going to regard it as the 
equivalent of a sale of stock of the corporation to a third party. 

The statute for a good many years has, in general, regarded the 
complete liquidation of a corporation as the equivalent of a sale by 
the shareholder of his stock to a third party for an amount equal 
to the fair value of the assets that he receives from the corporation 
on its liquidation, even though part of the distribution may represent 
in fact accumulated earnings; they are given capital-gain treat. 
ment along with the other values just as though the shareholder had 
sold his stock to a third party. 

The first thing that I would like to mention among our recom- 
mendations is a proposal to deal with the problem of appreciated 
property which is distributed in complete liquidation of a corporation, 
The statute uses the words “complete liquidation” in general as mean- 
ing the complete going out of business in corporate form, but the 
actual termination of a corporate charter by dissolution proceedings 
is not required. It involves mainly a distribution of all the assets 
and a winding up of the corporation. 

Let me use the case, as an illustration, of a man who, let us say, has 
a piece of real property—land and buildings—that has a cost to him 
of $10,000. We have a provision in section 351 of the law, which 
has been in the law for many years, that the individual may transfer 
that real property, having a cost of $10,000, to a corporation on 
organization in exchange for all the stock of the company without 
me tax to himself, even though the property may be appreciated in 
value. 

Let us assume, for example, that the property at the time he puts 
it into the corporation is worth $25,000 to him. He receives back the 
stock of the corporation in exchange for the property and the corpo- 
ration has a cost for the property of $10,000, the same as the cost. of 
the property to the individual. He takes over the stock of the 
corporation at a cost of $10,000, and the $15,000 appreciation in value 
is not taken into account for tax purposes at that time. 

Now let us assume that, without anything else happening—no 
earnings derived by the company, no losses from operations—a few 
months later the individual decides for some reason that the corporate 
form of holding the property is not advisable, and he wishes to dis- 
solve the company, completely liquidate it, and transfer the property 
back to his own individual ownership simply by cancellation of the 
stock and delivery of a deed from the corporation to himself. With 
one exception, which I will mention in a moment, the student provides 
that that distribution of the property—the deeding of the property 
by the corporation to the individual—is a taxable event and he is 
deemed to sell his stock, which has a cost of $10,000 to him, for an 
amount of $25,000, being the present fair value of the property. He 
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realizes a capital gain of $15,000, which will be a long-term capital 
in if he has held the stock for more than 6 months. 

Thus, although there has been no passing of the real beneficial 
ownership out of this man’s hands to any other individual, either 
directly or indirectly, the statute requires the payment of a tax on 
$15,000 of gain when he liquidates the company. And, furthermore, 
he takes the property back this time for future tax purposes at a 
cost of $25,000 instead of the former cost that he had of $10,000. 
So, though we exact a capital gains tax on $15,000 from him in this 
transaction, we give him the benefit of writing up his cost by reason 
of this liquidation of the company from $10,000 to $25,000, and he 
can thereafter depreciate the building on the basis of a cost of $25,000. 

It is this recognition of a gain on the liquidation of the corpora- 
tion that leads to a great many difficulties in the field, some against 
the taxpayer’s interest and some against the interest of the Treasury 
Department and the revenue. 

_With respect to a case of this particular kind, the statute has pro- 
vided, at least since 1951—and there was a provision of a similar nature 
in the law in 1944 and again in 1938 for those two particular years— 
that a shareholder who dissolves a corporation in these circumstances 
can elect to have the liquidation of the corporation regarded as a tax- 
free transaction, and he can take the property back at a cost of only 
$10,000, provided he follows some strict requirements in the statute. 
This provision is contained in section 333. But there are two impor- 
tation limitations on the operation of this rule which have prevented 
it from being in widespread use. 

The most important is that any earnings of the corporation that 
exist from operations during the life of the corporation must. be 
taxed to the shareholders as a dividend, even though they are received 
by the shareholder in liquidation. Therefore, if there are accumu- 
lated net profits from renting the property in the meantime, then as 
the price of postponing a capital gains tax on the $15,000 of appre- 
ciation he must consent to paying a tax on ordinary income equal 
to all the net profits of the corporation since its organization. Thus 
he has a bad choice to make. 

If there are no earnings in the corporation, he, in most. instances 
in this situation, will elect to apply the section 833. But in so many 
cases there are accumulated earnings and in many cases also it is not 

ssible to determine precisely the extent of the earnings because they 
involve calculations going back over the entire life of the corpora- 
tion. As a result, we were told a year or so ago that there had been 
only about 1,500 cases in which this provision had been used, though 
at the time the law had ben in effect for some 8 years. 

We felt that this was not a sufficient solution to the problem be- 
cause, among other things, it requires the payment of a dividend tax 
at the time of liquidation as the price of postponing realization of 
the gain representing appreciation in value. 

The other side of this problem is that taxpayers will at times de- 
liberately liquidate a company and deliberately pay a capital gains 
tax in order to obtain a higher cost for the property. This has raised 
the problem of the so-called collapsible corporation, which the Con- 
gress has dealt with in the present statute in section 341 and as to 


which there have been some special provisions in the statute since 
1950. 
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For example, in one of the earliest illustrations used in the com- 
mittee reports in 1950, a motion picture corporation would be organ- 
ized to make a movie at a cost, say, of $500,000. After 6 months the 
film had been completed and released and it was possible to value the 
film within fairly clear limits at, say, $2 million. At that point the 
corporation would be dissolved and a capital gains tax of $114 mil- 
lion, the difference between the cost of $500,000 and $2 million, would 
be paid by the shareholders voluntarily. Thereafter the film would 
have a cost to the individual shareholders of $2 million, which could 
be amortized against the film rentals that would be received for the 
film. Thus at the price of payment of capital gains tax on $114 mil- 
lion, the ordinary income derived from the film rentals would be 
reduced by $114 million. 

_ The Congress tried to prevent that type of transaction through what 
is now contained in section 341 as the collapsible corporation 
provision. 

In this particular area of liquidations of corporations, it is the ad- 
visory group’s recommendation that the gain on liquidation that is to 
be recognized to the shareholders be limited to the excess of the basis 
of the property—the tax basis, the tax cost of the property—to the 
corporation immediately prior to the liquidation over the share- 
holder’s cost for his stock. 

In other words, in the real estate case that I put, since the prop- 
erty of the corporation, if we assume for the moment there were no 
earnings, had a cost to the corporation of $10,000 and the shareholder 
had a cost for his stock of $10,000, there would be no gain recognized 
to him on the liquidation because there would be no excess of the 
basis of the asset in the hands of the corporation over his basis for 
his stock. 

In the motion. picture case that I mentioned, there would again be 
no taxable gain because the basis of the film in the hands of the cor 
ration is only $500,000 and the basis of the stock is also $500,000, and 
the individuals would not be required nor permitted to pay a capital 
gains tax on that appreciation in value. 

This rule deals only with the appreciation in value. If the corpo- 
ration has earnings, the earnings will be represented in the corpora- 
tion by additional property that it will have obtained, either in the 
form of the cash that results from the earnings or from other prop- 
erty that will have been bought with the earnings; and thus, in gen- 
eral, to the extent that the basis of property to the corporation exceeds 


the basis to the shareholder, it will include the accumulated earnings _ 


of the corporation. 

To illustrate, let us return for a moment to the real estate case. If 
the property put into the corporation had earned another $5,000 
which was available in cash, or in stocks, or other rea] estate that 
might have been bought, then the total corporate basis would be not 
only the $10,000 representing the basis of the real estate that was 
turned in to the corporation in the beginning, but it would also in- 


clude $5,000 of cash or other real estate that would have been derived | 


from the profits. Hence on the liquidation there would be a capital 
gain to the extent of the excess of $15,000 total basis of property dis- 
tributed to the shareholder over the $10,000 shareholder cost, or a 
capital gains tax on $5,000. Thus, by and large, the principle upon 
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which this is based is that earnings which go through the tax mill in 
the hands of the corporation and bear a 52-percent corporate income 
tax, or a 30-percent tax in the case of smaller corporations, should 
not at the time of liquidation of the corporation be again taxed as a 
dividend, but should bear a capital gains tax, generally at a maximum 
rate of 25 percent. And the shareholders should not be required 
to pay a tax on ordinary income equal to the accumulated earnings at 
the time of liquidation as the price of deferring tax on the apprecia- 
tion in the corporate property that is distributed to them in Niele 
tion. 

In the collapsible corporation area, with respect to the motion pic- 
ture, the statute now recognizes the gain of a million and a half dol- 
lars on the distribution of the motion picture, and taxes the million 
and a half dollars appreciation as ordinary income, which is a vicious 
form of tax if you develop a million and half dollars of ordinary in- 
come upon the distribution of the film in 1 year where there is no 
real change in ownership and it is still beneficially owned by the 
same persons who owned it in the corporate form. 

We would eliminate the necessity of imposing an ordinary income 
tax in the collapsible area at the time of the normal liquidation be- 
cause we would try to hit at the vice of it by not permitting a stepup 
in the basis to a point beyond the basis of the asset in the hands of 
the corporation prior to the liquidation. 

That, Mr. Chairman, is in general our proposal with respect to the 
so-called basis-over-basis rule in liquidation. It takes in a part of the 
area of the collapsible corporation problem, but there are other mat- 
ters involving collapsible corporations relating to sales of stock of 
collapsible corporations which I would refer to later. 

I think if there are questions on this, it might be advisable to pause 
here before I go further into the collapsible corporation recommen- 
dation. 

The Cuatrman. Mr. Cohen, let me just express my frank concern 
as I read your basis-over-basis approach. Maybe I do not under- 
stand it. Maybe that is the reason I am concerned. 

However, let me see if we can apply it to a factual situation so that 
Ican better understand what the result will be. 

Take the case of a corporation that is engaged in the manufacturing 
business and assume that it is not a collapsible corporation. Suppose 
that the corporation is completely liquidated, with the majority stock- 
holders taking over the corporate assets and operating the busi- 
ness as a partnership. A minority shareholder has a stock interest 
worth, say, $5,000 with a basis of $2,000. Suppose that this share- 
holder receives an automobile worth $5,000, which has been used 
in the corporation’s trade or business and has been depreciated by the 
corporation. If this automobile has a basis to the corporation of 
$2,000, the shareholder will have no taxable gain on the liquidation. 
Can the shareholder’s gain be regarded as merely deferred in such 
a case ¢ 
_ air. Conen. You are assuming that it is not a collapsible corpora- 
ton 


_ The Caiman. Yes, I stated specifically that it was a manufactur- 


ing corporation, which was not collapsible. 
Mr. ‘onEeN. And the shareholder's cost is $2,000 and the cost of the 
automobile to the corporation is $2,000? 
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The Cuarrman. That is the basis. The automobile is worth $5,000 
but the basis in the hands of the corporation is $2,000. The stock 
owned is worth $5,000. It is distributed to the shareholder who owns 
$5,000 worth of stock. There is definitely no gain on the liquidation 
to that minority shareholder. 

Mr. Conen. That is right. 

The Cuatrman. So my question is, Can the shareholder's gain be 
regarded as merely deferred in such a case ? 

Mr. Pererson. He doesn’t have any. 

Mr, Cowen. Under our proposal, there is no gain recognized to him 
at that time. 

The Cuarrman. Is there a deferral of gain here? Can you say that 
the gain is deferred ? 

Mr. Conen. The cost of his automobile would be $2,000. If he 
sells the automobile the next day for $5,000, there would be a $3,000 
gain on which he would be taxed, if I understand your question. 

The Cnamman. The automobile has a basis to the corporation of 
$2,000, and under the circumstances it is worth $5,000. The share- 
holder has $5,000 worth of stock and he takes the automobile in the 
liquidation. 

Mr. Conen. The way our rule works, Mr. Chairman, the share- 
holder, having a cost of $2,000 and receivin 

Mr. Pererson. He has a cost of $5,000, I think. 

Mr. Conen. Does the shareholder have a cost of $5,000 or a cost of 
$2,000 for his stock? 

The CHatrman. I am trying to find out how your rule works. I 
have stated a case now where the basis in the hands of the corporation 
is $2,000. The automobile is worth $5,000 and it is accepted by the 
minority shareholder during the liquidation in lieu of the $5,000 
stock that he has. 

Mr. Cowen. May I just ask one other question? What is the cost 
to the shareholder of his stock in the corporation? Is that $2,000? 

The Cuatrman. Let’s assume it is $5,000. 

Mr. Couen. If his cost is $5,000 for his stock and he receives an 
automobile of a value of $5,000, there would be no gain to him and 
the automobile would come over to him at a cost of $5,000. 

The Cuatrman. Let’s assume that the stock has a basis of $2,000 
to the shareholder. 

Mr. Conen. Then he will have no gain on the liquidation because 
the basis to the corporation of what is distributed to him is no greater 
than the basis to him of his stock. He would take the automobile over 
at a cost of $2,000. If the following day he should sell the automobile 
for $5,000 in cash, he would at that point have a $3,000 gain. 

The Cuamman. Now let’s consider the case where the shareholder 
simply uses the automobile for his personal use and finally sells the 
car when it is worth only $200. In this situation isn’t there a complete 
elimination of the tax on the automibile’s appreciation ? 

Mr. Conen. I think that there is a complete elimination of the tax. 
I don’t know whether you can say that that result is wrong, though. 

The CHarrman. I am not inquiring as to whether it is right or 
wrong. I am merely trying, on the basis of this factual situation, to 
understand how your basis-over-basis approach works. 
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Mr. Couen. I think it is fair to say that, in this rule as we have it 
worded now, we are not going to collect the tax at any time if the 
shareholder receives corporate property which has appreciated in 
value above its basis to the corporation and which is going to be used 
by him personally so as to depreciate down to a value below the cost 
for his stock. I think that would be of somewhat limited application 
because there are few assets of that kind. It may be that the corpora- 
tion would have a personal residence or an automobile, but most assets 
received out of a corporation would either thereafter be used in busi- 
ness or would be something like stocks or investments which ultimately 
would go through the tax mill upon a sale. 

The Cuarrman. Let’s change it from an automobile to inventory 
items. ‘These are distributed to the shareholder under the same cir- 
cumstances and they are then sold by the shareholder. Wouldn’t there 
be a capital gain on such a sale; that is, assuming that the shareholder 
is not a dealer? 

Mr. Conen. You then have to determine whether the corporation is 
a collapsible corporation. 

The Cuarrman. No. I said initially it is not a collapsible cor- 
poration. 

Mr. Conen. I understand that you did, Mr. Chairman, but I was 
trying to explain our rule and in explaining it I must draw the line 
between the collapsible and the noncollapsible. We have provided 
specifically that if a company is a collapsible corporation, then for a 
period of 5 years after the distribution any property which was in- 
ventory in the hands of the corporation will be considered to be in- 
ventory when sold by the stockholder who receives it in liquidation 
whether or not he is individually in such a business as to make it 
inventory for him. 

We have not applied that rule in the noncollapsible case because it 
was our feeling that unless the corporation was a collapsible one there 
was not a sufficient possibility of abuse in the area, 

The CHarrman. Haven't you then with respect to the noncollapsible 
manufacturing corporation converted potential ordinary income into 
capital gain. 

fr. Conen. In small amounts, Mr. Chairman, and under the pres- 
ent law that is the same rule, depending upon a variety of facts which 
affect the ultimate result. There is no rule in present law that treats 
the property that comes over to the shareholder as having mandatory 
inventory status. It is a complex problem, but our thinking was that 
the definition of collapsible corporation, which by and large covers 
eases in which there is an appreciation in inventory of 15 percent or 
more of the net worth of the company, would adequately protect the 
revenue. 

The Cuarrman. However, the fact would remain that under your 
basis-over-basis approach where it is not a collapsible corporation and 
cannot be so treated, we do tend to convert potential ordinary income 
into a capital gain. Whether or not it would be extensive is another 

olnt. 
‘ Mr. Pererson. Under existing law in the exact case you gave it 
would still be a capital gain. The only difference is that the $3,000 
capital gain would . taxed at the time of the liquidating distribution 
instead of the time that he sells the inventory. 
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The Cuatrman. Did you think in terms of whether those provisions 
in existing law should be changed ¢ 

Mr. PeTrrson. Only in the collapsible area. 

The CuHarrman. I am talking about outside of the collapsible area, 

Mr. Pererson. We haven’t thought of that. 

Mr. Darren. On the contrary, Mr. Chairman, I think that our pro- 
posal does something the other way. That is to say, in the ordinary 
case where the stockholder takes over business assets of the corporation 
in liquidation and continues the business in a partnership or other- 
wise, he is likely to pay more ordinary income tax on the ordina 
income from the assets distributed to him, because we hold down his 
basis for the assets, and this keeps down depreciation deductions, 
Under present law he gets a new basis for the assets distributed to 
him and he starts out anew. He can take high depreciation dedue- 
tions. Our proposal goes a long way toward preventing avoidance 
of ordinary income tax through obtaining a new high basis for busi- 
ness assets distributed in liquidation. 

The Cuarmrman. You understand I am not at all criticizing your 
rule or your approach. What I am trying to do is understand it, and 
it takes a great deal of time for me to understand anything as com- 
plicated as this. 

Let me ask you, because concern has been expressed to me, whether 
the basis-over-basis approach that you use would encourage the forma- 
tion of corporations which would be principally holding companies, 
That is, it has been suggested that it would encourage individuals to 
set up corporations and transfer their stockholdings to these corpora- 
tions. They might also transfer some other assets in order to avoid 
the personal holding company rules. They would try by this device 
to accumulate dividend income in the corporation, which, of course, is 
subject to, at most, 7.8 percent tax because of the intercorporate divi- 
dend deduction. 

Under existing law, a deterrent, I understand, to such a trans- 
action is the fact that on the liquidation of the corporation the share- 
holders would have to pay a capital-gains tax on appreciation in the 
stock values. Would not the elimination of this capital-gains tax 
under the basis-over-basis rule encourage individuals to put stocks and 
similar assets in controlled corporations in order to accumulate income 
subject only to the corporate tax ? 

Mr. Conen. Mr. Chairman, this involves a matter of judgment as 
to the extent to which the ultimate realization of a capital gain on 
appreciated property at the time of liquidation now deters individuals 
from putting property into corporations. 

It is a rather difficult matter to judge. I think that problems exist 
today in this area. The only thing we would change by this proposal 
would be with respect to transfers to corporations of property which 
has already appreciated at the time of transfer. Problems of this 
kind exist today about the ease of organization of corporations. Where 
individuals transfer to a corporation stocks which have not already 
appreciated in value or put cash into corporations in order to have the 
corporations buy stocks, there are problems in this area in existing 
law which are not affected by our basis-over-basis proposal. All that 
our proposal does in this respect is to remove the possible deterrent 
to incorporation of appreciated property which might exist because 
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of the knowledge that on ultimate liquidation of the corporation the 
appreciation would be subjected to capital-gains tax. If there is a 

roblem in this regard, we feel that it could be cared for by specificaily 
making the basis-over-basis rule inapplicable, say, to stocks which 
have been transferred to the corporation on a tax-free basis, say, after 
the date of enactment of the bill, or after 1958, and within 3 or 5 years 
of the liquidation. 

I think that most of the problem with which we might be concerned 
in this connection would relate to appreciated stocks and securities 
that might be transferred to a corporation. In the basis-over-basis 
liquidation rules an exception might be made for stocks and securi- 
ties transferred tax-free to the corporation in the light of this pro- 
posed amendment of the statute and, say, within a period of 3 to 5 

ears prior to the liquidation. 

We have not recommended such an exception, but I don’t believe 
that the advisory group has given it thorough consideration since 
this particular matter has been discussed only recently in detail. 
I might say that, if it is regarded as a serious problem, a more direct 
method of handling it would be to limit the present deferment of 

in that exists in section 351 on the organization of corporations. 
fi other words, if the problem stems from the ease of putting certain 
types of appreciated property into the corporation and it is a serious 
problem, perhaps it ought to be hit before the damage occurs in 
the reduction of corporate income taxes instead of trying to deter it 
by the prospects of a capital gains tax to the shareholder on the 
appreciation at the time of the ultimate liquidation. 

fr. Keogu. Mr. Chairman. 

The Cuairman. Mr. Keogh. 

Mr. Keocu. In other words, to paraphrase your last suggestion 
that if a little hammer would do the work, you are now suggesting 
that you put a sledge hammer to the job. 

Mr. Counen. That depends upon the judgment as to how serious 
is this problem, If it is a really serious problem, then the sledge 
hammer should be used. If it is only a moderate problem, we would 
feel that some exception at the end could be made so as not to apply 
the basis-over-basis rule to stocks and securities transferred tax free 
to the company under certain conditions. 

Mr. Krocu. Are we not justified in assuming from the fact that your 
group has given it no consideration that you have given it some 
valuation as a result of that failure to consider it ? 

Mr. Couen. | personally would not like to state that the advisory 
group has in its report considered it fully and rejected it. This is 
a matter which we ourselves did not initially consider to be of such 
importance, but which has been raised recently, and it is a difficult 
matter for the advisory group to judge because it really involves 
a problem of revenue implications. 

We had not thought that there were revenue implications to it 
initially, but now that the problem has been raised, we can see that 
there are cme 9 and it is difficult for the advisory group to 
estimate whether the revenue implications are serious or not. 

We do believe that it is possible to solve this problem without being 
forced to a conclusion that the basis-over-basis rule should be re- 
jected on this account. We think it is a problem which merits con- 
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sideration, and we have made some suggestion as to how it might 
be handled, though they are not stated in our written report. 

The Cuarrman. Mr. Cohen, if all of the stock of an unrelated 
shareholder is acquired by the corporation in exchange for corporate 
property, there will be a taxable gain to the shareholder, of course, 
assuming it is not a collapsible corporation, only to the extent that 
the corporation’s basis for the particular property distributed exceeds 
the shareholder’s stock basis. 

That is clear isn’t it? 

Mr. Yes. 

The Cuarrman. I had always thought that the reason such a stock 
redemption received capital gains treatment was because the sale 
of stock to the corporation was not like a dividend, but was like a 
sale to outsiders. Isn’t that the theory back of it, in part at least? 

Mr. Couen. Yes. 

The Cuarrman. If that is so, why shouldn’t the shareholder’s gain 
be fully taxed, as it would have been if the shareholder has sold 
his stock to an outsider for property ? 

Mr. Conen. Mr. Chairman, I think that the question of whether 
the basis-over-basis rule should be applied to stock redemptions is a 
difficult one in which the considerations are not all one way or the 
other. We have felt that it should be applied to stock redemptions, 
in part because if you have one rule with respect to stock redemp- 
tions and another rule with respect to redemptions which occur as 
a part of a complete liquidation you will in many cases give an 
option to the shareholder whether he wants to come under one rule 
or another. A stock redemption some months before the ultimate 
liquidation would come under one rule and a distribution occurring 
in the complete liquidation ultimately would come under another 
rule. In the area of stock redemption it isn’t possible always to 
have a consistent theory. In the corporate tax law itself it is not 
possible to always have a consistent theory because you are dealing 
so often with accumulated earnings, the benefits of which are being 
derived in one fashion or another, and still you determine upon div- 
idend treatment in one case and capital gain treatment in the other, 
or a postponement of tax, depending on how well it fits into the 
overall pattern. 

We have felt that it is a better pattern to throw stock redemp- 
tions in with the complete liquidation rule, but there are reasons 
to do it the other way and it would be possible to have the basis- 
over-basis rule not apply to stock redemptions if the committee felt 
it desirable. 

The Cuatrman. The more I look at it the more I think we should 
give consideration to that possibility. Let’s look to this situation: 
Under your basis-over-basis rule suppose that a corporation has had a 
stock interest in another corporation for many years and that it hasa 
very low basis for this stock. The stock interest could represent 80 
swwers of the other corporation’s stock, or, on the other hand, it might 

only a 10 percent interest in the other corporation. 

Can the corporation holding this stock distirbute it to its share- 
holders under the basis-over-basis rule so that, if the stock is in 
exchange for all of the stock of the particular shareholders of the 
distributing eorporation, they would have no gain on the trans- 
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action? We have to assume that the stock basis is at least as great 
as the corporation’s basis for the stock distributed. __ 

Mr. Conen. Yes, that could be done under this proposal. It 
involves I think essentially the same question that was involved in 
the previous question, as to whether you think it is advisable in the 
case of a redemption of all of the stock of a particular shareholder 
to regard it as a proper case for deferment or regard it as a proper 
case for the imposition of a tax. 

There are arguments in this instance, I think, as to why there should 
not be a capital gains tax when this one shareholder withdraws from 
the parent company and acquires instead a larger interest in one of 
the subsidiaries of the parent. ‘There are considerations I think both 
ways, some of them leading to the conclusion that it is not an appro- 
priate time to collect capital gains tax on appreciation in values when 
there is merely a division between the individuals of their previously 
undivided interests in the property. The unrealized appreciation 
is not usually taxed in division of property held in estates, trusts, 
partnerships, joint. ventures, etc., and there are reasons for applying 
2 similar rule in the corporate field if we are going to apply the basis 
over basis rule in complete liquidations. 

The Cuamman. Would there be any problems under this basis over 
basis rule in the case of minority shareholders ¢ 

Mr. Conen. There can be this type of problem, Mr. Chairman, 
that we have discussed in the advisory group at some length: We have 
in determining basis over basis related each shareholder’s calculation 
to the basis of the property actually distributed to him. That might 
make it possible for those in control of the corporation to distribute 
Nag that has the proper basis themselves—distribute, say, low 

asis property to themselves so that they do not pay a capital gains 
tax, and high basis stock to the minority. 

The CrarrmMan. How serious is that in this connection ? 

Mr. Conen. It has been our judgment, I believe I can say, that it 
is not a serious enough problem to warrant complicating the statute 
with a provision that could be inserted in the statute to eliminate the 
problem. A comparable problem has existed for many years with 
respect to estates and trusts. 

A trustee when a trust is wound up must determine which property 
goes to which remainderman at the time the trust terminates. As 
far as trust law alone would be concerned, in the absence of a tax 
structure he would merely select property of proper values. On the 
other hand, since the cost would carry over to the remainderman it 
may become a part of the trustee’s duty to see that not only equal 
values are given to the beneficiaries, but proportionate shares of the 
unrealized appreciation in the securities or properties distributed, 
so that one beneficiary doesn’t have the burden of a heavy capital 
gains tax when he sells that which is distributed to him. 

That has generally caused no trouble so far as we are aware. There 
are theoretical problems in it although we did not feel that it would 
come up in the corporate areas to any great extent. There is a similar 
question I believe in the partnership area in many instances. 

The CrHatrmMan. There is frequently a closer relationship, though, 
in the partnership area, isn’t there ? 
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Mr. Couenx. There is. On the other hand, I would feel that if this 
were a matter of real moment a minority stockholder would have an 
opportunity to object, as he normally can object if there is any im- 
proper use of the authority of the majority to cram high basis prop- 
erty down his throat. 

The CHarrman. You think that might be sufficient to safeguard 
the minority shareholder? 

Mr. Conen. J should think so. The other side of that problem is 
whether or not the Federal revenues would be affected by the capacity 
of all of the shareholders together to have the best treatment from a 
tax standpoint on the distribution to each shareholder. 

We have discussed that and felt in general that there was not 
enough of a problem to warrant complicating the statute by requir- 
ing each shareholder to compute his gain by reference to his pro 
rata share of all the corporate set basis. It could be required, how- 
ever. 

The Cuarrman. Mr. Cohen, would it be possible under your basis 
over basis rule to permit tax-free exchanges of property to be made 
merely by using a corporation ? 

Mr, Couen. That is a matter, Mr, Chairman, which the advisory 
group has considered, and we have felt that there was no serious 
problem in this area. If that were to be done as a part of a plan for 
exchanging property we would feel that the Internal Revenue Serv- 
ice and the courts would apply the step transaction doctrine, as it 
is known, and ignore the intermediate steps of putting the two prop- 
erties into a single corporation and then dissolving the corporation 
so that each shareholder got out a different property. 

Again I believe that same problem has existed in the partnership 
area and so far as we know has not caused serious revenue considera- 
tions. 

The CHarrman. Can section 337 apply where the basis over basis 
rule is applicable ? 

Mr. Conen. We have that integrated with respect to collapsible 
rane and I believe it is integrated in the noncollapsible field 
as well. 

The Cuareman. If it can I just wonder whether or not this is con- 
sistent with the theory of section 337. 

Mr. Conen. Mr. Paste you are quite right that there has to 
be a consistency of treatment and we gave attention to it and I thought 
that we had it covered, but I do not at the moment recall exactly 
how we did it. In the collapsible corporation area, I know that we 
have covered it by specific provision and I have a recollection that 
it has been covered in the noncollapsible area also, but I would have 
to refer to the draft to be sure. 

The Cuarmman. Is your basis over basis rule intended to be appli- 
cable in the case of distributions by foreign corporations? 

Mr. Couen. We had not given consideration to that, Mr. Chairman, 
until the question was raised recently. To a considerable extent this 
involves a matter of the policy to be applied with respect to foreign 
corporations, such as questions of encouraging foreign trade and in- 
vestments. At the present time if appreciated property is transferred 
to a foreign corporation it is required that the person obtain a prior 
clearance from the Commissioner of Internal Revenue that the trans- 
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action does not have tax avoidance as one of its principal purposes, 
or else the gain will be recognized at the time of the transfer. 

The Cuarrman. What would you do where it applied, as I think 
jit would unless we changed the draft, to distributions by a foreign 
corporation? What would you do to safeguard the provisions of 
section 367 in that instance? 

Mr. Couen. Well, one thing you could do is to make section 367 
applicable to this situation. At the present time I believe it is ap- 
plicable only to reorganization cases in part III of subchapter C. tt 
might be made applicable to part II. Under the basis over basis rule 
the earnings realized by the foreign corporation will generally be 
subject to capital gains tax to the American shareholder upon the 
liquidation of the corporation, just as is the case under existing law. 
The only change would be that unrealized appreciation in the cor- 
porate property would no longer be subjected to capital gains tax on 
the liquidation, and I doubt that there is any reason to distinguish 
in this regard between domestic and foreign corporations. 

There are reasons to encourage the dissolution of the foreign cor- 
poration from the standpoint of the American revenue system in that 
the subsequent profit upon a resale is going to be subject to tax. If 
the property is located abroad and is sold by the foreign corporation 
no tax will be derived at all from the transaction until the individual 
dissolves the company. ‘There are reasons to say that the dissolution 
of the foreign corporation having appreciated property should be en- 
couraged from the standpoint of the American revenue system. 

The Cuatrrman. Mr. Peterson. 

Mr. Pererson. I would think the problem wouldn’t be whether the 
distribution was made by a foreign corporation, but whether the 
shareholder who received it was subject to U.S. tax, because it is the 
shareholder’s gain that is postponed and if we are going to tax him 
later on it really doesn’t make any difference; but if it is a foreign 
shareholder to whom the distribution is made, then we might have a 
problem. 

The CuarrmMan. That had occurred to me. 

Mr. Counen. If it is a foreign shareholder of a foreign corporation 
with foreign property I don’t see why we would be concerned. You 
were talking about a foreign corporation ¢ 

The CHatrMAn. Yes, sir; distributions by a foreign corporation. 

It is evident that it is time for us to recess to eat. Let’s adjourn at 
this moment and come back at 2 o'clock. 

(Whereupon, at 12:33 p.m., Thursday, February 26, 1959, the com- 
mittee recessed, to reconvene at 2 p.m., the same day.) 


AFTERNOON SESSION 


The Cuairman. The committee will please come to order. 
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STATEMENTS OF NORRIS DARRELL, CHAIRMAN, ADVISORY GROUP 
ON SUBCHAPTER C; KENNETH W. GEMMILL, C. RUDOLF PETER. 
SON, SAMUEL J. LANAHAM, EDWIN S. COHEN, AND LEONARD I, 
SILVERSTEIN, MEMBERS—Continued 


The Cuairman. Mr. Cohen, you are recognized to continue your 
discussion. 

Mr. Conen. Mr. Chairman and members of the committee, this 
morning I reviewed the so-called basis-over-basis rule with respect to 
most types of liquidations of corporations, a provision which the ad- 
visory group feels would provide a solution for most of the problems 
in the so-called collapsible corporation area that arise in connection 
with liquidations of corporations. 

It would not, however, solve the problem of the collapsible corpora- 
tion where the shareholder, instead of dissolving the corporation, 
sells the stock of the corporation to a third party. Hor example, if an 
individual who holds inventory which has appreciated in value should 
put that inventory into a newly organized corporation in exchange for 
stock, and should then sell the stock to a third party, unless there is 
some special provision in the statute the gain on the sale of the stock 
will produce capital gain for him, because the inventory can be trans- 
ferred into the corporation tax free in exchange for the stock, and 
then he sells not inventory but stock and thereby derives a capital 

ain. 
. As a result, in the advisory group draft, even though we would 
take care of problems involving the liquidation of collapsibles by 
the helioeweliniais rule, we need some provision to protect the revenue 
against the conversion of ordinary income into capital gain by selling 
the stock of corporations which have substantial amounts of ordinary 
assets, inventory assets, which have appreciated in value. 

The Congress first inserted in the statute a provision to deal with 
this problem in 1950, as I mentioned this morning. ‘This provision 
states basically that the sale of stock of a collapsible corporation 
produces ordinary income to the shareholder on his profit instead of 
— gain. 

n the main, a collapsible corporation is defined in the present law as 
one which is formed or availed of principally for the manufacture, 
construction or production of property or for the purchase of cer- 
tain property with a view to the sale of the stock or a liquidation of 
the corporation prior to the realization by the corporation of a sub- 
stantial part of the income to be derived from the property. 

That general provision was put in the law in 1950, the principal 
illustrations of its application in the committee reports being motion 
picture companies, such as I described this morning, and real estate 
construction companies. In 1951 it was extended to purchases of 
inventories, with a special reference to companies engaged in the 
whiskey business. 

In 1954 the statute was further broadened to cover a broad field 
including real property and depreciable property used in trade or 
business. As a result of that broadening in 1954 a great many more 
companies have been brought within the scope of the collapsible corpo- 
ration provision, and the application of it has become uncertain in 
those fields as well as in the more limited areas in which it was 
originally applicable. 
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An amendment of the statute was enacted in 1958 which I will refer 
to a little bit later, which is based in part upon some of the recom- 
mendations of the advisory group but not all of them. But, if I may 
for the moment disregard the 1958 amendment and speak with respect 
to the statute as it stood when our original report was filed, I would 
point out what the advisory group feels are the principal defects in 
the law. Some of these defects have been taken care of by the 1958 
amendment, but some of them have not. But I will speak first with 
reference to the statute prior to the 1958 amendment. 

First, that the law is based upon a determination of the intention 
of the parties, a matter that is difficult to determine. It is not clear 
to what extent this is a subjective intent test or an objective intent test, 
but, in any event, it speaks in terms of a corporation formed or availed 
of with a view to sale prior to the realization of a substantial part 
of the income. 

The advisory group feels that this is an unfortunate test in an area 
of this kind which has such drastic effect on the question of whether 
a substantial gain is capital gain or ordinary income. We are in- 
clined to feel it is difficult to administer and that any tax that is 
based in this area upon determining whether a person had a particu- 
lar view when he started out or not is likely to produce unfair and 
inconsistent results. 

We would prefer, and our draft provides for, objective standards 
that would depend upon the type of assets and the amount of ap- 
preciation that exists in particular assets, without regard to whether 
someone was intending to convert ordinary income into capital gain 
or happened to do so without any deliberate intention. 

The second objection that we have is that if the collapsible corpora- 
tion provision applies to the gain realized on the sale of the stock, 
under existing law—and this is true whether one takes into account 
the 1958 amendment or not—the entire gain is swept into ordinary 
income even though part of it may properly be regarded as capital 
gain. Inother words, the corporation may have appreciation in assets 
which would clearly constitute capital gain when realized either by 
the corporation or by an individual stockholder if he held it. It may 
have other assets which would be ordinary income, such as inventory. 
But if the collapsible corporation provision applies under existing law 
there is swept into ordinary income in the hands of the shareholder 
the gain which is attributable to appreciation in capital assets in the 
company as well as gain which is attributable to inventory and other 
assets which would produce ordinary income. 

We are inclined to feel that this is a very burdensome type of provi- 
sion which does not make the revenue that is derived from the appli- 
cation of the collapsible corporation provision commensurate with 
the tax that might be avoided if there were no collapsible corporation 
provision. 

Further, we pointed out in our original report—and I think this 
furnished some of the basis for the 1958 amendment—that the way 
the statute has been drawn and applied, it not only acts as a shield 
for the revenue against the efforts of taxpayers to convert ordinary 
income into capital gain, but it also is a sword pointed at taxpayers in 
many instances as a result of which what would have been capital 
gain, had there been no corporation, may, by virtue of this collapsible 
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provision, be taxed as ordinary income with heavy tax consequences, 

For these and other reasons, we felt the tigen required modi- 
fication. The advisory group method which we have recommended 
has attempted, as I say, to provide objective standards not based upon 
an intention to avoid the tax. It is designed to tax as ordinary income 
that part of the shareholder’s gain which is attributable to appreciation 
in assets of the company which if sold by the company or by the share- 
holder would peodoce ordinary income without, at the same time, 
converting into ordinary income that part of the gain that would be 
capital gain in any event. We believe we have drawn the provision 
so that it will not convert into ordinary income what would be capital 
gain if the shareholder had not availed himself of the corporate form 
of doing business. 

What we have done has been to define a term called section 343 
assets. We have put our proposed provision in section 343 with the 
thought that the present 341 would be repealed if 543 were enacted. 
It could be put into 341, but it was easier to refer to it if we hada 
different section number. 

Section 343 assets might be referred to as ordinary income assets. 
They are those assets which, if sold by the corporation or if sold by 
the shareholder himself, had he not used the corporation and held 
the assets in his own individual hands, would produce ordinary income 
if sold. The other assets of the corporation would be those which 
would produce capital gain if sold. Thus we divide the corporate 
assets into two parts, the ordinary income assets and the capital gain 
types of assets. Then we provide that a collapsible corporation is, 
in general, one in which the unrealized appreciation on the ordinary 
income assets exceeds 15 percent of the net worth of the company— 
that is, the value of the corporate assets minus its liabilities—and 
also exceeds 15 percent of all the unrealized appreciation on all of the 
corporate assets. 

In other words, we are trying to cast out of the collapsible corpora- 
tion area those cases in which the unrealized appreciation in ordinary 
income assets is not sufficiently significant to warrant the complexities 
of collapsible corporate treatment being applied, and is not suf- 
ficient to invoke special treatment with respect to sales of stock of 
corporations normally given capital gain treatment. We have drawn 
this line at this point of 15 percent. If the unrealized appreciation 
is less than 15 percent of the net worth of the business and is less than 
15 percent of the appreciation on all the assets of the business, then 
we say that can be regarded as too small to be concerned with. If 
it is more than 15 percent, then we examine further. Whether that 
line should be drawn at 15 percent, 10 percent, or 20 percent is a mat- 
ter of judgment. We have thought about it a good deal and con- 
sidered changing it, but have come back to this 15 percent figure as 
being a pretty good dividing line. 

I might say this was the percentage that was also picked in the 
1958 amendment. 

If the company is a collapsible corporation because of unrealized 
appreciation in its ordinary income assets are unusual, then we would 
tax a shareholder who realizes a gain on the sale of the stock—tax 
him on ordinary income—to the extent of that part of his gain which 
does not ex his ratable share of the unrealized appreciation on 
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the company’s ordinary income assets. We would not tax him on 
ordinary income on his entire age To the extent that he could 
show that his gain was attributable to appreciation in the company’s 
capital assets, there would be no reason, we feel, to give him ordinary 
income consequences with the disastrous results that that treatment 
sometimes will produce. 

For example, in the case of a real estate company that would con- 
tain, say, land and buildings, such as the one we were talking about, 
that shows a cost of $10,000 and a value of $25,000, assuming that 
the corporation is pt renting the nee id out and is not itself a 
dealer, then if the shareholder should sell the stock of such a corpora- 
tion and he is an investor in such property and is not a dealer with 
respect to it, he would get capital gain treatment if he sold the stock 
of the company. The asset would not be an ordinary income asset 
in the hands of the corporation, nor would it be if the shareholder had 
owned it in the absence of the corporation. On the other hand, if 
the shareholder were a dealer in real estate with respect to that ty 
of os aged then if he sold the stock of such a company his gain 
would be taxed as ordinary income. 

If the corporation had some other assets which were not of the type 
in which the individual was a dealer; such as a plant, then the gain 
to him, to the extent it was related to a plant would be capital gain; 
but to the extent it was related to appreciation in property as to 
which he was a dealer it would be ordinary income. 

In the case of a collapsible corporation that has inventory such as 
whisky, which has appreciated in value, the shareholder selling stock 
of the company would have ordinary income treatment to the extent of 
the tntsalized appreciation in the whisky, even though he himself 
was not a dealer in whisky. 

We further provide that if there are two or more shareholders in 
the corporation, and if the property is not an ordinary income asset 
in the hands of the company, then you look to each shareholder to 
determine whether or not it would be an ordinary income asset in his 
hands. For example, in the real estate case, if there are two share- 
holders with real estate that is rental property in the hands of the 
corporation, and one shareholder is an investor in property of that 
type, he would obtain capital gain treatment upon the sale of stock 
of the corporation. But if the other shareholder were a dealer in 
such property, he, if he sells the stock of the company, would be given 
ordinary income treatment upon his gain on the sale just as would 
have been the case had he owned the property individually. Neither 
one of them would have had a tax advantage from having used the 
corporate form of doing business; but, on the other hand, neither one 
of them would, as they would under existing law, suffer ordinary 
income tax consequences merely by virtue of the fact that they had 
used the corporation. 

In today’s law the investor in such a case may get ordinary income 
treatment on the sale of stock of a real estate company whereas he 
would clearly get capital gain treatment if he had owned the real 
estate outside of the corporation in his own individual hands. The 
pur ose of the existing law has been perverted in the difficulties of 

rafting it. We believe that the advisory group proposals would 
solve the problem of blocking the unreasonable conversion of ordi- 
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nary income into capital gain without going so far as to convert 
capital gain into ordinary income. 

The 1958 amendment has attempted to put a limitation on the 
existing law in order to accomplish some of the objectives which the 
advisory group had earlier recommended in its original report in 
1957. It might well be asked as to whether the 1958 amendment is 
not sufficient for present purposes. 

We think it has done much to improve the situation in the col- 
lapsible area, but there is, we feel, substantial need for further revi- 
sion. For example, the 1958 amendment has provided that if the 
unrealized appreciation in the ordinary income assets does not ex- 
ceed 15 percent of the net worth of the business—speaking generally 
without a number of exceptions—the collapsible corporation provi- 
sion will not apply. If, however, the appreciation is 16 percent of net 
worth, then the entire 1958 amendment is inapplicable and you are 
back to the same situation as was true before the 1958 amendment, 
namely, that capital gain can get converted into ordinary income, 
you are back to the question of subjective intention and back to the 
fact that all the gain is swept into ordinary income even though a 
good part of it may really represent appreciation in capital assets, 

Moreover, there are drafting problems in connection with the 1958 
amendment. The first sentence of the 1958 amendment is some 450 
words long, and it is not an easy provision to interpret as it is now 
worded, realizing, of course, the difficulty in drafting and the fact 
that it was done on relatively short notice. 

I might add that the 1958 amendment was put into the bill last year 
by the Senate Finance Committee, I believe without hearings, and 
that there was relatively little opportunity for the public to comment 
before its enactment. 

It has another disadvantage that I think the committee might wish 
to consider. In case you have, say, two equal shareholders of a real 
estate company, one of whom is a dealer and one of whom is an in- 
vestor; in our draft the dealer would get ordinary income treat- 
ment, but the investor would continue to get capital gain treatment. 
In the 1958 amendment, however, the dealer, if he owns more than 
20 percent of the stock of the company, will taint the entire company 
so that the investor shareholder would lose the protection of the 1958 
amendment. In our draft the shareholders, generally speaking, stand 
on their own feet. 

Another problem, as the law stands at the moment, is that the entire 
part of it prior to the 1958 amendment is based upon one theory of 
collapsible corporations, and then the new subsection (e) of 341, added 
by the 1958 amendment, which is, I believe, about twice as long as the 
body of section 341 which has existed previously, is based upon an en- 
dively different concept more related to what the advisory group had 
earlier recommended. This presents a difficulty that the courts and 
administration are going to face in continuing the statute, for there is 
one theory of what should be a collapsible corporation in the first 

art of 341 and an entirely different theory of collapsible corporations 
in subsection (e) at the end of it. 

For example, as has been pointed out by others, there is a pre- 
sumption in section 341 in the old law of collapsible corporate status 
in certain cases, but you will find in many instances that a corpora- 
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tion which is presumed to be a collapsible corporation under the 
old law is ruled out as a collapsible corporation by the 15 percent 
test in subsection (e) that was added on in 1958. 

It is our conclusion that it would be advisable to re-do the statute 
and have one consistent theory throughout the entire collapsible 
corporation provision. 

Just a word in conclusion. I think there are a few fundamental 
questions of policy that the committee has to resolve in determining 
the route to be followed in the collapsible corporation area. First 
would be whether the basis-over-basis rule is going to be employed in 
liquidations. If it is, then your collapsible ges gags section is af- 
fected by that because it will not have to apply in the case of most 
liquidations. On the other hand, if the committee should adhere to 
the existing rule on liquidations, then you will have the ordinary in- 
come treatment of collapsible corporations applicable not only to 
sales of stock but also to liquidations where there is no sale of the 
property to outside interests, but the person still retains the beneficial 
ownership. Ordinary income treatment is harsher in that case than 
it is when a person has sold the stock to someone else, say for cash or 
other property. 

Do you want a subjective test or do you want a test that applies, 
as the advisory group has recommended, by objective standards? 

Do you want to fragment the gain as we have provided so that a 
shareholder does not get taxed if he runs afoul of the collapsible 
corporation provision on more than his share of the company’s appre- 
ciation in its ordinary income assets, or do you feel that fragmenta- 
tion is too complex and that, if you can mark out the area of collapsi- 
ble corporation treatment, it is proper to impree ordinary income 
treatment on the entire gain the shareholder has? 

There are some of the areas of policy that have to be determined 
before you get down to a good many of the details that are involved. 

One last thing I might mention is that in our revised report, unlike 
our original report, we have put in a provision excluding from ordi- 
nary income asset treatment property held for more than 3 years if 
90 percent or more of the cost of the property was incurred more than 
3 years before. We have also excluded inventory of a kind custom- 
arily sold by the taxpayer for a period of 3 years or more, other than 
inventory the value of which customarily increases by reason of aging 
for more than 6 months. The latter provision would apply, say, to 
whisky which continues to increase in value as it is held over a peri 
of time, and we did not think it appropriate to exclude with an 
arbitrary 3-year rule property which increases in value the longer 
that it is held. 

We would not exclude inventory held for a period of 3 years or 
more to the extent it exceeds the amount of inventory which, on the 
average, has been held during the 3-year period. We had in mind 
that if the inventory involved is a normal inventory for a going 
business that has been in existence and held for more than 3 years, it 
probably is not worth invoicing the complexities of collapsible corpo- 
ration treatment. If, on the other hand, the inventory is above a 
normal amount, you can conclude that the corporation is being used 
in a manner to defeat the revenue and the collapsible corporation pro- 
visions might be applied. 
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In general, Mr. Chairman, that is the type of provision that we 
have recommended, leaving out a good many of the details which are 
necessary to implement these broad objectives. 

The Coramakien. You have indicated, as does the report, that your 
proposed amendment concerning collapsible corporations would oper- 
ate entirely by objective tests, which you have concluded is preferable 
to the provision of existing law. 

Very frankly, I have always liked objective tests whenever objec- 
tive tests can be written into the law. But you say in your report 
that further consideration might be given to introducing a further 
limitation on the collapsible corporation rule based mace, Wath of tax 
avoidance purpose. You do not recommend any such provision. Do 
you suggest, however, that, in the development legislatively of your 
suggestion, we explore the possibility of this further limitation ? 

Mr. Couen. I think it should be explored, Mr. Chairman. One of 
the points that is troublesome in this area is that if someone unwit- 
tingly runs afoul of the collapsible corporattion provision the effect 
can be disastrous. The work of a businessman’s lifetime can go down 
the drain if he sells the stock of a company which he has owned and 
built up over a period of 30 years and finds, for some reason that he 
was unaware of, that this was a collapsible corporation. If you treat 
the entire income as being ordinary income in a single year, he will 
quickly be in a 91 percent bracket because of the bunching of all of 
the income at one time. 

Whether the answer to that may be some means of ee the 
income back over the prior years or whether there should be some 
escape valve where you feel that people have unwittingly run afoul 
of the collapsible corporation provision is a difficult question to 
answer. We felt obliged to mention it. 

Our feeling is that the statute should not, as does existing law, de- 
pend basically upon intention. It should depend basically, we feel, 
upon objective tests and perhaps some limited escape valve could be 
put in to take care of what you would feel to be hardship cases. 

The Cuarrman. I was thinking in terms of the fact that valuation 
is not an exact science, and if we go the route of valuation as an ob- 
jective test, then are we not likely, without some degree of considera- 
tion being given to some other limitation based upon intent, to create 
numerous hardship cases ? 

Mr. Coven. One advantage of valuation problems may be that 
hardships tend to have a practical effect upon the determination of 
value. In other words, since valuation is not a precise science, a court 
might be able to invoke some justice in the situation by the valua- 
tions that it ascribes to assets, and so might the Internal Revenue 
Service. 

We feel we have introduced a safety valve in that, if the collapsible 
corporation provision applies we still would tax only that part of the 
gain that is attributable to the rise in value of the ordinary income 
assets. The differences in valuation would not involve all or nothing 
as they do in the main under existing law. 

The CHairmMan. But should we have the objective tests that you 
suggest with this further limitation, based upon intent, as a factor to 
be considered at least? Because if you write in objective tests, in 

spite of this provision you have just discussed, you bring greater 
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inflexibility to the law in an area where I have always felt there 
should be a high degree of flexibility. 

Am I wrong? 

Mr. Couen. I certainly would not say that you were wrong, Mr. 
Chairman. This is a very hard question to answer. Flexibility is 
desirable for hard cases. On the other hand, flexibility can lead to 
discrimination among taxpayers. 

The Cuaimman. But there can be the intent of tax avoidance in 
either case, whether it falls within the definition or is excluded from 
the definition, if we use objective tests. Is that not true? 

Mr. Coun. Yes. 

The CuairMan. Should we not have, then, for the protection of the 
hardship situation, consideration of the intent so as not to be too 
harsh? At the same time in a case where there is clearly a tax avoid- 
ance intent and which is also covered by our objective tests, this ele- 
ment of intent would still permit us to be strict. 

Mr. Couen. That is why we called it to the attention of the com- 
mittee. I think we have had difficulty in determining what that test 
should be. 

I do not believe that the advisory group would feel that the inten- 
tion or view to selling stock of the company prior to the realization by 
the corporation of income is an adequate expression of what we are 
trying to say. If you talk about an intention to avoid taxes you run 
into the difficult problem that most people, I suppose, try in business 
transactions to minimize taxes, 

The CiamMan. Suppose we said “minimize” rather than “avoid”? 

Mr. Conen. But the statutory test that is normally used when we 
are unable to supply another test is a purpose to avoid Federal income 
tax. That means something other than a purpose to minimize Federal 
income taxes, and this is a very vague area. We have not felt that 
that test was an adequate one in this particular area. 

The difficulty that we have found has been in finding an expression 
for the flexibility that is desirable, in developing a test which is 
directed to the avoidance of ordinary income treatment that we are 
talking about. 

I do not believe the advisory group has felt the statute ought to pro- 
vide that if someone forms a corporation in order to obtain capital 
gain treatment, he should be given ordinary income treatment just 
for that reason. We were trying to see what it is that he actually de- 
rives when he ultimately sells. If his profit actually stems in the 
end from appreciation in ordinary income assets, it is our feeling that 
it is not a hardship to tax him on ordinary income except for this 
problem of the bunching of the income in one year. 

The Cuarman. As I understand it—and if I am wrong I want to 
be corrected—we apply greater limitations with respect to collapsible 
corporations than we apply in the noncollapsible area with respect to 
taxable complete and partial liquidations. We do that because of 
some concern on our part. That is, the ordinary rules applicable in 
the complete and partial liquidation situations would permit tax 
avoidance if extended to collapsible corporation situations. 

Is that a pretty fair statement of our concern ? 

Mr. Courn. Yes. 
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The Crairman. If we have separate rules then for collapsible cor- 
porations, should not one of the primary factors be, under any statute 
carrying out that intent or that purpose, the intent which motivates 
this entire transaction ? 

I do not want to belabor the point, but I had thought in this whole 
area that possibly some type of consolidation of the thought advanced 
by the iedeney group and the provision of existing law might be 
more nearly equitable in many cases than a mere objective test with- 
out consideration of intent as we do under existing law. 

I do not want an individual to get by with minimizing tax through 
this device, if that is his intent, when he does not fall within the rules, 
and I do not want the individual who happens to fall within the rules 
to be so heavily burdened when it is clearly demonstrable that there 
is no intent of tax evasion, 

Mr. Mason ? 

Mr. Mason. To try to clarify for myself what the chairman is say- 
ing, as I understand it the present law is based largely upon “- 
jective intent, and you are proposing largely objective standards to 
replace that. 

Is not the chairman trying to say that we ought to have a combina- 
tion of both of them in order to treat everybody as fairly as possible? 

The Cuatrman. Yes. 

Mr. Mason. That is the way I understood it, and I agree with the 
chairman. 

The Cuatrman. You and I, Mr. Mason, may not be right. It may 
not work. I am trying to find out, since the advisory group suggested 
this other approach, whether there was some compelling reason why 
this kind of a recommendation was not made. It may be that it is not 
as feasible as it appears to you and me. 

Mr. Conen. Mr. Chairman, I think one of our problems is what is 
the intention that we are talking about? Is it the intention to use a 
corporate form of doing business rather than a sole proprietorship or 
a partnership? That normally is a matter that we do not inquire 
into. Is it an intention to sell the stock of a newly formed motion 
picture producing company immediately after the completion of the 
motion picture? That is reasonably easy to determine. But what of 
the cases of corporations that have existed for some time and which 
acquire ordinary income assets which suddenly go up in value? Is 
there bad intent to use a corporate form to avoid ordinary income 
treatment if a corporation has been in existence for some time and 
suddenly its whisky inventory appreciates in value and the stock- 
holders sell the stock of the company? How can you develop an in- 
tention test that is applicable to such a case ? 

Mr. Mason. You apply your objective tests then, and then, if you 
decided that this was a case that probably was in between, you would 
apply perhaps the subjective intent, and out of the two you would be 
able to measure ecehabhy the taxable, proper result. 

Mr. Conen. Let me illustrate with just one point under existing 
law. There has been in the law since 1950, almost 9 years, the phrase 
relating to a view to selling the stock prior to the realization of a 
substantial part of the income. At first blush that might seem to be 
a fairly sensible test. But then the word “substantial” is completely 
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Moreover, if you assume that, let us say, a third of the income might 
be substantial, there is a doubt now as to whether this provision means 
with a view to selling the stock before the company has realized one- 
third of the income to be expected or whether it means selling it while 
there is still one-third of the anticipated income yet to be realized. 

It is very hard to phrase an intent test that would have any clear 
meaning. But it might be possible, as Mr. Mason has suggested and 
as the chairman has suggested, to put some kind of a ier in as 
an overall escape valve if the results are just too harsh. 

The Cuarrman. Mr. Cohen, we must goahead. Iam largely respon- 
sible for the delays. I do want to get to some more important points 
later on and have time fully to discuss them. 

Let me ask you this: 

Your basis-over-basis approach would close an existing loophole in 
the collapsible area, would it not ? 

Mr. Conen, I[ think so. 

The Cuarrman. That is the thought at least that it would. 

Should we not adopt the basis-over-basis approach, however, of 
the advisory group, would we need to revise your recommendations 
with respect to the treatment of collapsibles ? 

Mr. Conen. You would have to revise them as to some technical 
matters. 

The Cuamman. Otherwise the loophole would still be in the law, 
would it not ? 

Mr. Conen. I am sorry. I misunderstood you, Mr. Chairman. If 
you did not adopt the basis-over-basis approach that we have sug- 
gested, you would have to make the collapsible provisions applicable 
to complete liquidations of corporations. In that connection you 
might want to consider, even more than otherwise, the problem of 
the bunching of income at the time of the liquidation of a company 
without a change in ownership of the underlying assets. 

The Crarmman. I am not suggesting that we will not adopt your 
basis-over-basis approach, but I did want to point out the relationship 
between these two subjects. 

Are there any further questions on this ? 

If not, let us go to the next topic. 

Mr. Darrett. Mr. Chairman, I will try to cover the next topic 
briefly because there are two very important ones immediately fol- 
lowing it. It relates to section 337, which is discussed on page 21 of 
the staff summary. 

Section 837 provides that, subject to certain qualifications, there 
shall be a nonrecognition of gain or loss on the sale or exchange of 
corporate assets following adoption of a complete liquidation plan 
if the liquidation is completed within 12 months beginning on the 
date the plan is adopted. 

This section, first adopted in 1954, was designed to eliminate con- 
fusion over whether a sale of corporate property, purported to be 
made by stockholders after distribution in complete liquidation, 
should be taxed to the corporation. The outcome under prior law 
depended largely upon the care exercised by taxpayers and the so- 

histication of their advisers, a double tax being avoided where the 
iquidation was technically completed prior to negotiation for sale. 
We believe that this provision, which eliminates the double tax in 
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such situations, is very desirable. But we recommend several amend- 
ments in keeping with the general purpose of this section. 

First, as to involuntary conversions. The Service has ruled that, 
in the case of a complete destruction of an insured building by fire, 
the recovery of fire insurance proceeds results from an involuntary 
conversion, and that an involuntary conversion is not a sale or ex- 
change for the purpose of obtaining nonrecognition of gain under 
section 337. 

We consider that it would be appropriate and desirable to extend 
the nonrecognition treatment under section 337 to involuntary con- 
versions. If that is done there would have to be a modification in 
the timing rules of the section. The section now requires the liquida- 
tion plan to be adopted before the sale. Since an involuntary con- 
version cannot be foreseen, we would allow the plan of liquidation 
to be adopted within 60 days after the involuntary conversion. Simi- 
larly, since the receipt of the proceeds of an involuntary conversion 
might be considerably delayed, and since the time of receipt is not 
within the control of the corporation, we would relax the rules re- 

uiring the distribution to be within 12 months, and provide that 
the distribution of these proceeds must be within 12 months or 60 
days after the receipt of the proceeds, whichever is later. 

We have made some other suggestions with regard to section 337, 
designed to eliminate the importance of the order of liquidation 
where there is a liquidation of a parent and its subsidiary. Under 
our proposal, no matter which is liquidated first, parent or subsidiary, 
the same results will follow. Under this section as it now stands, 
different tax consequences may ensue, depending upon the order of 
liquidation. 

One of our more important recommendations with respect to 
section 337 has to do with the difficulty of complying with the re- 
quirement that all assets must be distributed within 12 months. 

Sometimes there are assets not easily susceptible of division and 
distribution among a large number of shareholders within a short 
time. Sometimes there are claims in litigation that are hard to dis- 
tribute. We recommend that relief be provided in such situations by 
pains the assets to be transferred to a trust or agency for the 

nefit of the shareholders. However, since section 337 appears to 
contemplate realization of gain or loss to the shareholders within a 12- 
month period as the price of nonrecognition on the corporate sale, 
our suggested amendment provides that the creation of such trust 
or agency shall be treated as a liquidation distribution by the corpora- 
tion to the shareholders and a transfer in turn by them to the trust 
or agency, but only if the income of the trust or agency is currently 
taxable to its beneficiaries. 

To some extent that can be done today, but we thought it better to 
have a clear rule in the statute, which seems to be needed. 

I do not think I need to comment further. We have made certain 
further recommendations with respect to the section, but they are 


relatively minor. I think I have said all I need to say about section | 


337. 

The Cuarrman. Are there any questions on this? 

Mr. Darreti. We come next to the very important subject of cor- 
porate organizations, reorganizations and corporate divisions. Mr. 
Cohen will discuss these. 
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The Cuairman. Mr. Cohen. 

Mr. Conen. The subject of reorganization is dealt with in the sum- 
mary that has been prepared by the staff, commencing on page 7 and 
continuing over to page 11. 

I might start by reference to section 368 in the advisory group’s pro- 

d amendment, which is the heart of the reorganization area in the 
tax law, since it involves the definition of the term “reorganization.” 

The matter of determining what is a reorganization of a corpora- 
tion involves a difficult problem of drawing a razor-sharp line because 
of the different way in which the decision affects taxpayers, sometimes 
for them and sometimes against them. It is not an unmixed blessing 
for a taxpayer to have a reorganization occur. By and large, if a 
transaction constitutes a reorganization and he exchanges stock of 
one company for stock of the same company or another company in 
the reorganization, he will pay no capital gains tax upon the swapping 
of stock for stock. But at the same time, if he receives anything other 
than stock, such as cash or other property, which we refer to generally 
as “boot” —anything other than stock received is generally referred to 
as “boot” if it is received in a reorganization—the boot is likely to be 
taxed to him as a dividend. But if it is not a reorganization, any 
boot received will be taxed asa part of the capital gain. 

There is also a problem with respect to recognition of losses. Some 
people would want reorganizations if they have a gain so that the 
gain will not-be taxed at the time of the reorganization. Others who 
would have losses would prefer to have the transaction not constitute 
a reorganization so that they could realize a loss on the exchange of 
stock for stock. 

The definition of reorganization also may have an effect upon the 
corporations in connection with questions of carryover of losses and 
expense deductions and so forth. 

his matter of determining what is a reorganization and what is 
not cuts many ways, sometimes for the Treasury and sometimes for the 
taxpayers, and it is very difficult to know exactly what the precise 
effect is until one sees the entire picture and the way the definition 
operates in many different situations. 

Section 368 in existing law and in our revised report lists six dif- 
ferent kinds of reorganizations. Briefly, the first is a statutor 
merger. ‘The second is what is sometimes referred to as a “practical” 
merger, which is not a merger by operation of State corporation 
law, but represents an acquisition by one company of the controllin 
stock interest in another corporation through issuance of its own ssid 
for stock of the other corporation. 

The third is a comparable form of “practical” merger in which one 
corporation issues its own stock for the assets of another corporation, 
thereby combining the assets of the two businesses. 

The fourth is a transfer of properties from one corporation to 
another corporation in exchange for stock where the two companies 
are under the control of the same persons. 

The fifth is a recapitalization of an existing corporation. And the 
sixth is a general provision covering a mere change in form or identity 
of the corporation without changes in substance, such as the reincor- 
poration of one company in another State without any other changes 
in the positions of the parties. 

38257—59 
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To come back to the first one, statutory mergers; in our original 
report we recommended that statutory mergers be dropped from the 
statute as an independent class of reorganization. We did so for the 
reason that we thought that the rules should not be different for 
statutory mergers which are accomplished by simply filing of merger 
documents in the particular State, from those which would be appli- 
cable to practical mergers where, for some reason, statutory merger 
is not feasible. 

For example, it is not possible under some State corporation laws 
for a corporation of that State to merge into a foreign corporation 
and disappear. In such cases there may be no way to accomplish a 
statutory merger. The transaction must be accomplished by an 
exchange of stock for stock or an exchange of stock for assets. 

It was our initial conclusion that the rules applicable to statutory 
mergers should not be different from those applicable to practical 
mergers since the end result should not depend upon the different 
State laws. 

There was considerable objection from some of the bar association 
groups regarding the dropping of statutory mergers from the reorgan- 
ization provisions because of the precedents that existed over so many 
years and the feeling that it would lead to uncertainty among those 
who did not have a specialist’s knowledge of this particular provision. 
As a result, in the revised report of the advisory group we have re- 
stored statutory mergers as a separate type of reorganization, but 
we have adhered to our basic thought that the continuity-of-interest 
test that is applied to all of these reorganizations should be made 
applicable to statutory mergers as it is to practical mergers. 

For example, in the practical mergers we require, as I will mention 
in a moment, that the stockholders of the acquired company—the one 
that is going out of existence, being merged into the other—receive 
a substantial part of their consideration in the form of stock of the 
acquiring, surviving company, because there should be a continuity 
of interest on the part of the old shareholders in the combined enter- 
prise before tax deferment on any appreciation is given. We are 
inclined to feel that that same naaisiole should be made applicable 
in the statutory merger field as well. 

As an illustration, there have been statutory mergers of banks in 


New York City in recent years in which the shareholders of a bank , 


that is being absorbed by another bank will receive only cash in the 
merger. Though the transaction is technically a statutory merger 
under the State law for various local reasons, that circumstance should 
not govern the Federal tax consequences, and such a transaction should 
not be regarded as a tax-free reorganization. It would not be so 
regarded under our revised draft because we would require a con- 


tinuity of interest involving the receipt of a substantial part of the — ; 


consideration in the form of stock. 

In both the statutory merger and the practical merger we have 
provided, therefore, a continuity-of-interest requirement that is con- 
sistent. In the existing law there is no continuity-of-interest require- 
ment in statutory mergers except such as is read into it by judicial 


doctrine and administrative practice. There is nothing in the statute | 
today that requires it or warns the taxpayer of the judicial and ad- | 


ministrative limitations upon its application. 
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In existing law with respect to practical mergers the continuity-of- 
jnterest requirement is, in general, that the shareholders of the corpo- 
ration that is being absorbed by the other company must receive 
solely voting stock. There are some exceptions, but by and large 
that is the rule. That has led to considerable difficulty. 

We have recommended that, in lieu of that test, it be required that 
the consideration received by the stockholders of the company that is 
being absorbed consist, to the extent of at least two-thirds of the 
value of the consideration received of stock of the continuing com- 
pany, whether that stock is voting stock or nonvoting stock. 

In the present law, if the transaction constitutes a statutory merger 
one need not be concerned with whether the stock received is voting 
or nonvoting, and a substantial amount of boot as well as stock can 
also be received without disqualifying the transaction as a reorgani- 
zation. But if there is a practical merger, then only voting stock may 
be received—no boot, no nonvoting stock. Hence it is possible to 
throw a transaction into or out of the reorganization definition by 
including a small amount of boot or nonvoting stock or not including it. 

We have concluded that the proposed new test is the one best de- 
signed to accomplish all the objectives in the reorganization area. In 
our original report we had fixed the percentage at 50 percent instead 
of 6624. We felt that, on reconsideration, it was possible to go as 
high as 6624 percent without raising undue problems of valuation. 
We have therefore suggested that figure and made it applicable in 
thestatutory merger field as well. 

In the practical merger field in the case of stock-for-stock acquisi- 
tions, where a company issues its stock for stock of another corpora- 
tion, we have recommended that the existing law be amended to clarify 
the situation in cases in which a corporation already has an existing 
stock interest in another company and endeavors to increase that 
interest to the point of establishing 80 percent control. We have 

rovided a rule which we think will eliminate considerable doubt 
in the area by providing that the shareholder has a tax-free exchange 
if, after he makes the exchange, the acquiring company has 80 percent 
or more control of the other company or acquires that control within 
6months thereafter. 

We have made other changes, Mr. Chairman, which are quite im- 


| portant but are in somewhat more technical areas in section 368 and I 


think do not require discussion at this point. In addition, we have 
made outside of section 368 a number of changes in the treatment of 
boot received. We have eliminated the provision of existing law that 
boot will not be taxed as a dividend unless there is a gain realized by 
the shareholder on the exchange. We have felt that if the shareholder 
has a continuing interest in the corporation that survives the reorgan- 


- ization—and that is the reason for the tax deferment—he should be 


taxed on boot to the same extent the boot would be treated as a dividend 
had the old company continued in existence, whether he has a gain at 
that time or not, since the existence of gain on his stock investment 
would have nothing to do with whether a distribution of cash or other 
property would be taxed to him as a dividend if the old company had 
remained in existence. 

We have introduced flexibility, however, by providing that if the 


- shareholder can show that the distribution is in the nature of a partial 
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liquidation or constitutes a disproportionate redemption of the stock, 


the boot received would have the same character if he receives it in a 
reorganization as it would have had if it had been distributed to him 
by his old company in the absence of a reorganization. We have tried 
to make the rules in this area consistent with the basic policy of the 
provisions. 

The Cuarrman. Mr. Cohen, as I understand it from the report, the 
advisory group recommends that so long as two-thirds of the con- 
sideration transferred by the acquiring corporation consists of its 
own stock, of any kind or class, the acquisition will constitute a reor- 
ganization. 

Mr. Coven. That is correct, Mr. Chairman. 

The Cuarmman. Taking into consideration the legal and practical 
limitations that we have under existing law, does the advisory group 

roposal enlarge the area of transactions which constitute reorgan- 
izations? 

Mr. Conen. I think, Mr. Chairman, that it does enlarge the area in 
the field of practical mergers in two respects: One, it enlarges it by 
permitting part of the consideration received to be nonvoting stock; 
secondly, by permitting part of the consideration to be boot. 

There are several points I would like to make, one of which I have 
made already, that enlarging the area of reorganization is not an 
unmixed blessing for taxpayers. It has its advantages for the revenue 
in that it means that boot which is received is going to get taxed as 
ordinary income in many cases. We feel that if a transaction would 
be a reorganization, if solely voting stock were received, the receipt 
of, say 10 percent of the total value in the form of cash should not 
result in the entire transaction being taxed as a capital gain, but should 
be treated as a tax-free exchange of stock for stock, with the 10 per- 
cent received in cash being treated as a dividend. In addition, where 
we permit the introduction of nonvoting stock we have done so in 
large part because the present law, in requiring voting stock, does not 
say how large a vote is required. It is possible to satisfy existing law 
by setting up a new class of voting stock that will have a relatively 


minor effective vote, cannot affect the election of directors and cannot | 


effectively have any voice in the corporate policies. At this point it 
has become more a technical consideration than one based upon 
fairness. 


We considered the possibility of saying that the voting interest in | 
the merged company should be proportionate to the values of the | 
assets contributed to it by each corporation, but we thought that that — 


would have too many complications to be worthwhile, and if you can- 
not go that far, the requirement of just a minor voting interest is an 
unrealistic test, we felt. 

The Cuatrman. There are certain attendant consequences of a tax- 
free reorganization that we must always be mindful of, though, when 
we enlarge the area of such reorganizations. The nonrecognition of 
gain to some or all of the shareholders is one of the consequences, the 
a of the corporate basis, another, net operating losses, another, 
and so on. 


As a result of such treatment, we must be concerned about. a very | 
important policy matter. As you know, Congress is always faced | 


with the problem of concentration in industry. That matter is before 
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some committee of Congress for consideration almost every week that 
the Congress is in session. We should, therefore, not only look to tax 

rfection and consequences in this area, but we must also look to see 
whether or not our action makes it easier to accomplish further con- 
centration in industry. 

Do you not agree ? 

Mr. Conen. I think so. 

The Cuarrman. Has your advisory group evaluated this from that 
point of view ¢ 

Mr. Darret. Mr. Chairman, may I just say a word on that? 

We have given considerable thought to the problem. We did not 
consider that problems of antitrust policy can be best handled in a 
tax law. But we did consider whether or not our suggestions would 
make a material difference in encouraging corporate reorganization 
and combinations. The provisions of the statute today with respect to 
statutory mergers and consolidations are more liberal than those we 
propose. The changes we recommend with respect to the other types 
of reorganization, including those making it unnecessary to issue solely 
voting stock, may broaden somewhat the area of tax free organiza- 
tions, but they also produce a needed consistency between the various 
reorganization sections. 

Of importance, it seems to me, is the effect, as a deterrent to reorgan- 
izations, of our proposed treatment of boot. We propose that, regard- 
less of whether the stockholder has a realized gain in the reorganiza- 
tion exchange, if he receives a distribution in cash or the equivalent 
on the reorganization exchages it will be taxable to him as a dividend 
in the ordinary case if his corporation’s accumulated earnings are 
sufficient. Regardless of whether he had inherited the stock or recent- 
ly bought it at a high cost he must pay his dividend tax. So on bal- 
ance, I think, our proposals do not materially encourage corporate 
reorganizations as compared with present law. If it is desired drasti- 
cally to curtail tax free reorganizations, there would have to be very 
substantial changes in the present law. 

Does anybody agree with that ? 

Mr. Lananan. Yes. 

Mr. Pererson. Yes. 

The Cuatrman. Let us look strictly at the tax consequence of your 
proposal. 

Let us take an example where the acquiring corporation is ne’ 
large, with its stock oe securities listed on a national exchange. It 
tranfers nonvoting preferred stock and cash in exchange for the assets 
of a small corporation. So that the shareholders of the small corpo- 
ration get two-thirds of their consideration in nonvoting preferred 
stock and one-third in cash. 

Is this the sort of transaction that shareholders who only obtain 
preferred stock of the acquired corporation, and I must say it may be 
ay small amount of preferred stock, should have nonrecognition 
of gain ? 

Mr. Conen. Mr. Chairman, we have dealt with this at some length 
in the report. It involves many considerations. We had discussed 
at great. length whether we should permit the receipt of preferred 
stock. Take the transaction step by step. First, let us consider the 
cash part, without regard to whether the accompanying stock received 
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is preferred stock or common stock. The question then is, should one. 
third be permitted to be received in the form of cash. 

Now, our answer to that is “Yes,” as long as there is a protection 
to the revenue in treating the cash as a dividend when it represents 
a siphoning out of earnings. So we would answer on that. one-third 
“Yes,” but we would say “Yes” only because the revenue is protec 
in getting the dividend tax on the cash in appropriate cases. 

Now on the question of whether you would permit these exchanges 
to be made for preferred stock and would not insist on common stoe 
our answer to that after much debate was “Yes” also. That has been 
true in existing law for a long time. 

In statutory mergers one can issue either nonvoting or voting pre- 
ferred stock without common stock and that is all that is neonil to 
constitute a reorganization. In practical mergers one can now issue 
solely voting preferred stock, and we do not. see that the vote has too 
much to do with the problem for reasons that I mentioned earlier, 

We have felt that we should continue the general policy of existing 
law of permitting preferred stock as well as common stock to be issued. 
Certainly it mould be necessary to permit preferred stock to be issued 
for preferred stock; and since common stockholders of the absorbed 
corporation could exchange their common stock for preferred in a tax- 
free recapitalization prior to the merger there seems to be no reason 
not to permit the exchange of preferred for common to occur in the 
merger itself. 

Most people would not regard preferred stock as being the equiv- 
alent of debt securities. A preferred stockowner can lose a lot but 
generally cannot gain much, and he is still in a risk position. That 
depends, of course, upon the capitalization of the surviving company, 
as to whether there is much common stock behind the preferred. Our 
overall conclusion was that it was better to permit solely preferred 
stock to be issued. 

The Cuarrman. But, Mr. Cohen, does not it occur to you that if we 
liberalize the type of stock to include any preferred stock we may be 
greatly enlarging the problem of concentration of industry that 
bothers us? 

Mr. Conen. I do not believe that we are, Mr. Chairman, in that 
today a statutory merger can be accomplished with solely preferred 
stock, voting or nonvoting, and a practical merger can be accom- 
plished with solely voting preferred stock even if it has such a small 
vote that it cannot elect a director and cannot possibly affect man- 
agement decisions. 

So I do not believe it is fair to say that in this particular area we 
are enlarging the possibilities of merger as against existing law. 

Whether you would want to cut down on mergers for policy reasons 
alone is something that I believe the advisory group felt was not 
within its jurisdiction or at least expressed no views upon. I believe 
the feeling of the group was that it should not be accomplished by 
the tax law. 

The Cnatrman. I am merely bringing these points out because they 
are points that we must consider. I understand that they are not 
points that you would have considered because you were thinking in 
terms of the effects on the sections of subchapter C. 

On page 81 of your report it is stated that the advisory group 
proposals with respect to the so-called reincorporation problem are 
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' not intended to convert all transfers literally coming within the stat- 
utory language into reorganizations. You give two examples of trans- 
actions which it is believed should not come within the reorganization 

rovisions. The report suggests that a specific provision could be 

d evised making an arbitrary statutory dividing line but you do not 

ad propose any such provision. 

I am wondering whether the test proposed by the advisory group 
may not be so uncertain as to create problems in this area. The ad- 


i, yisory group gives what they believe are two clear cases. What about 
my other transactions somewhat different? Do you believe that this 
uncertainty will constitute a problem in the future? : 

.- Mr. Conen. Mr. Chairman, I believe it is fair to say that this par- 
to | ticular problem exists under the present law. Perhaps by virtue of 
e | some of the changes we have made, which we think are important for 
o9 | the protection of the revenue—for example, in reducing “control” re- 
r quirements from 80 percent to 50 percent where individuals cause 
v property to be transferred from one corporation that they dominate 
q. into another corporation that they dominate, we may have enlarged 


»4 somewhat the area in which the problem might arise. ; 
4. . We have felt under existing law the courts have adequately policed 
the field by using a rule of reason. We do not believe that in drop- 


| ping the test from 80 percent to 50 percent we have mners so many 
he | more transactions into the area that we have substantially enlarged 


the problem beyond the possibility of the courts being able to handle it. 
We have been hesitant to withdraw the flexibility that a rule of rea- 


* son permits in this type of problem by pen any specific percentage. 
at | We feel that it would be possible to pick a percentage but there has not 


been enough experience in enough cases up to the present time, to pick 
xr | the percentage with any confidence that it was the correct one, and it 
4 | isfor that reason that we have not at-this time done so. ; 
It may be that the development of further experience will point 
ve _ the way to the picking of the proper percentage. 
he The Cuarrman. Let me now direct your attention to the so-called 
at creeping control and Winston Bros, rules of the advisory group. These 
_ rules, as I understand, permit a corporation to acquire 79 percent of 
at | another corporation’s stock for cash and then, within the same year, 
4 | acquire either the assets of the subsidiary or its remaining stock in 
n- exchange for the acquiring corporation’s stock. : 
ll The second transaction will be a reorganization, as I understand it, 
n- under your rules. And on the liquidation of the subsidiary the par- 
ent will stand in the tax shoes of the subsidiary—retaining the sub- 
ve Sidiary’s basis for its assets, taking over its earnings and profit, net 
operating losses, and so on. 


ns Are transactions of this sort really like reorganizations, or are they 
ot . more like cash purchases ? 
ve Mr. Conen. Mr. Chairman, I think that you might have to break 


the question down into two aspects. 

First, is it a reorganization from the standpoint of the shareholders 
ay who in the later part of that transaction exchange stock for stock; 
ot and, second, is it a reorganization to the extent of permitting, say, 
in __ het loss carryovers to go forward or other attributes to move from the 

| acquired companying into the acquiring corporation. The two sets of 
ip tules do not have to be the same. 
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In the creeping control area there is a very difficult problem of 


drawing the line. We felt that all things considered it is proper to 


give tax deferment—and dividend treatment, too, if there is boot in- 
volved—to those shareholders who make the exchange of stock in a 
60-percent subsidiary for stock of the parent where the parent winds 
up with, let us say, 100-percent control. 

There is no substantial reason not to ive him deferment and there. 
are many reasons to permit the cleaning up and simplification of 
corporate structures in that way. | 

Whether losses should be permitted to go forward from one com- 
pany to another in that situation depends upon the rules that you 
are going to have for loss carryovers and the other attributes. They 
do not necessarily have to be the same. 

In designing this reorganization provision we had in mind prima- 
rily, I believe—at least I had primarily in mind, and I believe the rest 
of the members of the group had primarily in mind—the treatment 
of the shareholder who makes the exchange and the asset basis in- 
volved, but not primarily the carryover provision of 381 and 382 
which can be dealt with by special rules in 381 and 382 to the extent 
it is desired. 

Mr. Darrevt. Mr. Chairman, may I add that if, in the case you 
gave, 80 percent of the subsidiary’s stock had been purchased and the 


subsidiary had been liquidated within 2 years, then there would not be 


a carryover of the asset basis of the subsidiary because the rules of 
334(b) (2) would apply and there would not be any carryover of any 
of the tax attributes under 381, whether a net loss carryover or 
otherwise. 

The Cuarrman. That is a very limited situation, though, is it not? 

Mr. Darreti. That is the normal case where you buy a subsidiary 
and liquidate it within 2 years. If you purchased less = td 80 percent 
of the stock or kept the subsidiary going longer than 2 years, then 
this limited situation would not apply. 

The Cuarrman. What are the standards, Mr. Cohen, that should 


Mr. Conen. Mr. Chairman, if I may just add one other thing. 

The Cuarrman. Yes. 

Mr. Conen. To a considerable extent this may be true in existing 
law. I am not clear that the question that you asked is applicable 
only under the advisory group report. There is considerable doubt 
in existing law in this area. 

The CuHarman. I have had some question in my own mind as to 
that. 

What are the standards which should be applied in determining 
whether a distribution of stock in a controlled corporation will qualify 
for tax-free treatment as a spin-off or split-off under the rule pro- 
posed to be added by the advisory group ? 

Mr. Conen. I assume you are referring to section 355? 

The Cuarrman. That is right. 

Mr. Conen. Relating to spin-offs. And the extent to which we have 
broadened the existing rule in that section. 

The Cuatrman. That is right. 


Mr. Conen. We have done two things in the spin-off and split- | 
up area. We have required in our report and draft that the stock | 
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that is distributed of each company be worth at least 20 percent of 
the entire company in order to prevent the frequent spinning off of 
companies of small size. This is a problem which is not clearly dealt 
with in existing law. 

At the same time we have provided that the Secretary or his dele- 
gate may find that distribution does not have as one of their principal 

urposes the avoidance of Federal income tax. At the present time 
jt seems to be necessary to establish that the oo company has a 
business that is separate from the business that is retained in the 
distributing company. And the Internal Revenue Service feels that 
it cannot approve any spin-off distribution that does not involve the 
distribution of a separate business. We feel, as we have indicated 
in the report, that there are certain cases in which a business might 
pesperly be distributed even ie it is not entirely separate from 
the business that is being retained. Moreover, there might be some 
cases in which the business distributed might properly have a value 
less than 20 percent of the whole, particularly where there might be 
some border-line doubts as to valuation. 

In this particular area we have recommended some degree of flexi- 
bility beyond the limited specific rules in the standard. 

The Cuamman. Actually, you would suggest in this instance that 
the controlled corporation be permitted to qualify for tax-free treat- 
ment even though it does not satisfy the active business test or even 
though it does not satisfy the test that you put in providing a 20-per- 
cent distribution requirement, if it is established to the satisfaction 
of the Secretary or his delegate that the distribution is not in pur- 
suance of a plan, the principal purpose of which is the avoidance of 
Federal income taxes. Is that not what you say ? 

Mr. Conen. Yes. 

The Cuarrman. Allright. What I am trying to determine is what 
standards do you have in mind that the Secretary or his delegate 
might apply in that situation in determining whether the principal 
pu is the avoidance of Federal income tax ? 

Mr. Conen. Mr. Chairman, I have difficulty in defending a pro- 
vision of this kind because I acquiesce in it only as a last resort. 

I spoke earlier about the matter of making the tax law depend upon 
determination of tax avoidance intent. On the other hand, this is 
a provision which has been in this spin-off area in the statute for 
some time. And it has been administered in the past by the service, 
by and large, on a very sensible basis and has not caused too much 
difficulty. We thought something should be done to prevent the 
present rigidity that exists in the section, and we were trying to pro- 
vide some means of flexibility. 

I do not know that you can specify precisely what the standards 
are. You can, however, say, as in the case that we have referred to 
in the report, that where two individuals are in business together in 
a corporate form and they no longer can get along together and wish 
to divide up, if the businesses are capable of operation separately it 
should not matter that they have not been operated separately before; 
and we have felt that the Treasury Department could tell whether 
this was a device for avoiding income tax or whether it was not. 

We cannot specify in detail what the rule should be. 
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The Cuamman. Mr. Cohen, I think I have been thinking along the » 
opposite line. I do not know, but I have thought, and probably Iam | 
wrong again, that we should permit distributions of stock in a con- 
trolled corporation to be in the tax-free status only if we apply the 
test—and the test is completely adhered to—of this active business 
purpose. 

As I understand, even though there is no continuation of the active 
business, you might still under your proposal give to the stock of the 
controlled corporation this tax-free status if the Secretary does not 
become convinced that the primary purpose or principal purpose is _ 
tax avoidance. 

Why can we not say just the opposite, that under no circumstances 
will distribution of stock in a controlled corporation enjoy such tax- 
free status unless the active business test is met ? 

Mr. Conen. I am not inclined to agree with respect to “active busi- 
ness.” The problem that the advisory group had been faced with is 
that the term “active business” had been interpreted to mean separate 
business and a host of complications develop from that. 

The Cuamman. I understand that. That is not the continuity of 
active business in my mind that I am thinking about, not that it bea 
aaparete business or anything of that sort. I have had trouble with 
that, too. 

But I think you would agree with me that a certain primary test 
ought to be this active business purpose, the continuity of that. 

Mr. Conen. That is correct. And we did not intend to alter that. 
We had intended really to permit flexibility to depart from this sepa- 
rate business rule. 

The Crarrman. I understand what you had in mind. But I think, 
though, as the language has been developed that you may well have 


departed from that. 


Mr. Conen. Maybe it could be refined and improved. 

The Cuarrman. I could be wrong. But it just occurred to me that 
it had. 

Let us conclude this discussion unless there are some further ques- 
tions. 

Mr. Darrett. Mr. Chairman, the next item is a very important one, 
the carryover of net operating losses and other items and the special 
limitations on net operating loss carryovers. We will first take up 
the latter, and Mr. Peterson will speak on that. 

Mr. Perrrson. This subject is covered on pages 11 and 13 of the 
staff summary, item No. 7. 

This is probably the most hotly debated of the sore spots in the 
revenue laws. It deals with the subject of trading in losses. 

Loss carryovers have been in the revenue laws from time to time 
for many years, their purpose being to try to put a taxpayer whose 
income fluctuates, a feast-and-famine taxpayer, on a relatively equal 
basis with the taxpayer whose earnings experience is pretty much a 
steady flow. 

I believe there were carryover provisions in the 1920's. They were 
dropped in the thirties, probably because they would reduce the reve- 
nue and the Government was hungry for revenue in the 1930’s. The 
provision was restored in the Revenue Act of 1939. 

While my experience in the tax field does not go back to the 1920's, 
T do not recall ever hearing of any problem of trading in losses under 
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the old loss provisions. I think it was probably because the tax rates 
were so low that no one regarded a net operating loss carryover as a 
corporate asset that would justify the type of trading that people 
attempt nowadays. 

However, when the World War II excess-profits tax came in, tax 
rates, both the normal rates and the excess-profit rates, soared. There 
was also a carryover provision put in for purposes of the excess-profits 
fax—a carryover of excess-profits credits. 

It was about that time that we first began to hear of trading in 
earryovers—advertisements in magazines and people purchasing cor- 

rations. At that time I believe it was more for the purpose of 
using their excess-profit credits than the loss carryovers. Congress 
attempted to do something about it in the Revenue Act of 1943 by 
the enactment of section 129, which provided that if control of prop- 
erty or a corporation was acquired for the purpose of the avoidance 
of Federal income tax—to obtain the benefits of deductions, credits, 
and other allowances—the Commissioner was permitted to disallow 
those credits, allowances, and deductions to the extent he thought 
necessary to prevent tax avoidance. 

The Government, however, never had a great deal of success until 
recently in operating under that provision. Generally speaking, at 
that time the problem was confined to the corporation wher the credit 
originated because there were no statutory provisions that permitted 
inheritance by a successor corporation, although there was one case, 
the Stanton Brewery case, that indicated perhaps that in a statutory 
merger of an operating subsidiary into a holding company parent, the 
item could go over, and then later we have had a Supreme Court case 
saying that under the old law, whatever the validity or invalidity of 
the Stanton Brewery case, at least they could not apply these things 
against any business other than the one that generated the allowance. 

Then we come to the 1954 code. By that time a great deal of tax 
avoidance was taking place in this area. At the same time it was felt 
that there might be proper cases where items of this sort could be in- 
herited just like any other tax attributes. As a result a much more 
articulated provision was put into the tax laws. First, not because of 
any order of importance but because it deals with an old provision, old 
129, which became section 269, was amended to include a presumption 
of tax avoidance in a case where you paid less than the basis of the 
assets acquired plus the value of any tax benefits obtained. 

At the same time section 881, which we can perhaps discuss in a 
little more detail later, provided for the inheritance of many tax 
attributes in certain types of nontaxable transactions, one of the most 
important of which attributes was net operating losses. 

ection 382 was put in to try to impose restrictions on the use of net 
operating losses which Wonka Be more easily enforced than the general 
tax avoidance limitation of section 269. 

Section 882(A) deals with cases where the proprietary interest in 
a corporation changes at least 50 percent by purchase. I emphasize 
by purchase. It does not include those cases where the proprietary 
interest changes in a reorganization but only when the stock up to 50 
percent or more is purchased by a new interest. 

It provides that if within a Pes period there is such a seve, in 
proprietary interest coupled with the failure to continue the old busi- 
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ness, the carryovers are lost entirely. That is to say, even the corpora- 
tion that generated the carryovers loses the benefit of the carryover, 

Section 382(B) purports to cover reorganization cases. Generally 
speaking, that section provides that where a profit corporation and 
a loss corporation combine, if the interests that formerly owned the 
loss corporation have at least a 20-percent interest in the surviving 
enterprise then there are no limitations other than those which might 
be imposed by section 269, on the use of the loss corporation’s carry- 
overs against the combined income after the amalgamation. If the 
interest is less than 20 percent then the carryovers are scaled down 


peorporetey. That is to say, if the interest is 15 percent, that _ 


ing three-quarters of 20 percent, they can make use of only three- 
quarters of the carryover, and so forth. 

Section 382, however, does not cover—neither subsection (A) nor 
subsection (B)—cases where changes in proprietary interest occur 
through nontaxable stock acquisition or where inheritance takes place 
through a section 332 liquidation. 

We have felt that these provisions are uncoordinated and rather 
capricious. In fact, they are so difficult to interpret and apply and 
may literally lead to such results that even to this day the Internal 
Revenue Service has not promulgated even proposed regulations. 

So we are still operating, to the extent we do operate under these 
provisions, without the benefit of any regulations. 

As I say, we thought that these provisions were rather unsatisfac- 
tory and so we tried to determine what we thought a workable and 

roper rule ought to be. I think that everyone recognizes the evil but 
it is difficult to obtain any unanimity of view on what ought to be 
done about it. 

Our thought was that what we really ought to be distinguishing 
between is those cases where through a change in proprietary interest 
or a reorganization the objective is to obtain the benefit of carryovers— 
where the acquirer was not interested in the business primarily but 
in attaining the benefits of the carryover—and those cases when the 
objective was to acquire the business. 

We felt that if the primary interest was in acquiring the enter- 
prise that happened to have a carryover, that is, acquiring the business 
of that enterprise, there was no real reason why we should deprive 
them, at least altogether, of their carryover. 

We cause them to retain their other tax attributes; like their earn- 
ings and profits, the basis of their assets, their accounting methods, 
and many other characteristics which are not altered by a change in 
proprietary interest. 

So it seemed to us that there was an argument that they ought 
not to lose the benefit of this tax attribute, either, but the question 


was to separate the sheep from the goats. There have been those that — 


have thought that a change in proprietary interest ought to be enough 
to cause a limitation or a complete cancellation of carryovers, pro- 
viding that the change is so great that you might say that the interest 
involved is totally different from the old ones. But this is a corporate 
tax that we are dealing with and so long as there is a seperation, a 
real separation, in identity between the stockholders and the corpo- 


ration, and there is a continuing of a substantial business which is | 


the major interest in the acquisition, we ought not to disturb the 
attributes merely because the proprietary interests have changed. 
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Now it seemed to us that—and here we come to the solution which 
the adviso oup proposes, although at first blush it may seem that 
there is little logical relation between what we regarded as the under- 
lying philosophy and what we are trying to do and the mechanics 
of doing it—we thought that by imposing a limitation on the carry- 
over that could be retained upon one of these 50 percent or greater 
changes in proprietary interest, in terms of the amount that was paid 
for the business by the new interest, we would probably be accomplish- 
ing the separation of the sheep from the goats that we had in mind. 
“We suggest that a carryover of an acquired corporation should be 
limited to 50 percent of what was paid for the business by the new 
owners, our thought being that certainly no one could go out and 
acquire a corporate shell solely for its carryovers, if we had such a 
limitation. They would be losing right away, if the corporation had 
nothing but a carryover. If, for example, someone paid $100,000 for 
the carryover immediately it would be cut down to $50,000 and as- 


- suming a tax rate of 50 percent all the acquirers could benefit from 
the purchase, looking through the corporation to its shareholders, is 


$25,000 out of $100,000. So we would be certainly excluding those 
cases. 

Under this rule, the business itself would have to be worth at least 
three times the carryover before a purchase price would be large enough 
so as not to cut into the carryover. 

This would also, you might say, cut a carryover down to size 
in that if there was a substantial business and you were willing to 

ay for it, if it had an enormous carryover you would not be los- 
ing the whole thing, but would get some part of it, which you might 
say would be in a way related to the business of the size and pros- 
pects it was at the time the ownership changes hands. 

I would be the last to say that we have met with complete and 


wholehearted agreement in this approach. Criticism has come from 
both directions; those people who want fewer restrictions on carry- 


overs and those that think the restrictions that we propose are not 
severe enough. 

But we have not, at least our group has not, had any other method 
brought to its attention which we felt served what we conceive the 
true purpose of these limitations to be as well as this one. 

Now I realize that the implementation of this rule that we suggest 
has called for a lot of very complicated statutory language which is 
found in our bill draft, but I doubt whether considering the nature 
of the problem that is a thing that we want to discuss at the present 


The Cuarrman. Mr. Lanahan, were you supposed to comment with 


| respect to this matter before any questions ?¢ 


Mr. Lananan. I think if you agree, Mr. Chairman, we will not go 
into the technical details on this. 

The Cuarrman. All right. 

Mr. Lananan. I simply want to supplement Mr. Peterson’s state- 
ment to say that these rules operate regardless of how the change in 
ownership takes place, that is to say, through redemptions of stock, 
through 351 exchanges, reorganizations, and any other type of trans- 


' action in which there can be such a change in ownership. 
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The Carman. As I understand, the advisory group has definitely 
tried, and certainly you have gone in that direction, to strengthen 
the situation involving the net operating loss carryover by providing 
better limitations. That has sy your desire, has it not, Mr, 
Peterson ? 

Mr. Pererson. That is right. 

The Cuatrman. From that desire, which I know has motivated 
your action, I notice however that you would eliminate the rule now 
applicable to stock purchases that net operating loss carryovers are 
acieasall only if there is a failure to continue the loss corporation’s 
business substantially unchanged. The advisory group would add 
substantially that same rule as a presumption to section 269 so that 
in the case of either stock purchases or reorganizations a failure to 
carry on the same business substantially unchanged would give rise 
to a tax avoidance presumption. What is the purpose of taking this 
trade or business rule out of section 382, then adding it as a presump- 
tion in section 269? If the rule is right, should not it be a part of 
section 382? 

I am thinking in terms of the possibility of a great deal of un- 
certainty as to whether or not this rule would apply in a specific 
case if it is presumption in section 269, and also whether as a result 
of this change the protection afforded by the rule may actually be 
weakened. I know that was not your purpose. I am thinking now 
in terms of the case of a stock purchase. 

Mr. Pererson. I think it could as well be put in 382 as to move it 
over to 269. But 382 seemed to be more the mechanical or mathe- 
matical approach and the general continuity of business we thought 
went better with the general section which adopted tax avoidance 
motive as a standard. 

In the first place, I think 269 would cover other things than merely 
net operating loss carryovers. We thought just from the organiza- 
tion of the subject matter that it was more appropriate over there. 
As I say, it could be put into 382 just as well. 

Mr. Darrey. There is another factor, too, Mr. Chairman, and that 
is that any requirement that substantially the same business must be 
carried on would be a very difficult thing to interpret and apply. 
What does it mean? If you have 20 stores can you change the location 
of one, can you drop one? If such a requirement were made the 
statutory rule, the difficulties and uncertainties would be very con- 
siderable. We thought, and I believe this was one of the factors in 
our minds, that such a consideration would be more appropriate in 
connection with a presumption than as an arbitrary statutory rule. 

The Cuarrman. But in your report you say that it is also an integral 
part of this proposal that the application of the general language 

roposed to be inserted be described in some detail in an accompany- 
Ing committee report. 

Now, what I am getting to is this question: Have you given any 
thought as to the type of examples that should be provided in such 
a committee report? I think you will admit that it would be neces- 
sary to do what you suggest, to have the exact type of examples that 
we are talking about, if we are to create such a presumption. 

Mr. Darreti. Well, it was our thought that the experience of the 
Service in the operation of the law and in observing business con- 
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» quct would be very useful in the development of appropriate exam- 


Jes. But we certainly would have ideas on that subject if it is 
Fecided to proceed in that direction. 

The Crarrman. I think you make it clear in your report that your 
recommendation with respect to limitations on net operating loss 
carryovers is functional and as such, arbitrary, not based on any 
theoretical concept. You are trying to be very practical here in your 


~ recommendations, as I see it. 


But what is not clear to me is why the advisory group believes 
that the right rule is to limit net operating loss carryovers when less 
than a certain amount was paid for the stock or assets of the loss 
corporation. I would suppose that a rule which would cut off loss 
carryovers entirely when more than a spécified percent of the loss 
corporation stock changes hands would be just as practical and arbi- 
trary and, in addition, would not permit new shareholders to get 
the advantages of even the scaled down loss which would be provided 
them under the advisory group’s approach. 

If the transaction is such that you believe net operating loss carry- 
overs should be reduced, why is it desirable to permit any of the 
loss carryovers 

Mr. Prrerson. I think it is because we feel that under a rule like 
this you could argue that the loss carryover as compared to the busi- 
ness has been reduced to the point where it can properly be regarded 
as only a tax attribute. The main thing is the business and this is 
a tax attribute as many of the other tax attributes that adhere to the 
corporation. Whereas, if the tax attribute, to wit, the net lw 
loss, engulfs the company, and is more than the value of the business, 
you could not say that then we are really interested in the transaction 
only as the acquisition of a business. They might then be interested 
only in acquiring a tax attribute. We think if they buy the business 


_ that the tax attribute ought to go along with it. 


It is not the shareholders’ tax we are talking about. It is the 
corporate tax. I know, of course, the burden is ultimately borne by 
the shareholders but it is the corporate tax we are talking about. 


_ We feel that when the carryover is cut down to size it can be properly 


called an attibute of the business rather than the sole asset of the 
business that the taxpayer was acquiring. 

The Cuatrman. I have been thinking about the situation wherein 
the loss corporation has a large amount of liquid assets in addition 


to its business assets. In that case, why should those liquid assets 
enter into the amount of loss carryover permitted to survive? 


Mr. PrreRson. That is a problem, I know, and we have tried to 
do something about it in our proposal. I think that we certainly 
take care of it to the extent that the liquid assets have been acquired 


_ within a 6-month period prior to change in ownership. 


Do we not, Jack ? 

‘Mr. Lanauan. That is correct. 

Mr. Prrerson. Now, it may be that even a more stringent limita- 
tion is necessary to be applied. You might leave the liquid assets 
out of account or subtract them from the consideration. But we 
go part way up that road in the draft. 

_The Cuarrman. Mr. Forand would have liked to ask some ques- 
tions on this subject matter had he been present but he was called 
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from the committee on other official business and could not be here 
when we reached this point. He was concerned about the amount 
of publicity that has developed about loss corporations —— 
profitable corporations, paying for them out of the profits of suc 

corporations. Some people are making large profits, not your people, 
but some people are making large profits in advising clients to do 
this. 

Have you made any suggestions in your report about how we may 
deal with this problem ? 

Mr. Prrerson. No; we have not. We talked only about those 
cases where profit corporations acquire loss corporations. 

The CuHarrman. When these loss corporations are taken over is 
there any protection so far as you know for the old employees of the 
loss corporation or the communities in which the loss companies were 
located? There is nothing in your proposal dealing with that subject? 

Mr. Pererson. There is nothing that deals with it in those terms, 
but I should say that the requirement of continuity of the business 
certainly points in that direction. 

The Cuarrman. If I have not asked the questions as he would have 
asked them we will let him strike them out, but I know he had these 
thoughts in his mind and he wanted to discuss them with you. 

Are there any questions on this matter of carryover of net operating 
losses ¢ 

If not, let us move on, then, Mr. Darrell. 

Mr. Darrett. We would like to have a moment on 381. 

The CuatrmMan. I am sorry. We had not discussed that one. 

Mr. Lananan. Mr. Chairman, 381, as you know, is a provision that 
is new in the 1954code. Under the 1939 code the inheritance or reten- 
tion of tax characteristics of a corporation, in the case of a merger of 
one corporation with another, depended on which of the two corpora- 
tions was the surviving corporation. Looking at the surviving cor- 
poration alone, that corporation retained its tax characteristics. In 
other words, the 1939 code placed undue emphasis on which way the 
transaction was cast. 

In the 1954 code, section 381 was added which describe the transac- 
tions in which one corporation would acquire the tax characteristics of 
the transferor corporation and the operation of the section was not 
made to depend on the manner in which the transaction was cast. 

The section lists about 18 separate items which shall survive in the 
kind of transaction dealt with in section 381 and among these are net 
operating loss carryovers, earnings and profits, capital loss carryovers, 
and accounting methods, and so forth. 

The transactions in which tax characteristics of one corporation are 
inherited by an acquiring corporation are under existing law generally 
those transactions in which the acquiring corporation takes over sub- 
stantially all the assets of the transferor corporation in such manner 
that the basis of the transferor’s assets carries over into the hands of 
the transferee. 

The present law does not have any rule concerning what happens 
where there is a divisive type of reorganization. For example, a 
corporation may be engaged in two kinds of businesses, it may make 
shirts and shoes, and it may wish to spin off the shirt business. The 
net operating loss carryover, for example, of that corporation pre- 
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sumably would remain in the corporation even though it has been the 
shirt business which had generated the loss. That is not entirely 
clear, I might add, because the regulations have not appeared on this 
subject. 

We recommend that in a divisive reorganization that the Commis- 
sioner be given statutory authority to regulate concerning how the 
tax attributes should be divided between the two corporations in a 
divisive reorganization. 

We also have a similar recommendation which applies in the case 
where one corporation acquires the assets of another corporation and 
then transfers those assets into a subsidiary. Under the existing 
statute, it would appear that the tax characteristics of the acquired 
corporation remain in the acquiring corporation even though those 
assets have been separated out into a separate corporation. 

Similarly, in that recommendation we prefer to leave that to the 
regulatory power of the Commissioner to prescribe how that division 
of the tax characteristics of the corporation shall be made. 

One formal change has been made in section 381. We have put all 
the provisions relating to accounting methods in a separate para- 

ph for purposes of uniformity. We have revised present para- 
graph (16) which permits an acquiring corporation to deduct certain 
obligations and liabilities of the transferor corporation assumed on a 
reorganization; however, the deduction is allowed if the obligations 
would have been deductible to the transferor corporation, and if the 
obligations are not reflected in the amount of stock or other con- 
siderations given for the corporate assets acquired. 

Paragraph (16) under existing law accordingly still makes it im- 

rtant which way a transaction is cast; in order to preserve the de- 
ductibility of a certain item it is necessary in most cases for the cor- 

ration which has the obligation to be the survivor corporation. 

hat requirement, therefore, that the amount of the obligation not 
be reflected in the consideration given in the acquisition has been re- 
moved under the advisory group proposal. 

We also add a catchall provision at the end of section 381 under 
which it would be possible for the Commissioner to regulate concern- 
ing additional items which he appropriately believes should be in- 
herited as tax characteristics of the surviving corporation. Among 
those would be research expenditures, excess soil and water conserva- 
tion expenditures, foreign tax credits and items of that nature. 

One other change was made in this area since we submitted our 
original report and that is an amendment to make it clear that the 
dividend carryover under section 564 of a subsidiary is not inherited 
by its parent corporation where the subsidiary is liquidated under 
the rules of section 332. 

That, Mr. Chairman, in summary form is the extent of our amend- 
ments to section 381. 

The Cuarrman. Thank you, Mr. Lanahan. 

Are there any on this point ? 

If not, let us take the next subject. 

Mr. Darreti. Mr. Chairman, the next item is one that has de- 
veloped considerable controversy. Perhaps that is why it is listed 
as the first item in the summary prepared by the staff. It has to do 
with section 305 relating to nontaxable stock dividends. 
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This area involves a question of legislative policy. We have made 
a recommendation with regard to it because the matter was put to us 
and we felt we should express our views. We want to make very 
clear, however, that this is a policy matter for the committee itself to 
decide. 

Section 305 makes stock dividends generally nontaxable. It pro- 
vides, as did prior law, that where the stockholder has a choice as to 
the medium of payment the distribution is taxable to him whether or 
not he elects to take stock. 

The question has arisen whether this restriction can be avoided by 

roviding for two classes of common stock with dividends payable 
in cash on one and in stock on the other, there being no difference be- 
tween the two classes except for the difference in type of dividend. 

The Treasury has proposed a regulation construing the election 
language of the statute to cover this, the position apparently being 
that the mere existence of classes of common stock of this character 
confers a choice. 

We have considered this question and, without intending to affect 
the interpretation of existing law, we have recommended adding a 
new section 305(b) (3) so that in the future, irrespective of any ques- 
tion of election, such cases will be excluded from nontaxable treat- 
ment. 

The proposed new provision would make the nontaxable provision 
inapplicable if a distribution is made with respect. to common stock, 
whether of one or more than one class, where the distribution is 
payable in stock or rights to stock with respect to a portion of the 
common and in property with respect to the balance of the common, 
if the effect of such stock distribution is to increase the proportionate 
interest of the recipient in the corporate earnings and assets. 

Now, this proposal has been criticized, particularly on the ground 
that it goes too far in denying nontaxable stock dividend treatment 
to stock dividends on a class of common that is not exchangeable for 
another class of common on which cash dividends are paid. 

In the much publicized case which gave rise to this problem, on 
which I believe the Service first ruled favorably, the corporate char- 
ter did not require stock dividends to be paid in stock in one class 
and cash in the other. It was permissible to pay either kind of 
dividend and the board announced what it was going todo. We have 
found it quite difficult to try to draft language which would draw 
the line on the basis of exchangeability. It does not seem to us that 
a destination on this basis would be very desirable in any event. It 
would involve questions of attribution of ownership. Controlling 
stockholders can always bring about a recapitalization and the law 
makes exchanges of common stock for common stock of the same cor- 
poration nontaxable. Accordingly a line of of demarcation based 
on exchangeability did not seem to us to be a desirable one. 

We recognize that there are arguments against the adoption of 
our proposal. Indeed we would agree that this proposal should not 
be adopted if, as a matter of congressional policy, it is desired to fa- 
cilitate corporate financing by making it possible for those taxpayers 
desiring to escape the high-tax brackets to hold common stock upon 
which tax-free dividends are paid in stock while other stockholders 
wanting cash dividends could take another class of common stock. 
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We are concerned, however, that if this nee of capitalization is 
sanctioned by the tax law it will become so widely used that it might 
in time endanger the revenue and lead to taxing stock dividends gen- 
erally, at least to the extent that they were taxable under the 1959 
code. It should not be overlooked that the 1954 code went beyond 
prior law in making stock dividends generally nontaxable, a chan 
which we believe was desirable. Under the 1939 code, stock dividends 
paid on a portion of the common stock, with the balance of the com- 
mon stock receiving money, would have been taxable because there 
was a resulting change in the stockholders proprietary interest in the 
corporation, 

It is primarily because of such concern, and because we did not 
think it practicable to try to deal with the situation by giving section 
306 or “tainted” stock treatment to such stock dividends, that we 
favor the proposal we have made. But as I have stated, the question 
is fundamentally one of congressional policy. 

That is all I have to say on this subject. 

The Cuarrman. Mr. Darrell, a number of persons have raised with 
me, as I am sure they have with you, a constitutional objection to 
having stock dividends in this two-class common stock situation sub- 
ject to tax, on the grounds that these common stock dividends really 
do not constitute income under the 16th amendment. 

Have you looked into that situation and reached a conclusion with 
respect to whether or not they do in fact constitute income ? 

Mr. Darreti. We have. 

The Cuarrman. Under the 16th amendment? 

Mr. Darrett. We have, Mr. Chairman. There may have been some 
grounds for that complaint under our first draft which did not con- 
tain the clause we now have in it that limits this treatment to situ- 
ations where those receiving the stock dividends have a changed pro- 
prietary interest in the corporation. 

Under the Supreme Court decisions which held stock dividends non- 
taxable the basis has been that there was no change in the stockholder’s 
proprietary interest. Where there has been a change, and there are 
many decisions dealing with this, stock dividends have been held tax- 
able. It was largely because of the complications and refinements 
involved in this issue that the 1954 code eliminated that factor as a 
test. I think, therefore, that, in cases such as the one we are discuss- 
ing, where it is clear that there is a resulting change in the proprietary 
interest since some common stockholders get stock dividends and some 
get cash, it is reasonably clear that there is no constitutional issue 
under the decided cases. 

The Cuamman. This problem arose with respect to the Citizens 
Utilities ruling? 

Mr. Darreti. That is right. 

The Cratrman. And as I recall in that instance the election was 
not with respect to the shareholder but with respect to the board of 
directors as to which stock or class of common stock would be issued. 
Is not that true? 

Mr. Darretu. I think that those facts were among the factors which 
, us feel it was difficult to draw a line on to, of exchange-. 
ability. 
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The Cuarrman. Certainly I agree with your thought and though 
this may not be a pressing problem at the moment, if we give sanction 
to this it will grow and grow and grow. 

Mr. Darrety. I might say, Mr. Chairman, that I have a great deal 
of sympathy with the position of these utilities and with others on this 
score, but I really do feel that it would be unfortunate if a situation 
developed whereby we would have to go back and start taxing stock 
dividends as widely as we could. I think the action taken in 1954 was 
a good move and I do not want to jeopardize it. That was really 
one of our principal motivations. 

The Cuairman. You do look with concern upon this practice in 
the Citizens Utilities case? 

Mr. Darrewu. If it becomes widespread, yes. I do not know why it 
should not be. 

The Cuarrman. As a matter of policy it should, in your opinion, 
be stopped before it can become widespread ? 

Mr. Darreti. That is a basic reason for our recommendation. 

The Cuarrman. I know. You say we must, in the process of mak- 
ing our determination, evaluate this problem that you have discussed 
together with the other problem of trying to get corporate financing? 

{r. Darrett. That is right. Financing is a problem in the case 
in any growing business. 

The Cuarrman. I understand it is. But I fear that this perhaps 
will develop into a very, very satisfactory method of obtaining cor- 
porate financing and thus have a very adverse effect upon revenue. 

Mr. Darretit. That, Mr. Chairman, is our feeling. Moreover, we 
do not like the idea of trying to say that the answer depends upon 
application of a part of the statute which speaks of an election. The 
situation should be covered in a forthright manner if it is to be cov- 
ered at all. 

The Cuatrman. Thank you, Mr. Darrell. 

Any questions on this point ? 

Mr. Berrs. Mr. Chairman. 

The Cuarrman. Mr. Betts. 

Mr. Berrs. Would you repeat those three instances that you rec- 
ommend to the committee ? 

Mr. Darreti. Our recommendation is that where there is common 
stock outstanding—it is on page 16 of our proposed amendments—if 
a distribution is made with respect to common stock of a corporation, 
whether of one or more than one class, such distribution is payable in 
its stock or rights to acquire its stock with respect to a portion of the 
stock and in property, which includes money, in respect to the balance 
of such stock, and the effect of such distribution is to increase the pro- 
portionate interest of the recipient in the assets and earnings and 
profits of the corporation, then it is not entitled to the benefit of sec- 
tion 305(a) which exempts stock dividends from tax. 

Mr. Berrs. Thank you. 

The Cuatrman. Any further questions? 

If not, Mr. Darrell, let us go to the next subject. 

Mr. Darre.u. The next one, Mr. Chairman, has to do with the defi- 
nition of corporate indebtedness. 

Under existing administrative practice and court decisions there is 
considerable uncertainty as to the proper tax treatment of corporate 
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debt obligations held by shareholders, especially if they are held pro 
rata. The problem has been fruitful of much controversy and litiga- 
tion during the recent years. The Gilbert case illustrates this point. 
The Second Circuit Court of Appeals remanded the case to the Tax 
Court because of its failure to specify the standards which it followed 
in concluding that the advances there involved were capital and not 
debt but the appellate court could not agree upon what standards 
Congress intended. 

The advisory group has given a great deal of consideration to this 
recommendation. It is in essence a recommendation first advanced by 
others. We think it would be desirable if possible to provide greater 
certainty in this area as a guide to the taxpayers, tax administrators 
and the courts. Such a provision should be of special benefit to small in- 
corporated businesses and the owners thereof for, unlike publicly held 
corporations, small closely held businesses must often look to the share- 
holders as the only source of borrowed money. 

The definition we propose appears on page 20 of our draft amend- 
ments and it is summarized on page 3 of the staff summary. 

The definition in essence is that indebtedness of a corporation shall 
include in all events but shall not be limited to any unconditional ob- 
ligation in writing of a corporation to pay on demand, or on or before 
a specified and not unreasonably distant date, a sum certain in money 
incurred upon a distribution to shareholders or for an adequate con- 
sideration in money or money’s worth and under circumstances which 
do not negative any reasonable expectation of payment, if the obliga- 
tion is not by agreement subordinated to claims of trade creditors 
generally, if payment if any for the use of the principal amount is not 
excessive, is not dependent upon earnings and is unconditionally due 
no later than maturity date and the obligation does not entitle the 
obligee to vote upon the election of directors, and finally, in case the 
obligation is initially held or guaranteed by a shareholder, immedi- 
ately after the obligation is created the principal amount of all such 
obligations of the corporation held or guaranteed by its shareholders 
does not exceed by more than 5 to 1 the fair value of the outstanding 
stock of the corporation or the total of the capital and surplus paid-in 
with respect thereto, whichever is the greater. 

You will notice that there are certain phrases in this section as it 
now stands which are susceptible to some uncertainty. At first, in 
the prior suggestion with regard to this area, those generalities were 
omitted, but it became evident to us that such general terms were neces- 
sary to avoid giving blanket protection to extreme situations involving 
grossly weaseschate interest rates or some other highly unreasonable 
element. 

The protection this definition is designed to afford is intended to be 
available only to very narrowly limited obligations of the clearest 
sort and is intended to be without prejudice to the determination of the 
status of other obligations which do not come within the definition. 
The status, for example, of an income obligation of the kind rail- 
roads customarily issue should not be affected by this at all. That 
type of obligation should be judged on its merits, as it always has 
been, without any unfavorable inference drawn from the fact that 
it does not fall within the narrow area covered by the definition. The 
same thing may be said of other perfectly good obligations which fall 
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outside the definition because they are subordinated to trade creditors 
or for some other reason fail to meet the strict statutory tests. 

I emphasize this point because our principal concern has been—and 
we understand that this concern is shared by others—that, instead of 
this provision being in the nature of a relief or clarifying measure ina 
limited carved-out area, it may tend to become the rule and thereby 
unduly narrow the existing meaning of indebtedness. 

For that reason we feel that it should be made very clear in the 
committee reports that the definition is remedial and is not intended 
to be and should not be considered exclusive. In fact, if this is not 
made clear, we would not be inclined to favor the proposal. But on 
this condition we favor the proposal as one that should tend to bring 
more order in this difficult area. 

The Cyairman. It is your thought, Mr. Darrell, that we could 
clearly state in the report our intention is that the definition not be 
exclusive. 

Mr. Darrewu. Yes, sir. 

The Cuamman. So that the situation might arise in which an obli- 
gation is not within the statutory definition ¢ 

Mr. Darre.u. Yes, sir. 

The CHamrmaAn. And would not be on all fours with the definition, 
but it could be included by the regulations? 

Mr. Darretit. Yes. That is our feeling. 

The Cuarrman. And it is only on this nonexclusive basis that you 
support such a definition ¢ 

Mr. Darre.i. That is right. 

The CHarrman. Thank you. 

Are there any questions on this point ? 

Let us go, then, to the next subject matter. 

Mr. Darrety. The next topic relates to the disposition of “tainted” 
or section 306 stock on which there is also some controversy, I believe. 
Mr. Peterson will explain our recommendation. 

Mr. Peterson. The subject matter embraced in this recommenda- 
tion is referred to on page 2, item No. 2, on page 16, item No. 4, and 
some miscellaneous provisions that are referred to on page 27 with 
the heading of section 306. 

This subject is related to several subjects which have already been 
discussed today. It has a relationship to section 302 and has a rela- 
tionship to 305 which Mr. Darrell has recently discussed. It concerns 
the bail-out problem. 

Not to take more time than necessary, I might say that this section 
first appeared in the 1954 code and it was responsive to the type of 
situation that was litigated in the Chamberlain case which the Gov- 
ernment lost. In its boldest form it involves a situation where share- 
holders, with earnings and profits in the corporation which they would 
like to get into their own hands but not at dividend tax rates, cause 
the corporation to declare a preferred stock dividend on common 
stock which they will then promptly sell. In the Chamberlain case 
arrangements had already been made for an insurance company to 
buy the preferred stock and then it would be retired over a period of 
maybe 10 years in the hands of the insurance company. 

By that method, which was successful in that case, the shareholders 
got several millions of dollars in their own hands at capital gains 
rather than dividend rates. 
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Section 306 provides that a preferred stock dividend on common 
stock shall be known as 306 stock. If that stock is subsequently re- 
deemed by the corporation or sold by the shareholder to third parties, 
the proceeds of the disposition will be treated as dividends, in effect, 
treated as dividends in the hands of the shareholders rather than as 
the proceeds of a sale transaction, in other words, as capital gains. 

Now, we have made several proposals in this area. 

One of the proposals deals with charitable donations of section 306 
stock. 

Since the passage of that section, some people have made donations 
of 306 stock, taken charitable donation deductions and_ thereby 
escaped the effects of the provision by relying on the longstanding rule 
that no income is reportable by a donor merely by giving property 
away, even though the property may be worth a lot more than the 
shareholder’s investment in it. 

While that rule has been in effect for many years, we felt that in this 
area shareholders ought not to be permitted to get the benefits of the 
tax reduction involved in the charitable donation of this kind of stock, 
which was really clipping off the earnings and profits of a corporation 
and making a gift of them without having reported them in income, 
because the donating shareholder’s position opposite his corporation 
is really not changed. He still owns the common stock and still has his 
old interest in the future profits of the corporation. 

Granted that we should do something about this type of thing, the 
choice appeared to be between including in income the amount he would 
have realized if he had sold the stock for its value at that time and 
then giving him his charitable deduction within the limit, the percent- 
age limits, of the code for the donation, a limiting the charitable dona- 
tion deduction to the portion of the value of the stock which would not 
on a sale be taxed to him as ordinary income under 306. 

That is the position that we take. 

I might say that I made some hasty calculations this morning and 
it seems to me that in this area there are much greater possibilities if 
some provision like this is not put in for making money out of a gift 
than there is in the ordinary case of the gift of appreciated property 
where the tax saved is a capital gains tax. I would not vouch for 
the accuracy of my calculations because they were hastily made. But 
I assumed that a taxpayer who had $200,000 of ordinary income also 
owned 306 stock worth $50,000. If he sold that stock and realized 
$50,000, my calculations show that he would then have a total income 
of $250,000 on which his tax would be $202,320 so he would have 
$47,680 left after taxes. If he made a donation of that 306 stock 
and got a charitable deduction for it his taxable income would be re- 
duced to $150,000 on which the tax would be $111,820. But he would 
still have $200,000 of income before taxes that I assumed he had from 
other sources. So the result would be that he would have $88,180 
left after taxes, or the gift would have saved $40,400. 

Now, it seems to me that that presents a problem and indicates that 
some type of remedy ought to be applied to this situation. 

A second proposal that we make deals with a situation where after 
a shareholder gets section 306 stock he either transfers it to a con- 
trolled corporation for that corporation’s stock under section 351, 
which would be a nontaxable transaction, in which case the stock 
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remains 306 stock in the controlled corporation’s hands, and the stock 
of that corporation received by a transferor also will be 306 s 

or else he makes a capital contribution of 306 stock to such a cor- 
poration. 

Present law, as I say, provides for printing engage every piece 
of paper that is involved in the transaction. But it was our feeli 
that this introduces undue complications and that any time you permit 
the passage of pieces of paper around it probably increases the oppor- 
tunities of tax avoidance. In this field discovery on the part of the 
Internal Revenue Service is quite a problem in itself. That and the 
feeling that this was an in terrorem provision led us to feel that we 
did not have to be too precise to protect the taxpayers. 

We recommend in those cases that the disposition will not be a 
nontaxable disposition but will be regarded as a realization of taxable 
income to the extent that on a sale he would have realized taxable 
income subject to the 306 treatment. 

Now, I think there is only one other proposal in this area that we 
need to mention at this time and that is this: In the definition of 306 
stock there is included stock issued in a reorganization, where its 
issuance is the equivalent of a stock dividend; however, the section 
does not say that in making that determination of equivalence to a 
stock dividend we shall a «3 the usual constructive ownership rules, 
We feel] that that should be provided and we so recommend it. After 
all, this is a bailout problem, and we are equating it with section 302 
by making that recommendation. 

There are many other questions that came up and were considered 
but about which we felt for the time being we did not need to do 
anything. 

Again I think we were influenced in part by the fact that the pur- 
pose of the provision was to steer off these transactions, not to make 
sure that if they did happen they were treated with absolute perfec- 
tion in the statute. 

The Cuarrman. Mr. Peterson, just for purposes of the record, what 
happens in this situation in the case of a donation or contribution to 
charity of some other stock or property that has appreciated in value 
but is not—— 

Mr. Pererson. Not 306 stock? 

The Cuarrman. Not 306 stock. 

Mr. Peterson. Under those circumstances the contributor gets a 
charitable contribution deduction for the fair market value of the 
donated property assuming that its value does not exceed the per- 
centage limitation on charitable contribution deductions and he does 
not have to include in income the appreciation, the capital gain. 

The CHarrman. I meant take it through. You gave us an example 
of a man who has contributed—— 

Mr. Prrerson. I beg your pardon? 

The Cyarrman. You gave us an example of receipt and sale of 
tainted stock, section 306 stock. Then you told us what the difference 
would be if that had been given to charity. Would it be possible for 
you to put in the record at this point an example illustrating the tax 
consequences of a contribution of any other stock which is not 306 
stock, or of other property, which has equally appreciated in value? 

Mr. Pererson. Yes, I could. The difference would not be as great. 
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The tax that would have been realized on the sale would normally be 
a capital gains tax and would be levied only on the gain rather than 
on the full value of the stock. But it is the same principle. 

(Material referred to follows :) 

We can assume the same figures except that the denoated property, worth 
$50,000, is a capital asset and cost the taxpayer $10,000. If the stock is sold, 
the total tax payable, including the tax on the $200,000 of other income, will be 
$166,820, leaving the taxpayer after taxes $83,180 (including the $10,000 for- 
merly invested in the property disposed of). If he gives the appreciated property 
away, his total taxes will be $111,820, leaving him $88,180. Thus, gift versus 
sale has saved him $5,000. If we assume a zero basis in the property, he would 
have left after taxes on a sale of $80,680, but if a gift were made the amount 
would be $88,180, indicating a $7,500 saving. 

The Cuamman. Your point is that in either case through this 
process they benefit but that in the case of tainted stock there is much 
more benefit, so that you feel that there is justification for applying 
this rule to tainted stock although we do not apply a similar rule to 
other stock and properties that have appreciated in value and are 
contributed to charity ¢ 

Mr. Darrevt. May I just add a word ? 

The Cuatrman. The reason I am asking the questions is because it 
has been charged by people interested in charitable contributions that 
the advisory committee has singled out one situation here and indirectly 
hit all charitable contributions, when there is not too much difference 
in tax consequences from these other situations that I just described. 

Mr. Darrett. May I add a word, Mr. Chairman ? 

The CHarrman. Yes. 

Mr. Darrewv. It seemed to us there are differences in two respects. 
In the first place, this would apply to the gift of section 306 stock 
which if wa would give rise to ordinary income. The theory of the 
statute is that, though it is stock, it is essentially a bailout of cor- 
porate earnings. Under the statute, it is conceptually in the nature 
of an income item and therefore there is justification for a different 
rule than in the case of ordinary stock. 

The second is that the tax benefit from the donation of section 306 
stock is very much greater and there would therefore be a greater 
inducement to donate such stock and indeed to set up situations that 
would enable one in a position to do so to make his charitable contri- 
butions in this way. 

The Cuatrman. Unless there are some further questions, let us go 
to the next. 

Mr. Darrett. Mr. Chairman, we have covered all of the items in- 
volving major policy considerations set forth in the staff summary 
and most. of the others. The remaining items are largely technical 
although many are important. I wonder if you want us to cover all 
of them or would you rather pick out certain ones, or what would 


The Cratrman. I think it would be better for you to pick out those 
few remaining that you think are of such nature that th 
discussed. 

Mr. Darrett. Mr. Chairman, I think we would take up next the 
redemption to pay death taxes and through use of related corpora- 
tions. Mr. Lanahan. 
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Mr. Lananan. Mr. Chairman, section 303 corresponds to section 
115(g¢)(3) of the 1939 code and it has as its purpose the prevention 
of hardship where a family has a business that is owned by the dece- 
dent which may have to be disposed of at distressed prices in order 
to finance the payment of the estate tax. It permits redemptions of 
stock without dividend consequences in an amount sufficient to pay 
such death taxes. 

We have studied section 303 and generally found that it operates 
approximately and have only one amendment which we make in that 
section. 

We would amend section 303 to permit stock which is received by 
a legatee from the decedent’s estate in satisfaction of a specific mone- 
tary bequest to qualify for a redemption under section 303. 

This is in response to a revenue ruling, revenue rule 56-270, which 
holds that property which is transferred pursuant to a marital 
bequest under a fixed formula, often used, results in a gain to the 
estate where the value of the property exceeds its basis. In other 
words, the ruling treats such a fixed formula marital bequest as a 
specific monetary bequest. The amendment therefore removes any 
implication that the stock received by a surviving spouse in such a 
case may not be redeemed under section 303. 

That is the only amendment we make there. 

The Cuarrman, Mr. Lanahan, as I understand, the purpose of sec- 
tion 303 when it was originally enacted was to prevent the enforced 
sale of family businesses to finance the estate tax ? 

Mr. Lananan. That is correct, Mr. Chairman. 

The Cuarrman. It was considered that the existing law encouraged 
the absorption of family businesses by large competitors and so tended 
to accentuate the degree of concentration of industry. 

I wonder whether the amendment recommended by your group is 
necessary to carry out this purpose? For example, where the dece- 
dent’s will provides for a specific monetary bequest, say $50,000 to a 
person, why should stock transferred by the executor to that person, 
in satisfaction of this bequest, qualify for capital gains treatment 
under section 303 ¢ 

Mr. Lananan. Well, that is a matter of policy for your committee. 
We considered that aspect of the problem and we were principally 
worried about the problem in relation to the utilization of the marital 
deduction and felt that we could solve it in thismanner. If it opened 
up the statute to any extent, we felt it was a very small opening and 
that there was no real creation of a loophole as the term is normally 
understood. 

The Crarman. In the case of the fixed formula marital bequest 
why cannot the stock be redeemed by the corporation from the estate 
before it is distributed to the wife? If that is done then there is no 
question, is there, but that section 303 will apply ? 

Mr. Lananan. That is true, Mr. Chairman. There may, however, 
be cases where the transfer to the surviving spouse is made and later 
there may be a deficiency in the estate tax. In other words, your sug- 
gestion, while it is quite appropriate, I believe would delay settlement 
of estates and following through with provisions for the benefit of the 
surviving spouse to carry out the decedent’s will to a greater extent. 

The Cratrmman. Section 303, we remember, was enacted for a spe- 
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cific purpose. I am just wondering if we do not go beyond that 
urpose. 

: r. Lananan. I agree with you, Mr. Chairman. We are slightly 

beyond it when we talk about specific monetary bequests but I ques- 

tion whether we have opened up an area for avoidance or evasion. 

The CuarrMan. Was not it originally intended that section 303 
would apply toa single corporation situation and do you not apply 303 
in the case of stock sats in more than one corporation? I do not 
mean you—existing law. 

Mr. Lananan. Existing law, where there is stock in more than one 
corporation held 

The CHarrman. I meant to say existing law. I have wondered 
whether or not we were justified in continuing the provisions of exist- 
ing law in that respect in the light of the original theory that promp- 
ted the enactment of section 303. 

Mr. Lananan. Again, Mr. Chairman, I believe that the provision is 
reasonably narrow at the present time, and—— 

The Cuarrman. I am not talking about your proposal. I am talk- 
ing about whether or not we have gone astray since we enacted the 
original concept of section 303. 

Mr. LaNnanan. I understand. There is no doubt, Mr. Chairman, 
that since 1950, when I believe the provision was originally inserted, 
it has been broadened very extensively. 

The Cruatrman. It does not now serve the original purpose? 

Mr. LANAnAN. It is broader than its original narrow purpose. 

Mr. Conen. Mr. Chairman, I am not clear that it has been broad- 
ened to that great an extent. There is a fundamental question in 303 
as to whether its benefits should be allowed in the case of redemption 
of stock from persons unless those persons are bearing the burden of 
the estate tax. 

The Cuatrman. That is right. 

Mr. Conen. That requirement has not been put in the statute or 
in the regulations. And since that requirement is not in the statute 
we have thought that there should not be a distinction between one 
type of bequest and another. We would agree with the Treasury 
regulations, I believe, that a person who buys stock from the estate 
cannot come within the present area of 303, but in our proposal we 
were speaking against the attempt to equate one type of bequest with 
a purchase. Now, we think that it is not proper for this purpose to 
treat a person who receives stock in satisfaction of a monetary bequest 
just as an independent person who had no interest in the estate would 

treated. 

But underlying the whole problem would be the question whether 
the committee would feel it desirable to limit the entire operation of 
303 to redemptions from persons who bear the burden of the tax. 
That rule has never been in the statute. 

The Crarrman. You have stated the question I was raising much 
better than I could. 

Mr. Siiversrern. I might add briefly, Mr. Chairman, that the 
Treasury in original, tentative regulations under this provision did 
insert a burden rule and the public outery at the time of the hearing 
at the proposed regulation was enormous, both on the point that the 
Treasury was legislating what was not in the statute and also on the 
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general grounds that the burden rule was not appropriate under this 
section. 

The Cuarrman. I am always impressed with an outcry that comes 
from an irate public when the Treasury by regulation tries to go 
beyond the law and I do not blame them for raising voices in protest, 
But that does not mean to me that if we tried to correct this situation 
to get back to our original intent that we could expect this outery, 
although perhaps that might be the case. 

Mr. amieez. Mr. Chairman, to make section 303 available only to 
those who bear the burden of the tax involves practical difficulties 
and refinements, which is one of the reasons we did not favor that 

he CHartrMAN. Section 303 provides a decided advantage and J] 
— it should be more limited than it is, frankly. Maybe we cannot 
It. 

Let us go to the next subject. 

Mr. Darrew. I think the next one we ought to take up is corporate 
inventory distributions. 

The Cuarrman. I was in hopes we would discuss that. 

Mr. Mr. Silverstein. 

The Cuairman. That is section 311, is it not? 

Mr. Sintverstetn. Yes, sir; and the subject is treated in the staff 
summary on page 17, section 6 summary. 

It has been a fundamental principle of both prior law and the 
1954 code that the mere distribution of assets by a corporation to its 
shareholders with respect to their stock does not give rise to a taxable 
event. 

In 1954, this general principle of corporate distribution without 
tax to the corporation was implemented in the statute for the first 
time both as to ordinary corporate distributions in section 311 and 
as to liquidating distributions in section 336. 

However, in section 311, several narrow limiting exceptions were 
added so that a corporate distribution of property can give rise to 
income if the distribution is of LIFO inventory, of property with 
liabilities in excess of basis, or of installment obligations on which the 
tax had not been paid at the time of distribution. We considered, I 
believe at the committee’s suggestion and your suggestion, the trou- 
blesome problem of a direct distribution in kind of an inventory item 
to shareholders. Were such an item to be sold by the corporation it- 
self the sale would give rise to ordinary income at the corporate level. 

Instead the corporation distributed the asset to its shareholders who 
thereupon since they were not dealers—could dispose of the inventory 
at a capital gain. 

The advisory group considered the problem at length, and recog- 
nized the possibilities of tax avoidance. We are nevertheless of the 
opinion that we ought not to impinge upon the basic general rule of 
nontaxability of corporate distributions in kind. We feel that the 
Government can rely on case law, which is considerable in this area, 
to police specific situations. 

We even believe that the facts of the cases which were brought to 
our attention could have produced a tax at the corporate level under 
those existing decisions. 
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The advisory group accordingly felt on balance that the existin 
statute in present form should be retained, but that any elements o 
the distribution which represented deductions or tax gains when the 
inventory was held by the corporation should be taxed. However, 
under the advisory group proposal while no tax would be had with 
respect to the inventory distribution, any deductions which the cor- 

ration attained with respect to the inventory would be reversed 
and the corporation tax previously deducted would be recouped. 
Otherwise the statute would be maintained. 

The CnHairmMan. You know this problem became acute in this com- 
mittee with the disclosure of the settlement by the Internal Revenue 
Service of a case involving the American Distilling Co. It was the 
position of the committee at the time that we found no fault with the 
settlement on the basis that the Internal Revenue Service had exer- 
cised its judgment with respect to whether or not it could collect under 
existing law and reached the conclusion that it could not. 

It developed upon exploration that the case law really supported 
the position taken by the Internal Revenue Service, that if it had 

ursued this matter with the American Distilling Co. it could not 

ave collected the tax. 

Now, what we are talking about as you know, of course, is whether 
the corporation is taxable on the inventory distributed and later sold 
for the benefit of its shareholders. I have been considering the 
thought that we amend the statute to tax a corporation whenever it 
distributes inventory to its shareholders. That is, the corporation 
would be taxed on the difference between its tax cost for the inventory 
and the fair market value of the inventory. 

What is wrong with that ? 

Mr. Sitversrern. That certainly would produce a result which 
would be contrary to the established principles on which the difference 
between corporate ownership and dianebbilen ownership of property 
has been built. 

I suppose what you are saying is that it is simply not a normal eco- 
nomic act for a corporation to distribute inventory in kind to share- 
holders and if in fact they do that 

The CHarrman. You just do not consider it a normal business 
operation. 

Mr. Sirverstern. Yes. So if they do in fact do it, you have to con- 
og that they really sold it in the first place and so tax them on that 
Oss. 

I say I think there is much to be said, Mr. Chairman, for what you 
suggested. The advisory group, I believe, felt that first, that prac- 
tice was not nearly so widespread as may have been suggested and, 
secondly, notwithstanding that settlement may have been justified 
under the particular circumstances of that case, that the case may 
have been successfully litigated. 

Mr. Darretit. Mr, Chairman, I think that in our consideration of 
that issue we were generally reluctant to adopt a theory of realization 
of income which is inconsistent with long-established concepts. When 
we started to draw a provision that would cover the type of case 
where the facts would justify taxing the corporation, we ended up 
with a draft that looked to us as if it stated the law as it is today. 
The case put to us seemed to us to be an unusual one that could have 
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gone the other way. We were reluctant to clutter up the statute 
with a draft which would simply restate what we thought of as the 
law established by the courts. That was, I think, one of the factors in 
our minds. 

Would you agree with that / 

Mr. Counen. Mr. Chairman, I do not believe that the advisory group 
saw anything other than a petition to the Tax Court and perhaps an 
answer in the Tax Court with respect to this case. 

I believe that this case having been settled, the records were confi- 
dential so that we never could obtain facts with respect to the precise 
factual circumstances that were involved in it. I do not know that 
it is fair for us to say what would have been the result of the case 
without knowing the details of the case. We saw only the broad out- 
lines based upon the petition and answer in the Tax Court which did 
not go into detail. 

I believe that is correct. 

The Cuarmman. The Louisiana Irrigation & Milling Co. case was 
litigated, as I remember, and it involved the same question—it was on 
all fours with the American Distilling Co. case. 

Also, the General Utilities case did not involve inventory, but it 
had been, I think, taken by the Internal Revenue Service as guiding 
in this area, 

I did not know of any cases that held to the contrary at the time of 
our discussion of this matter in executive session, that is, the Ameri- 
can Distilling Co. matter. I though all the case law was against the 
Treasury and Internal Revenue Service and the committee at least 
reached that conclusion and very definitely directed us in the process 
of rewriting subchapter C to try to close what the comimttee thought 
was apparently a loophole. 

Mr. Suverstetn. There have been several cases where a parent 
corporation would distribute a major asset to its subsidiary. The 
corporation would thereafter sell it and the courts were able to impute 
the gain as if the parent in fact made the sale. 

Presumably that type of reasoning could apply in this situation. 

The CuarrmMan. That is a little different, I think, from a distribu- 
tion to individual shareholders. You have a controlled company. 

At any rate, the advisory group does not think it necessary under 
existing law to make a recommendation in this area? 

Are there any other subjects, Mr. Darrell, that you think we 
should take up ? 

Mr. Darret. I think we probably should discuss the distribution 
of stock rights, Mr. Silverstein. 

The CHarrman. Yes. 

Mr. Sitversrer1n. Section 307 deals with the allocation of basis be- 
tween the stock and stock rights. 

This subject is treated in the staff analysis at page 17 also. 

Under the 1954 code, and it is provided as a matter of record sim- 
plification that on a distribution of stock rights the underlying stock 
he retain its original basis and the stock rights will obtain a zero 

asis. 

It has come to the attention of the advisory group that this has 
produced an area on the fringes of the tax law where it is possible 
to produce a short term capital loss and a long term capital gain by 
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purchasing a great deal of stock in advance of the known distribu- 
tion of a stock right. The distribution of the stock right will then 
depress the market of the stock, and the underlying stock can then be 
sold ata loss. If the underlying stock is held by a dealer, this will pro- 
duce an ordinary loss. After 6 months, however, the stock rights— 
now converted into stock—can then be sold at a capital gain. 

The new rule that is proposed by the advisory group would limit 
the usefulness of such a device by limiting the monetary value of 
the rights to which the zero basis rule ona apply to $1,000, 

We believe in general that would clear up this type of transaction. 

The CHairman. Mr. Silverstein, it is not quite clear to me why it 
is that you believe the statute cannot be amended to make the zero 
basis rule applicable in the case of fractional shares of stock. 

Mr. SitversTern. 1 am not wholly clear myself. We made efforts 
at a draft with Service cooperations as well as that of the Treasury. 
We simply never arrived at a satisfactory language. 

Mr. Pererson. Basically, the problem I think was this. We all 
started out with a view that such a rule ought to be adopted but there 
is a difference between the stock right situation and the fractional 
share situation. 

In the stock right situation you get at least some proportion of the 
stock right for each share of stock you own and you can relate the 
rights to shares of stock without any difficulty but the fractional 
on is just a residual fraction that comes down at the end of the 

If you happen to own 101 shares and you get 1 share for 10 shares, 
of course for the last share you only get a fraction of one-tenth. 
What share is that attributable to? How are you going to determine 
what the basis is? You are going to ignore it and attribute it to the 
other stock in those cases but which stock is the stock on which the 
fractional share is distributed, where the stock was acquired at differ- 
ent times and at different prices / 

We just could not figure out how to do it without getting a pro- 
vision that. was so complicated that it could hardly be called a simpli- 
fication, which is the justification for this rule in the first place. 

The CuHarrman. What you say is that it would be desirable to 
eliminate the complicated basis adjustment in the case of the frac- 
tional share as you do in the case of the stock rights if we can do it? 

Mr. Pererson. If it could be done in a simple way. It certainly 
can be done, I think, if the shareholder’s basic stock was all acquired 
at the same time at the same price but for a simplification measure 
we were stumped. 

That was the reason we gave up the project. 

The Cuarrman. Any further comment on this? 

Any further subject matter, Mr. Darrell ,that we should take up? 

Mr. Darretit. Mr. Chairman, we have not discussed some four 
different topics, including section 304 relating to redemptions through 
use of related corporations, nontaxable liquidation of subsidiares under 
- liquidation of purchased subsidiaries under 334 and effective 

ates. 

I would not want our failure to discuss these to leave any infer- 
ence that we do not think them important. The changes we recom- 
mend in these areas we do consider important; indeed we have tried 
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to avoid making any unimportant recommendations. But none of 
those just mentioned involve any matter of fundamental policy nor 
any matter of broad policy. They are all designed to make technical 
improvements in the particular sections and to make them operate 
better without changing the fundamental objective of present law, 

The CHarrman. Actually you do not think any of those recom- 
mendations are controversial ¢ 

Mr. Darretz. I do not think they are controversial, so I do not 
think it is necessary at this late hour to go into them. 

The Cuarrman. You do have various effective dates that you 
would recommend applicable to the various recommendations of 
your group. I do not want to belabor the point of having us go 
through those, but I think 

Mr. Darrety. I would say, Mr. Chairman, that it is very difficult 
to fix effective dates until one knows just what the time schedule 
may be. In principle we do not believe that the amendments we 
suggest, with the exception of one or two in 301 or 302, should be 
applicable retroactively. They should be prospective only. We 
believe that only in rare cases should the new provisions be applicable 
retroactive unless the taxpayer so elects. 

The CHarrman. That concludes, then, the presentation of your 
report, does it ? 

Mr. Darreti. Thank you, Mr. Chairman. 

The Cuatrman. Mr. Darrell, and other members of the advisory 
group on subchapter C, I want to express our deep appreciation for 
the many hours and days of work that you put into this report. 

I know that you have labored long and hard and on what most 
people consider to be the most difficult area of the entire code. 

You have rendered a great service to us in your work in calling 
to our attention the various suggestions that you made for improv- 
ing this area. 

think all of us recognize that it is an area where improvement 
isneeded. Is that not true? 

Mr. Darrevti. Thank you sir. We fully agree. 

The Cuatrman. Yes, sir. We do thank you, sir, all of you, for 
the great help. We will remember that when we want another free 
job done for us in the future. We will keep your telephone numbers 

andy. 

Thank you so much. 

I ask unanimous consent that the Summary of the Subchapter C 
Advisory Group recommendations, prepared by the staff of the Joint 
Committee on Internal Revenue Taxation, the Revised Report of 
the Subchapter C Advisory Group, and H.R. 4459 be included in the 
record at this point. I believe that H.R. 4459 should be included in 
the record because it contains the proposed amendments recommended 
by the Subchapter C Advisory Group. The Subchapter C Advisor 

roup Report, unlike the subchapter J report and the subchapter 
report, does not contain the proposed statutory language. Without 
objection, it is so ordered. 
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SUMMARY OF SUBCHAPTER C ADVISORY GROUP 
RECOMMENDATIONS 


On December 11, 1958, the revised and final report on corporate 
distributions and adjustments was released. This revised report, and 
the accompanying revised proposed amendments, were submitted by 
the Advisory Group on Subchapter C, appointed by the Subcommittee 
on Internal Revenue Taxation on November 28, 1956. The revised 
report and the revised proposed amendments are a substitute for the 
earlier report and proposed amendments released on December 24, 
1957, with respect to which testimony was received during the course 
of the hearings on general revenue revision held by the Committee on 
Ways and Means in January and February 1958. 

In addition to incorporating the previous recommendations of the 
advisory group, the revised report and proposed amendments contain 
a number of additional recommendations and modifications of the 
advisory group’s -previous recommendations. These changes and. 
additions are the result of the advisory group’s further studies and its 
consideration of the testimony presented at the hearings and of the 
additional comments and suggestions submitted to the advisory group. 

On February 12, 1959, Chairman Mills introduced H.R. 4459 (a 
bill to amend certain provisions of the Internal Revenue Code of 
1954 with respect to corporate distributions and adjustments). This 
bill contains the Subchapter C Advisory Group proposed amend- 
ments, as revised. 

For the most part, the advisory group’s recommendations conform 
to the existing framework and policies contained in subchapter C of 
the 1954 Code. However, the advisory group has made a number 
of recommendations which involve major policy considerations. The 
adoption of some of these would introduce important new concepts 
in the area of corporate distributions and adjustments. 

The following summary of the recommendations made by the 
Subchapter C Advisory Group is divided into three parts: “IT. Recom- 
mendations Involving Major Policy Consideration ;” “II. Recommen- 
dations Making’ Important’ Changes Within the Existing Statutor 
Framework; and “IIT. Recommendations Making Technical Amend- 
ments (Changes of Relatively Minor Importance, Made Within the 
Existing Statutory Framework).”” The summary of each recommen- 
dation Fisted below is preceded by a brief explanation of existing law. 
This summary does not discuss the reasons advanced by the adviso 
group for its recommendations. These reasons are set forth in full 
in the revised report of the advisory group. 
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I. RECOMMENDATIONS INVOLVING MAJOR POLICY 
CONSIDERATIONS 


1. Distributions of stock and stock rights (Revised Report, pp. 14-16; 
ELR. 4459, p. 16) 


Existing law.—Section 305(a) of the 1954 Code provides generally 
that a distribution by a corporation to its shareholders of its own 
stock (or rights) is not taxable to the shareholders. However, if the 
distribution is, at the election of any of the shareholders, payable 
either in stock or in property, section 305(b) provides that the distribu- 
tion will be taxable, whether or not the shareholder elects to take 
stock. Where a corporation has two or more classes of common 
stock, with dividends payable in cash on one class and in stock on the 
other class, the question has arisen whether a stock dividend paid on 
one class (accompanied by a cash dividend on the other) is taxable. 
(This is the so-called “Citizens Utilities’ problem.) The Treasury 
Department has issued proposed regulations construing the election 
language in section 305(b) as making taxable any stock dividend to 
one class of common stock where it is accompanied by a property 
distribution to the other class. 

Recommendation.—A new paragraph would be added to section 
305(b) providing that if a distribution is made with respect to common 
stock of a corporation (whether of one or of more than one ¢lass), the 
distribution will be taxable to the shareholders if: (i) it is payable 
in stock with respect to a portion of such stock and in property with 
respect to the balance, and (11) the effect of such distribution is to 
increase the proportionate interest of the recipient in the assets and 
earnings and profits of the corporation. This rule would be applicable 
whether or not the shareholders are regarded as having an election 
with respect to the mediim of payment. 


2. Charitable contributions of section 306 stock (Revised Report, pp. 
16-17) 

Existing daw.—Under the 1954 Code, a stock dividend made by a 
corporation in its preferred stock is generally not taxable to the cor- 
poration’s shareholders. However, such preferred stock is section 306 
stock, and, under section 306, its sale or redemption will usually result 
in an ordinary income tax to the shareholder. This treatment is for 
the purpose of preventing a so-called “bailout” of earnings and profits 
by sales or redemptions of preferred stock received in a tax-free dis- 
tribution. Under existing law, however, a shareholder may contribute 
such preferred stock to a charitable organization and incur no tax on 
the contribution, since it has been ruled that there is no ‘‘amount 
realized’’ on the contribution. Moreover, the shareholder is entitled 
to a charitable contribution deduction based upon the fair market 
value of the preferred stock (subject to the general percentage limita- 
tions). 

Recommendation.—An amendment to section 170 would add an 
additional limitation on the allowance of the deduction for charitable 


contributions. This limitation, applicable in the case of any charitable 
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contribution of section 306 stock, would reduce the amount of the 
charitable contribution, for purposes of computing the amount of the 
charitable contribution deduction, by the amount which would have 
been taxed at ordinary income rates under section 306 if such stock 
had been sold instead of contributed. 


8. Definition of indebtedness of a corporation (Revised Report, pp. 23- 
24; H.R. 4459, pp. 20-21) 


Existing law.—Present law contains no statutory definition of in- 
debtedness of a corporation. The problem of what constitutes debt 
of a corporation has been the subject of a great deal of controversy 
and litigation. The question of whether a corporate instrument 
constitutes debt or stock is important in a number of situations: 
(i) whether amounts paid with respect to such instrument are interest 

ayments, and so deductible, or are dividends, and so are not de- 

Suctible: (ii) if the instrument becomes uncollectible, whether it is 

to be treated as a bad debt loss or as a stock loss; and (iii) whether 

repayment with respect to the instrument constitutes the payment of 
indebtedness or constitutes a redemption of stock essentially equiva- 
lent to a dividend. 

Recommendation.—A definition of indebtedness of a corporation 
would be added to section 317. Indebtedness of a corporation would 
include any unconditional written obligation to pay on demand on 
or before a specified, not unreasonably distant date, a sum certain 
in money, which was incurred either upon a distribution to share- 
holders or for an adequate consideration, under circumstances which 
do not negative any reasonable expectation of payment, provided 
that the following four additional conditions are met: (i) the obliga- 
tion is not subordinated to the claims of trade creditors generally; 
(ii) the interest rate is not excessive, is not dependent upon earnings, 
and the interest is unconditionally due no later than maturity; (ii) 
the obligation does not entitle the holder to vote for directors; and 
(iv) if the obligation is initially held or guaranteed by a shareholder, 
the principal amount of all such obligations does not exceed by more 
than a 5 to 1 ratio the fair market value of all the corporation’s stock 
(or the total of the capital and paid-in surplus, if that is greater). 
This definition is intended to be without prejudice to the determina- 
tion of the status of other alleged obligations not coming within its 
terms. 

4. Recognition of gain or loss to shareholders on complete and partial 
liquidations and on certain stock redemptions under section 802 (Re- 
vised Report, pp. 29-35; H.R. 4459, pp. 29-32) 

Eristing law.—Section 331 of present law treats a partial or complete 
liquidation of a corporation as a sale by the shareholder of his interest 
in the corporation. Thus, a shareholder receiving a distribution in 
partial or complete liquidation of the corporation generally realizes 
capital gain or loss measured by the difference between his basis for 


his stock and the fair market value of the property received by him 
on the liquidation. Section 302(a) of present law also provides 


capital gain or loss treatment for other stock redemptions where they 
are not essentially equivalent to a dividend, are substantially dis- 


proportionate, or are in termination of the shareholder’s interest. 
he operation of the rules of existing law can be shown by the 


following example: A owns stock in a corporation which has a tax 
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basis to A of $50. A transfers his stock to the corporation (in com- 
plete or partial liquidation or in a stock redemption which is not 
essentially equivalent to a dividend), in exchange for property of the 
corporation having a basis to the corporation of $75 and a fair market 
value of $100. A is taxed on a $50 gain—the corporation’s basis for 
the property does not affect A’s tax. A’s basis for the property 
received is $100. 

A limited exception to these rules is made under present law by 
section 333. Section 333 provides in general that gain will not be 
recognized to a corporation’s shareholders where the corporation is 
completely liquidated within 1 calendar month, except to the extent 
of any cash or any stock or securities acquired by the corporation after 
December 31, 1953, and to the extent of any accumulated earnin 
and profits of the corporation. Moreover, the shareholder’s ratable 
share of accumulated earnings and profits is taxed to him as a dividend, 
Section 333 is applicable only where elected by 80 percent of a corpora- 
tion’s shareholders. 

Recommendation.—A new subsection would be added to section 331 
providing for nonrecognition of gain to the shareholders of a corpora- 
tion in the case of complete and partial corporate liquidations and in 
the case of stock redemptions entitled to capital gains treatment under 
section 302. The new subsection would apply the so-called basis- 
over-basis rule. That is, if the adjusted basis to the corporation for 
the particular assets distributed to the shareholder exceeds his basis 
for his stock, gain would be recognized only to the extent of the excess. 
For example, if A’s stock has a basis of $50, and is sold to the corpora- 
tion by A in a distribution in partial or complete liquidation (or in a 
stock redemption treated as not essentially equivalent to a dividend) 
in exchange for property of the corporation having basis to the corpo- 
ration of $75 and a fair market value of $100, A will be taxed on a $25 
gain (instead of a $50 gain under present law), and A’s basis for the 
property received will be $75 (instead of $100 under present law). 

If the corporation’s basis for the particular assets distributed to the 
shareholder is less than his basis for his stock, no gain will be recog- 
nized on the liquidation. Thus, in the preceding example, if the 
corporation’s basis for the property distributed had been $25, A would 
not be taxed on any gain and the property would have a $50 basis in 
A’s a (i.e., the property would take as its basis the basis of A’s 
stock). 

If the shareholder realizes a loss on the transaction, the loss will be 
recognized immediately, as under existing law. For example, if A’s 
basis for his stock was $50 and the fair market value of the property 
received by him was $25, A would have a $25 recognized loss and the 
property would have a basis of $25 in A’s hands. 

he approach described above is, in general, the same as that pro- 
vided by the 1954 Code as it was originally reported by the Committee 
on Ways and Means. In general, its purposes are to defer the taxa- 
tion of appreciation in value of corporate assets and, at the same time, 
to tax, at capital gains rates, the accumulated earnings and profits of 
the amanregean (whether represented by money or by purchased 
assets). 

The rules described above are applicable in the case of distributions 


by any corporation, foreign or domestic, except certain distributions | 


by collapsible corporations. See the discussion under 5 below. 
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The advisory group also recommends repeal of section 333 of existing 
law. 


b. se gga corporations (Revised Report, pp. 35-48; H.R. 4459, pp. 
43-52 

Existing law.—Section 341 of the 1954 Code relates to collapsible 
corporations. The purpose of this provision is to prevent income 
which would otherwise be taxed at ordinary income rates from being 
converted into income taxable at capital gain rates merely by use of 
the corporate entity. Section 341 provides that the entire gain from 
the sale or exchange of stock in a collapsible corporation oe 
gain from distributions in complete or partial liquidation) will be taxe 
at ordinary income rates. A collapsible corporation is defined as a 
corporation which is formed or availed of principally for the manu- 
facture, construction, or production of property, or for the purchase 
of certain property, with a view to the sale or exchange of the stock 
by the shareholders before the corporation realizes a substantial part 
of the taxable income to be derived from the property. Where the 
fair market value of certain corporate assets (e.g., inventory, unrealized 
receivables, and certain depreciable property) exceeds specified per- 
centages a corporation shall be presumed to be a collapsible corpora- 
tion unless shown to the contrary. Section 341 is not applicable in the 
case of shareholders owning 5 percent or less of the corporation’s 
stock; where 70 percent or less of the shareholder’s gain is attributable 
to the collapsible property; or where the shareholder’s gain is realized 
more than 3 years after the completion of the manufacture, construc- 
tion, production, or purchase of the collapsible property. 

The Technical Amendments Act of 1958 added a new subsection (e) 
to section 341. The new subsection provides four limited exceptions 
to the application of section 341. They were added in order to avoid 
determinations of subjective intent in the situations described in the 
amendment and also, in such situations, to avoid the possibility that 
existed under section 341 of converting capital gain income into ordi- 
nary income. The four exceptions relate to (i) sales or exchanges of 
stock (other than sales or exchanges of stock to the issuing corpora- 
tion or to certain related persons); (ii) certain distributions in complete 
liquidation taxed as capital gains under section 331; (iii) certain com- 
plete liquidations for which nonrecognition treatment is provided 
under section 333; and (iv) certain sales or exchanges of property by 
the corporation under section 337 (relating to nonrecognition of gain 
or loss on sales or exchanges in connection with certain liquidations). 
A transaction will not come within any of these exceptions unless the 
net unrealized appreciation on the “ordinary income” assets of the 
corporation does not exceed 15 percent of the net worth of the corpo- 
ration. The “ordinary income” assets of a corporation, in general, 
are those assets of the corporation which, if sold at a gain, would result 
in the imposition of an ordinary income tax on the corporation. If 
any shareholder of the corporation owns more than 20 percent of the 
corporation’s stock (5 percent in the case of liquidations under sec. 
333), the ‘ordinary income” assets of the corporation include those 
additional assets of the corporation which, if sold at a gain by such 
shareholder, would result in the imposition of an ordinary income tax 
on such shareholder. If the shareholder owns 20 percent or less of 
the corporation’s stock, but more than 5 percent, there are also taken 
into account as “ordinary income”’ assets, as to that shareholder, the 
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additional corporate assets which if sold by him, would result in 
ordinary income. 

The fact that any corporation or its shareholders does not meet the 
requirements of subsection (e) is not to be taken into account in 
determining whether or not the corporation is a collapsible corporation 
under section 341. 

Recommendations.—Section 341 of existing law would be repealed 
and a new section 343 would be added. collapsible corporation 
would be defined as a corporation the unrealized appreciation on 
whose section 343 assets is both (i) more than 15 percent of the cor- 
poration’s net worth, and (ii) more than 15 percent of the unrealized 


appreciation on all its assets. In general, the term “section 343 _ 


assets’ is defined as including those assets the gain from the sale of 
which would constitute ordinary income. 

An asset which is not a “section 343 asset’’ (i.e., an ‘ordinary 
income”’ type asset) in the hands of the corporation may nevertheless 
be so characterized as to a particular shareholder (or, in certain cases 
as to gain recognized to the corporation) if it would have produced 
ordinary income if held by the shareholder and sold by him. How- 


ever, there would be excluded from the category of ‘section 343 | 


assets’’ (i) assets (other than inventory or stock in other collapsible 
corporations) whose unadjusted basis consists, by 90 percent or more, 
of costs incurred by the taxpayer more than 3 years previously; and 
(ii) inventory of a kind customarily sold by the taxpayer for 3 years or 
more (other than inventory the value of which customarily increases b 

reason of aging—e.g., whisky). The amount of inventory so excluded 
however, is limited to the average amount of such inventory held at 
the close of each of the 3 preceding years or the average annual gross 
sales of such inventory during such 3-year period, whichever is less. 

Where stock of a collapsible corporation is sold (by a shareholder 
owning 5 percent or more of the corporation’s stock) to any person 
other than the issuing corporation, the shareholder’s gain on the sale 
will be “fragmented.” That is, so much of his gain as is equal to the 
shareholder’s ratable share of the unrealized appreciation on section 
343 assets (i.e., those assets which if sold would produce ordinary 
income) will be taxed as ordinary income, and the remainder of the 
shareholder’s gain will be taxed as capital gain. 

Where a collapsible corporation makes a distribution in partial or 
complete liquidation, or redeems the shareholder’s stock in a stock 
redemption not essentially equivalent to a dividend, either of the 
following rules will be applicable: 

(i) The first rule applies where a shareholder receives on the distri- 
bution particular property which has unrealized appreciation attrib- 
utable to ordinary income assets which is substantially proportionate 
to the shareholder’s share of the total unrealized appreciation on all 
of the corporation’s ordinary income assets. (This is described as 
an “aliquot” distribution—an example would be where a corporation 
completely liquidates, with each «stele receiving his propor- 
tionate interest in each asset of the corporation, and the business is 


continued by the shareholders as a partnership.) In the case of such 
a distribution, the so-called basis-over-basis rule described in 4 above 
is applicable. Thus, the shareholder will have only capital gain or 
loss on the liquidation, and will take as his basis for the property | 
distributed to him the basis such property had in the hands of the 
corporation. If the shareholder sells, within 5 years, the ordinary 
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income assets of the corporation distributed to him, any gain would 
be treated as ordinary income. 

(ii) The second rule is applicable where the shareholder does not 
receive his proportionate share of the “ordinary income” assets of the 
corporation (i.e., the distribution is ‘nonaliquot’’—for example, the 
shareholder receives only cash). In the case of such a distribution 
the regular sale rule will apply. The shareholder will realize gain or 
loss to the extent the fair market value of the assets distributed to 
him exceed his stock basis and such gain will be fragmented—that 
part of his gain representing his ratable share of the corporation’s un- 
realized appreciation on its ordinary income assets being taxed as 
ordinary income to him. If the unrealized appreciation on the ordi- 
nary income assets received by the shareholder substantially exceeds 
his pro rata share of the unrealized appreciation on all the corpora- 
tion’s ordinary income assets (6. the shareholder receives all of the 
corporation’s inventory), an additional rule is applicable: the corpo- 
ration will be taxed (unless the distribution is in complete liquidation 
of the corporation) to the extent of such excess, as though it had sold 
such assets to third parties. 

Section 337 will be made applicable in the case of sales or exchanges 
of property by collapsible corporations. Thus, section 337 will apply 
to relieve such a corporation from tax, but the shareholder’s liquida- 
tion gain will be “fragmented” so that the portion of the share- 
holder’s gain attributable to the corporation’s ordinary income assets 
will be taxed at ordinary income tax rates and the remainder of the 
shareholder’s gain will be taxed at capital gains rates. 


6. Corporate reorganizations (Revised Report, pp. 75-83; H.R. 44599 
83-89) 

Existing law.—Section 368 of present law defines the term “‘reor- 

nization” to include any one of the following three transactions: 
A) a statutory merger or consolidation; (B) the acquisition by one 
corporation, in exchange solely for its voting stock, of stock of another 
corporation if after the acquisition the acquiring corporation has 80 
percent control of the other corporation; and (C) the acquisition by 
one corporation, in exchange soleky for its voting stock, of substan- 
tially all the assets of another corporation. 

The stock interest required to be given by the acquiring corporation 
to the stockholders of the doen corporation is referred to as the 
required ‘continuity of interest.”” In the case of (B) (acquisition of 
stock) reorganizations described above, the stockholders are required 
to receive solely voting stock (whether preferred or common). The 
same requirement exists in the case of (C) (acquisition of asset) 
reorganizations, save for a limited exception—up to 20 percent of the 
consideration paid can be other property (securities, money, etc.) but 
for this purpose any liabilities assumed by the acquiring corporation 
must be counted as other property. In the case of (A) reorganizations 
(statutory mergers or consolidations), while there is no statutory 
requirement, the courts have developed a judicial continuity of 
interest rule. The shareholders of the merged corporation (or of the 
predecessor corporations, ijn the case of a consolidation) may receive 
any kind of stock on the reorganization, common or preferred, voting 
or nonvoting, and in addition, can also receive other property (i.e., 
“boot’’). owever, it is clear under the court decisions that a sub- 
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stantial part of the consideration received by them (probably 59 
percent or more) must consist of stock in the acquiring corporation, 

Where boot is permitted to be transferred in connection with a 
reorganization it is taxable as a dividend, under existing law, to the 
extent it has the effect of the distribution of a dividend. However, 
the amount of boot taxable as a dividend is limited to the shareholder’s 
gain on the reorganization (i.e., the excess of the fair market value of 
the stock, securities and boot received by him over his adjusted basis 
for his stock and securities exchanged). 

A number of important consequences turn upon whether a particu- 
lar transaction constitutes a reorganization: 

(i) As to the corporation transferring its assets, if the transaction 
constitutes a reorganization, gain is recognized only to the extent of 
boot received by it and not distributed. If the transaction does not 
constitute a reorganization, gain or loss will be recognized in full to the 
transferor corporation. 

(ii) If the transaction constitutes a reorganization, gain or loss will 
be recognized to the shareholders and security holders of corporations 
a party to the reorganization who exchange their stock or securities in 
connection with the reorganization only to the extent of any boot re- 
ceived by them. As noted above, in some instances the boot may be 
taxed as a dividend. If the transaction does not constitute a reor- 
ganization, the gain or loss on an exchange by such stockholders and 
security holders would generaly be recognized in full and treated as 
capital gain or loss. 

(iii) If the transaction constitutes a reorganization, the corporation 
acquiring property on the reorganization has a ‘‘carryover”’ basis for 
such property—i.e., the basis the property had in the hands of the 
transferor is also its basis in the hands of the acquiring corporation. 
If, on the other hand, the transaction does not constitute a reorganiza- 
tion, the acquiring corporation would have a stepped-up or stepped- 
down basis for the property acquired—i.e., the property acquired 
would have as its basis the fair market value of the property transferred 
in exchange therefor. 

(iv) If the transaction constitutes a reorganization, the acquiring 
corporation may be entitled to the ‘‘carryovers’”’ described in section 
381 (e.g., earnings and profits and net operating loss carryovers). If, 
on the other hand, the transaction does not constitute a reorganization, 
no such carryovers would be permitted. 

A problem exists under existing law with respect to so-called ‘‘rein- 
corporations.”” These transactions are for the purpose of withdrawing 
corporate funds from a corporation by paying, at most, a capital gains 
tax, while at the same time keeping the assets of the corporation in 
corporate solution (i.e., keeping these assets in the same corporation 
or in a different corporation controlled substantially by the same 
persons). For example, a corporation having substantial accumulated 
earnings may be completely liquidated, the corporation’s liquid assets 
retained by the shareholders, and the corporation’s business assets 
immediately reincorporated by the old shareholders. The 1954 Code 
in section 368(a)(1)(D), defines a (D) reorganization as a transfer by 
a corporation of all or part of its assets to another corporation, pro- 
vided that the transferor corporation, or its shareholders, are in 80 

ercent control of the corporation to which the assets are transferred. 
owever, by reason of additional technical requirements, the trans- 
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feree either must have acquired substantially all of the transferor’s 
assets and the transferor must be completely liquidated or the trans- 
action must qualify as a corporate division (spinoff, splitoff, or splitup) 
under section 355. These technical provisions have made the problem 
of reincorporation more difficult to deal with, since the cash or other 
property distributed to the shareholders and not transferred to another 
corporation may be substantial in amount. As a result, it may be 
more difficult to apply, for example, the boot rules applicable in the 
case of reorganizations (which would tax boot in most of these cases 
as a dividend). 

Recommendations.—The advisory group would revise the definition 
of corporate reorganization so that the same continuity of interest 
rule applies to all corporate combinations. The consideration which 
would be permitted to be transferred in the case of any (A) (statutory 
merger or consolidation), (B) (acquisition of stock), or (C) (acquisi- 
tion of assets) reorganization would be as follows: (i) two-thirds of 
the consideration transferred by the acquiring corporation (excluding 
liabilities) may be stock, voting or nonvoting, preferred or common; 
and (ii) one-third of the consideration transferred may take the form 
of any other property (cash, securities, etc.). Thus, the “solely for 
voting stock” requirement under present law in the case of (B) and 
(C) reorganizations would be eliminated—the consideration could be 
two-thirds nonvoting preferred stock and one-third cash. (However, 
as noted below, under the proposed revision the (B) reorganization 
definition would be applied shareholder by shareholder.) In the case 
of (A) reorganizations (statutory mergers and consolidations) the same 
rule would apply, thus establishing a statutory continuity of interest 
rule in lieu of the somewhat vague (and probably more liberal) judicial 
rules. (The rules recommended by the advisory group differ from the 
rules recommended in its original report—in that report a 50-percent 

ure was used instead of the two-thirds rule described above, and, in 
addition, statutory mergers and consolidations were completely elimi- 
nated as a separate category of reorganization.) In the case of a 
(C) reorganization (acquisition of assets), the transferor corporation 
would be required to be completely liquidated pursuant to the 
reorganization. 

The treatment of boot received by the shareholders on a reorganiza- 
tion has also been revised. (As noted above, up to one-third of the 
consideration transferred may take the form of boot.) In general, a 
shareholder would be taxed on the receipt of boot in a reorganization 
in the same manner as he would have been taxed as if the distribution 
were made by a corporation without a reorganization occurring. 
Thus, the provision of existing law taxing boot as a dividend only to 
the extent of the shareholder’s gain on the transaction would be elim- 
inated (in the case of the distribution of a dividend, the shareholder’s 
basis for his stock is not relevant in determining the amount taxable 
as a dividend). Furthermore, it would be made clear that in the case 
of a distribution of boot in a reorganization, such part of the distribu- 
tion as has the effect of a partial liquidation (e.g., a distribution repre- 
senting the proceeds from the sale of a business), or a stock redemption 
not essentially equivalent to a dividend under section 302 or 303, will 
be entitled to capital gain treatment. Furthermore, any boot re- 
ceived in exchange for securities which has the effect of payment of 
interest on the securities will be treated as interest income to the re- 
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cipient. Any boot not treated as a dividend, partial liquidation, or 
capital gains stock redemption, would be applied against the basis of 
the stock or securities received and only the excess over basis would 
be taxed as capital gain. 

The advisory group would make a series of changes in the definition 
of a (D) reorganization (transfer of assets to controlled corporation) 
to deal with the “reincorporation” problem. The control require- 
ment, in case of such reorganizations (including statutory mergers 
or consolidations having the effect of a (D) reorganization) would be 
reduced from 80 percent to 50 percent. Where all or a part of the 
prepares of one corporation are transferred to another corporation 
and, after the transfer, the transferor corporation, any one or more 
of its shareholders, or both, are in 50 percent control of the acquiri 
corporation, then, if the corporation whose properties are transionial 
is completely liquidated as a part of the plan pursuant to which the 
transfer is made, the transaction would constitute a (D) reorganiza- 
tion, with any boot received by the shareholders taxable as a dividend 
to the extent it has the effect of the distribution of a dividend 

Two additional changes are recommended. The first relates to 
(B) (acquisition of stock) reorganizations and the second relates to 
(A) (statutory mergers or consolidations) aud (C) (acquisition of 
assets) reorganizations: 

(i) Under the proposed revision of the (B) reorganization definition, 
the reorganization provisions will be applied shareholder by share- 
holder. If the new continuity of interest test is met for the particular 
shareholder (i.e., at least two-thirds of the consideration received b 
him consists of stock of the acquiring corporation), the exchange wi 
be regarded as in connection with a reorganization so long as the ac- 
quiring corporation has 80 percent ei of the corporation after the 
acquisition (whether or not it had 80 percent control before the ac- 
quisition) or acquires such control within 6 months. Thus, where a 
parent corporation already owning 80 percent of the stock of a sub- 
sidiary desires to acquire additional stock from the minority stock- 
holders it may acquire such stock from one individual in exchange for 
its stock and from another individual in exchange for its cash, and the 
acquisition will be a reorganization to the minority shareholder selling 
his stock for stock and will be a taxable sale to the minority shareholder 
selling his stock for cash. 

(ii) A specific rule would be provided in the case of (A) (statutory 
mergers or consolidations) and (C) (acquisition of assets) reorganiza- 
tion to the effect that if the acquiring corporation already owns stock 
of the transferor corporation, the determination of whether two-thirds 
of the consideration received by the shareholders of the transferor 
consists of stock of the acquiring corporation shall be made by assum- 
ing that the acquiring corporation exchanged its stock for the assets 
of the transferor attributable to the stock previously owned by the 
acquiring corporation and that the stock of the acquiring corporation 
was thereupon distributed by the transferor corporation. Under this 
rule if the transferor corporation already owns two-thirds of the stock 
of the transferee corporation it may acquire all of the assets of the 
transferee corporation in exchange for its stock and cash. For ex- 
ample, suppose corporation P owns two-thirds of the stock of cor- 
poration S. It appears that P may be able to acquire all of the 
assets of S in a reorganization solely by transferring cash to the 
minority shareholders of S. 
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In addition to the changes described above, a number of additional 
amendments are recommended ee.» relating to the status of stock 
rights, and relating to acquisitions for parent’s or subsidiary’s stock). 


7. Limitations on net operating loss carryovers (Revised Report, pp. 
89-95; H.R. 4459, pp. 96-104) 


Existing law.—Section 381 of the 1954 Code specifically provides 
for a carryover of net operating losses to an acquiring corporation in 
the following situations: (1) liquidations of an 80 percent controlled 
subsidiary under which the parent corporation takes the basis of the 
subsidiary’s assets; and (2) reorganizations which (i) are statutory 
mergers or consolidations, (ii) are an acquisition of substantially 
the assets of a corporation in exchange for voting stock; (iii) are a 
transfer of substantially all the assets of a corporation to a controlled 
corporation (followed by the liquidation of the transferor corporation), 
or (iv) constitute a mere change in identity, form, or place of organi- 
zation of a corporation, Section 381 also provides specifically that 
in the case of such acquisitions (except reorganizations constituting a 
mere change in identity, form, or place of organization) the acquiring 
corporation shall not be entitled to carry back a net operating loss for 
a taxable year ending after the date of distribution or transfer to a 
taxable year of the distributor or transferor corporation. Section 381 
is not limited to the carryover of net operating losses. It also pro- 
vides for the carryover of 20 other tax attributes, including earnings 
and profits, methods of accounting, the effect of various elections, ete. 

Section 382 of the 1954 Code provides specific limitations on net 
operating loss carryovers 1n two general situations: (1) where, within 
a 2-year period, 50 percent or more of stock of a corporation is pur- 
chased; and (2) where, in the case of a reorganization specified in sec- 
tion 381 (but not in the case of a liquidation of an 80 percent owned 
subsidiary) the shareholders of the loss corporation (whether that 
corporation be the acquiring corporation or the acquired corporation) 
have less than a 20 percent interest in the acquiring corporation. 

The “purchase” rule of section 382 applies where 1 or more of the 
10 largest shareholders acquire, within a 2-year period, an additional 
50 percent of the stock of the loss corporation. In the case of such a 
purchase, if the loss corporation has not continued to carry on “a 
trade or business substantially the same as that conducted before’’ 
the change in percentage ownership of the corporation’s stock, then 
the net operating loss carryovers from prior taxable years are com- 
pletely eliminated. For example, if an individual acquires for cash 
100 percent of the stock of a loss corporation which is a mere shell, 
not conducting any trade or business, and subsequently transfers to 
that corporation a new trade or business, section 382 would apply and 
the loss carryovers of the old corporation would be completely 
eliminated. 

The “reorganization” rule of section 382 applies in the case of any 
reorganization specified in section 381. If either the transferor cor- 
poration or the acquiring corporation has a net operating loss which 
would be a carryover to the first taxable year of the acquiring corpo- 
ration ending after the date of transfer, and the stockholders of the 
loss corporation (whether the loss corporation is the acquiring cor- 
poration or the acquired corporation) own less than 20 percent of the 
stock of the acquiring corporation after the reorganization, then the 
total net operating loss carryovers of the loss corporation shall be 
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reduced proportionately. For each percentage point interest less 
than 20 percent the carryover is reduced by 5 percent. Accordingly, 
if the shareholders of the loss corporation have at least a 20 percent 
interest in the acquiring corporation after the reorganization no 
reduction of the loss carryovers will be made under section 382. If 
on the other hand, the shareholders of the loss corporation have a 10 
percent interest in the acquiring corporation after the reorganization, 
then section 382 provides for a reduction of the loss carryovers by 50 
ercent. 
4 The reorganization limitation applies regardless of the form the 
reorganization takes—for example, the rule applies in the same manner 
whether the loss corporation in form acquires the profitable corpora- 
tion, whether the profitable corporation in form acquires the loss cor- 
poration, or whether a new entity comprised of the former loss corpo- 
ration and the former profit corporation emerges from the transaction, 
However, there are a number of obvious differences between the pur- 
chase rule of section 382 and the reorganization rule of that section: 

(1) Where stock of a loss corporation is purchased, there is no 
reduction of loss carryovers if the corporation continues to carry on 
a trade or business which is substantially the same as that conducted 
before. The reorganization rule may apply whether or not the same 
trade or business is conducted after the reorganization. 

(2) The purchase rule is applicable where 50 percent or more of the 
loss corporation’s stock changes hands. On the other hand, under 
the reorganization rule, the limitation does not apply so long as 
there is a 20-percent continuity of interest with respect to the loss 
corporation. 

(3) Where the purchase limitation applies, the loss carryovers are 
completely disallowed. Where the reorganization limitation applies, 
loss carryovers are proportionately reduced in proportion to the 
change in stock ownership. 

Section 269 is derived from section 129 of the 1939 Code. It deals 
with a wide range of acquisitions “the principal purpose for which 
* * * is evasion or avoidance of Federal income tax * * *.’’ Where 
this purpose exists, the section provides that a net operating loss 
earryover (or other deduction, credit, or allowance) may be dis- 
allowed in whole or in part by the Commissioner. A new subsection 
(c) was added by the 1954 Code providing that, if the consideration 
paid upon an acquisition “is substantially disproportionate’’ to the 

gregate of (1) “the adjusted basis of the property of the corpora- 
tion” and (2) “the tax benefits (to the extent not reflected in the ad- 
justed basis of the property) not available to such person otherwise 
than as a result of such acquisition,” that fact shall be prima facie 
evidence of the principal purpose of evasion or avoidance of Federal 
income tax. The Senate report indicates that ‘“‘substantially dis- 
proportionate”’ is intended to mean “substantially less than” (S. 
Rept. No. 1622, 83d Cong., 2d sess., p. 228). Accordingly, a pur- 
chase of stock of a corporation having a large net operating loss carry- 
over and relatively few assets would apparently be prima facie evi- 
dence of tax avoidance if the purchase price reflects only the adjusted 
basis of the physical assets of the corporation. On the other hand, 
apparently, if the purchase price includes a sufficient amount paid for 
the tax benefit, there may not be a presumption of tax avoidance. 

Recommendations.—A number of technical amendments are recom- 
mended to section 381. These amendments, while important (they 
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are discussed under pt. II, below), generally do not change the rules 
of existing law described above and, accordingly, are not discussed 
here. The advisory group recommends the adoption of two tech- 
niques for dealing with the problem of loss carryovers: (i) amendment 
of section 382, and (ii) amendment of section 269. ; 

The first recommendation involves the complete revision of section 
382. Section 382 would be amended to provide that in any case in 
which there is a 50 percent change in ownership (whether occurrin 
by acquisition of assets or of stock) loss carryovers will be Sainnitted 
only to the extent that they do not exceed 50 percent of the net worth 
of the loss corporation. (The net worth of the loss corporation would 
be determined by reference to the consideration paid with respect to 
the change in ownership.) In general, this means that the value of 
the business apart from the tax benefit to be derived from the carry- 
overs, must be at least 3 times the tax benefit, or 1% times the amount 
of the carryovers (assuming a 50-percent rate). For example, if a 
corporation has loss carryovers totaling $200,000, at least $400,000 
would have to be paid for all of the stock of the business to obtain 
all of the carryovers. Since the tax benefits from the carryovers 
would be only $100,000, the acquired business itself would have to 
be worth at least $300,000. 

The second recommendation involves the revision of section 269. 
The present presumption (relating to purchase price) would be deleted 
and a new presumption would be added providing in effect that an 
acquisition is for one of the purposes condemned by section 269 
where, subsequent to the acquisition, the corporation does not con- 
tinue to carry on a trade or business substantially the same as that 
conducted prior to the acquisition. It is recommended that the 
application of this language be described in detail in the committee 
reports. 

Tn addition to these changes, the advisory group recommends the 
adoption of a number of technical amendments to section 382 to 
eliminate a series of technical problems which have arisen. 
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Il. RECOMMENDATIONS MAKING IMPORTANT CHANGES 
WITHIN THE EXISTING STATUTORY FRAMEWORK 


1. Section 302. Distributions in redemption of stock 


(i) Redemptions of stock owned by partnerships (Revised Report, 
pp. 3-4; H.R. 4459, p. 8) 

Existing law.—Section 302(b) (2) and (3) of existing law provides for 
capital gains treatment on certain redemptions of a corporation’s 
stock. In general, these are redemptions which are substantially 
disproportionate or are in complete termination of the shareholder’s 
interest. For the purposes of these provisions, the constructive 
ownership rules of section 318, attributing to a partnership stock 
owned individually by its partners, are applicable. Thus, under 
pone law, where the A—B partnership, in which 2 individuals each 

ave a one-half interest, owns 500 of the outstanding 1,000 shares of 
stock of a corporation and partner A owns individually the remaini 
500 shares, a redemption of the stock owned by the partnership will 
not be entitled to capital gains treatment under section 302(b)(2) 
or (3), so that the stock redemption may result in dividend treatment 
to both partners, even though partner B owns no stock individually, 

Recommendation.—Under the proposed amendment to section 
302(c)(1), the stock redemption would be treated as though im- 
mediately prior to the redemption the partnership had distributed to 
its partners the stock owned by it and the stock redeemed had been 
redeemed from the partners. Thus, in the case above, partner A 
would be taxed as receiving a dividend, while partner B would be 
entitled to capital gains treatment. 


(ii) Complete termination of interest must include termination of 
spouse’s interest (Revised Report, p. 6;H.R.4459, pp. 8-9) 
Existing law.—Section 302(b)(3) of existing law provides capital 
gains treatment where a redemption is in complete redemption of all 
the shareholder’s stock in the corporation. For this purpose, section 
302(c)(2) provides generally that the family attribution rules shall not 
apply if, immediately after the distribution, the distributee has no 
interest in the corporation (other than an interest as a creditor), and 
if he does not acquire any such interest within 10 years. 
Recommendation.—The advisory group recommends that attribution 
between husband and wife continue to apply in the case of such re- 
demptions, so that a complete termination of a shareholder’s interest, 
to be entitled to capital gains treatment under this provision, would 
have to include also a complete termination of the interest of the 
shareholder’s spouse. 


(iii) Retention or enforcement of rights as a creditor (Revised 
Report, p. 7; H.R. 4459, p. 11) 

Existing law.—Under the complete termination of an interest rule 

described under (ii) above, a shareholder whose stock has been re- 

deemed is not prohibited from acquiring or retaining a creditor interest 
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jin the redeeming corporation. The statute, however, makes no special 
provision regarding subsequent acquisitions of stock interests through 
enforcement of rights as a creditor. The regulations prohibit the 
acquisition of stock of the redeeming corporation, a subsidiary, or a 
parent, even though the acquisition is in the enforcement of rights as 
a creditor. 

~ Recommendation.—Amendment proposed to permit a stock redemp- 
tion to qualify for capital gains treatment even though stock in the 
redeeming corporation (or its parent, subsidiary or successor) is ac- 
quired by enforcement of rights as a creditor. It is provided, however, 
that an acquisition of stock shall not be considered to be in enforce- 
ment of rights as a creditor if default in payment of the obligation 
could reasonably be anticipated at the time of the stock redemption, 
or at the time of creation of the creditor relationship, whichever is 
later. 


2. Section 803. Distributions in redemption of stock to pay death taxes 
(Revised Report, pp. 11-12; H.R. 4459, p. 13) 

Existing law.—Under section 303, a distribution in redemption of a 
corporation’s stock which was included in a decedent’s gross estate 
is accorded capital gain treatment to the extent of death taxes and 
funeral and administration expenses (provided the stock comprised a 
specified portion of the decedent’s estate and is redeemed within a 
prescribed period of time). However, stock acquired by purchase, or 
acquired from the executor in satisfaction of a specific monetary 
bequest, has not been permitted to qualify under section 303. More- 
over, a revenue ruling (Revenue Ruling 56-270, C.B. 1956-1, 325) 
holds that a transfer of property to a surviving spouse pursuant to a 
fixed formula marital bequest will result in gain recognized to the estate 
to the extent its fair market value exceeds its basis, thus treating such 
a bequest as a specific monetary bequest. 

Recommendation.—An amendment to section 303 to permit stock 
received by a surviving spouse pursuant to a fixed formula marital 
bequest to be redeemed under section 303. The amendment would 
also permit stock received by any other person in satisfaction of any 
specific monetary bequest to qualify under section 303. 


8. Section 304. Redemption through use of related corporations (Revised 
Report; pp. 12-14; H.R. 4459, pp. 14-15) 

Existing law.— Under section 304 of existing law, where a “‘sister’’ 
corporation acquires stock in a “brother’’ corporation in exchange for 
property, the selling shareholder is taxed as if the corporation acquiring 
the stock made a distribution in redemption of its stock. (Brother- 
sister corporations are corporations which are controlled by one or 
more of the same persons—for example, where individual A owns 
all of the stock of corporations X and Y, they are regarded as brother 
and sister corporations.) If, taking into account the attribution rules, 
the selling shareholder’s interest in the corporation whose stock he sells 
is not substantially changed, the amount received from the acquiring 
corporation will be taxed to the seller as a dividend. In such a case, 
the amount which can be taxed as a dividend to the selling shareholder 
is limited to the earnings and profits of the acquiring corporation. 

Recommendation.—Add a new rule providing that in such a case the 
determination of the amount which is a dividend shall be made as if 
the property were distributed by the issuing corporation (i.e., the 
38257—59——30 
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corporation whose stock is sold) to the acquiring corporation and im- 
mediately thereafter distributed by the acquiring corporation. This 
rule is the same as the rule presently provided under section 304 in the 
case of the acquisition by a subsidiary of its parent’s stock. 


4. Section 306. Dispositions of certain stock—section 351 exchanges and 
capital contributions of section 306 stock (Revised Report, pp, 
17-19; H.R. 4459, pp. 16-17; pp. 57-58) 


Existing law.—Section 306 of the 1954 Code provides that the sale 
or redemption of “section 306 stock’’ will generally result in ordinary 
income treatment to the shareholder. This treatment is for the 
purpose of preventing a so-called “bailout” of earnings and profits, 
In general, “section 306 stock” is defined as stock (other than common 
stock issued on common stock) distributed to the seller as a non- 
taxable stock dividend; stock (other than common stock) received 
in certain nontaxable reorganizations; and stock the basis of which 
is determined by reference to the basis of section 306 stock. 

Under present law, transfers of section 306 stock to a corporation 
in an exchange under section 351 or as a contribution to capital do not 
give rise to an immediate tax since section 351 exchanges are excluded 
(in whole or in part) by section 306(b)(3) and since a contribution 
to capital does not give rise to an amount realized under section 
306(a)(1). Section 306 stock so transferred does continue, under 
present law, to be regarded as section 306 stock in the hands of the 
transferee corporation. Moreover, the stock received (or, in the case 
of a capital contribution, the stock previously owned) may also be 
characterized as section 306 stock under present law. However, 
it is not clear whether section 306(c)(1) may be superseded by section 
306(c)(2) (so that the stock of the transferee may escape characteri- 
zation as sec. 306 stock) where the corporation to which the stock is 
transferred does not have any earnings and profits. Moreover, the 
time as of which section 306(a)(1)(A) is to be applied (for the purpose 
of determining the dividend amount under sec. 306(a)(1)(A)(ii)) is 
not clear. 

Recommendations.—Amend section 306 to provide that if the dispo- 
sition of section 306 stock is a contribution to the capital of a corpora- 
tion, the shareholder shall be treated as realizing on the transfer an 
amount equal to the fair market value of the stock at such time. 
Accordingly, unless the transfer is in termination of the shareholder’s 
interest, under section 306(b)(1)(A), or is not in avoidance, under 
section 306(b)(4), the transfer will be taxed in the same manner as if 
the shareholder had sold the stock, to the extent that ordinary income 
would have been realized on such a sale. In addition, amend section 
351(a) so that stock or securities issued for section 306 stock shall not 
not be considered as issued in return for property to the extent that 
amounts realized from the disposition of such stock would be taxed as 
ordinary income under section 306(a)(1)(A). Accordingly, such trans- 
fers of section 306 stock will be taxable. The transfer will be taxable 
under section 306(a)(1)(A), unless the exception contained in section 
306(b)(1)(A) or in section 306(b)(4) applies. 

The amendment recommended to section 351 with respect to section 
306 stock, and the rule of present law to the same effect relating to 
stock or securities issued for services, is confined in its operation to 
denial of the benefits of section 351 to the recipients of such stock or 
securities upon the particular transaction, and does not prevent such 


me 
ert 
sec 
gal 
tra 
the 
5. 
tio 
de 
15 
shi 
Ur 
ac 
st¢ 
ex 
de 
ba 
to 
th 
ha 
is 
in 
ca 
ho 
ab 
in 
ca 
loi 
st 
de 
sti 
th 
of 
m 
tr 
tr 
6. 
in 
ot 
pl 
Ol 
(i 
ti 
C 
st 
ul 


AMEND INTERNAL REVENUE CODE 459 


recipients from being treated as property transferors for purposes of 
meeting the control test. The effect of this change is to permit prop- 
erty transferors (i.e., those persons transferring property other than 
sec. 306 stock and other than services) to obtain nonrecognition of 

in under section 351 where all of the transferors (including those 
transferring sec. 306 stock or services) are in 80 percent control of 
the corporation after the exchange. 


5. Section 307. Basis of stock and stock rights acquired in distribu- 
tions (Revised Report, pp. 21-22; H.R. 4459, p. 18) 

Existing law.—Under section 307(b) of the 1954 Code, if a corpora- 
tion distributes its stock rights to a shareholder in a nontaxable divi- 
dend and the fair market value of such rights at such time is less than 
15 percent of the fair market value of the old stock, then unless the 
shareholder elects otherwise, the basis of such rights shall be zero. 
Under this rule the following transaction is possible: A person can 
acquire a substantial amount of stock just before a distribution of 
stock rights is made. He may then receive the stock rights and 
exercise them. The distribution of the stock rights may temporarily 
depress the selling price of the stock. By reason of the zero 
basis rule provided in section 305(b), the shareholder may be able 
to realize a loss on the sale of the stock with respect to which 
the stock rights were distributed since the basis of such stock will not 
have been reduced by reason of the distribution. If the shareholder 
isa dealer, his loss will be an ordinary loss, deductible against ordinary 
income. If he is not a dealer, the loss on the sale will be a short-term 
capital loss which can be offset against any capital gains the share- 
holder may have. (The taxpayer’s short-term capital gains, in the 
absence of such an offset, would otherwise be taxed as ordinary 
income.) The stock acquired by virtue of the exercise of the rights 
can be held for 6 months and sold as a capital asset, thereby obtaining 
long-term capital gain or loss treatment. (In the case of a dealer, the 
stock must, within 30 days after receipt, be clearly identified in the 
dealer’s records as a security held for investment in order to acquire 
status as a capital asset.) 

Recommendation.—Amend section 307(b) by adding a limitation to 
the effect that the zero basis rule applicable in the case of distribution 
of stock rights shall be limited to situations where the aggregate fair 
market value of the rights received by the taxpayer from the dis- 
ae corporation does not exceed $1,000 at the time of the dis- 
tribution. 


6. Sections 311 and 336. Tazability of corporation on distributions 
(Revised Report, pp. 22-23, 57-59; H. R. 4459, pp. 19-20, 56-57) 
Existing law.—Section 311 of the 1954 Code provides that, except 
in three limited instances (relating to distributions of installment 
obligations, distributions of LIFO inventory, and distributions of 
property with liabilities in excess of basis) a corporation is not taxed 
on property distributed to shareholders with respect to their stock 
Endinding distributions in redemption of stock other than distribu- 


tions in complete or partial liquidation). Section 336 of the 1954 
Code provides that, except in the case of certain distributions of in- 
stallment obligations, the corporation is not taxed on property distrib- 
uted in penal 


or complete liquidation of the corporation. 
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Recommendations.—Amend section 311 by adding a new subsection 
cpt to distributions by a corporation of inventory assets (in- 
cluding unrealized receivables and fees). The new rule would require 
the corporation to restore to gross income any deductions, credits, or 
allowances relating to the distributed inventory assets. Furthermore, 
in the case of any distribution of inventory an adjustment must be 
made effecting tne removal of the assets and any costs pertaining 
thereto from the opening inventory and/or subsequent cost records 
of the corporation for the year in which the distribution is made. 

Amend section 336 to provide that the rules contained in section 
311 (as amended) taxing a corporation with respect to distri- 
butions shall be applicable in the case of any distribution in partial 
liquidation of a corporation which is not one of a series of distributions 
in complete liquidation. 


7. Section 318. Constructive ownership of stock (Revised Report, pp. 
25-29; H.R. 4459, pp. 22-28) 


Existing law.—Section 318 of the 1954 Code provides a series of 
constructive stock ownership rules for purposes of those provisions of 
subchapter C to which these rules are expressly made applicable. For 
example, these rules are frequently applicable in determining whether 
or not a redemption of stock by a corporation shall be treated as a 
dividend distribution. The constructive ownership rules of section 
318 relate to six general situations: (i) the members of an individ- 
ual’s family; (ii) partners and partnerships; (iii) estates and benefici- 
aries, (iv) trusts and their beneficiaries; (v) corporations and their 
shareholders; and (vi) options. The rules provide for attribution to 
partnerships, estates, trusts and corporations of the stock owned by 
partners, beneficiaries, and shareholders. In addition, the rules of 
section 318 provide that stock owned by partnerships, estates, trusts 
and corporations shall be considered as owned by the partners, benefici- 
aries, and shareholders. 

Under the present rules of section 318, stock attributed to a part- 
nership, estate, trust, or corporation may in turn be reattributed out 
of that entity to the persons having an interest in it. Difficult preb- 
lems have arisen because of this reattribution. The literal applica- 
tion of this rule can result in stock being attributed to persons who 
are not related within the attribution rules, merely because they have 
a common interest in another entity. 

Under existing law, an sack vitves! ia considered as owning the stock 
owned by his spouse and by his children, grandchildren, and parents. 
An individual is not considered as owning the stock owned by a spouse 
legally separated from him under a decreee of divorce. However, it 
has been held that a “decree of divorce’? does not include an inter- 
locutory decree of divorce. 

Under section 318, any stock owned by a partnership is considered 
as owned proportionately by its partners. In addition, any stock 
owned by any partner is considered as owned by the partnership. 

In the case of estates, stock owned by the estate is attributed to 
the beneficiaries of the estate in accordance with their present interest 
in the estate. Similarly, stock owned by beneficiaries having a 
direct present interest in the estate is considered as owned by the 
estate. 


be 
St 
by 
re 
is 
sh 
tic 
of 
ow 
| sh 
| esi 
wi 
| ™ 
ch 
sid 
pa 
be 
de 
| att 
St 
tio 
the 
tru 
act 
| tio 
be 
| 5 
lin 
|  fici 
gal 
| we 
sto 
per 
est 
| gre 
att 
in 


AMEND INTERNAL REVENUE CODE 461 


In the case of trusts, stock owned by a trust is attributed to its 
beneficiaries in accordance with their actuarial interest in the trust. 
Stock owned by a beneficiary of a trust is considered as being owned 
by the trust except where the beneficiary’s interest in the trust is a 
remote contingent interest. 

In the case of corporations, if 50 percent or more in value of the 
corporation’s stock is owned by a shareholder, then the corporation 
is considered to own the stock owned by the shareholder, and the 
shareholder is considered as owning the stock owned by the corpora- 
tion (in proportion to the value of the stock owned by him to the value 
of all the corporation’s stock). 

Any person having an option to acquire stock is considered as 
owning such stock. 

Recommendations.—Proposed rules for attribution from partner- 
ships, estates, trusts, and corporations are incorporated in paragraph 
(2) of section 318(a). Proposed rules for attribution to partnerships, 
estates, trusts and corporations are incorporated in paragraph (3) of 
section 318(a). The reattribution possible under existing section 318 
will be eliminated, since it will be provided that stock attributed to 
the entities under paragraph (3) shall not be reattributed under 
paragraph (2). 

Stock owned by grandparents would be attributed to their grand- 
children. (Under present law, stock owned by grandchildren is con- 
sidered owned by their grandparents, but stock owned by the grand- 
parents is not considered owned by their grandchildren.) 

The statute would be amended to provide expressly that there will 
be no attribution between spouses separated under an interlocutory 
decree of divorce. 

A 5-percent limitation would be made applicable in the case of 
attribution from partnerships, estates, trusts, and corporations. 
Stock owned by a partnership shall be considered as owned propor- 
tionately by any partner having an interest of 5 percent or more in 
the capital or profits of the partnership; stock owned by an estate or 
trust shall be considered as being owned by any beneficiary having an 
actuarial interest of 5 percent or more in the estate or trust (in propor- 
tion to his actuarial interest); and stock owned by a corporation shall 
be considered as owned proportionately by any shareholder owning 
5 percent or more in value of its stock (excluding stock which is 
limited and preferred as to dividends). In determining who is a 
beneficiary of an estate or trust, there shall be excluded those bene- 
ficiaries who cannot under any circumstances receive any interest in 
the steck, the proceeds of disposition thereof, or the income therefrom. 

The rules for attribution to partnerships, estates, and trusts are the 
same as the rules for attribution from such entities. Thus, there will 
be no attribution to such entities of stock unless the owner of such 
stock has an interest of 5 percent or more in that entity. This 5 
percent interest is computed on the same basis as the 5 percent inter- 
ests are computed for purposes of attribution from such entities. 
In the case of attribution to a corporation, however, the advisory 
group recommends the retention of the rule of present law restricting 
attribution to cases in which the shareholder owns 50 percent or more 
in value of the corporation’s stock. 
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8. Section 332. Complete liquidations of subsidiaries 
(i) Sale of minority stock to avoid section 332 (Revised Report, 
p. 49; H.R. 4459, pp. 32-33). 

Existing law.—Under section 332 of existing law neither gain nor 
loss is recognized to a parent corporation upon its receipt of property 
in complete liquidation of a subsidiary corporation. In order for 
this section to apply, however, the parent corporation receiving the 
property must, on the date of adoption of the liquidation plan and at 
all times thereafter until receipt of the property in liquidation own 
and continue to be the owner of at least 80 percent of the subsidiary’s 
stock. In some instances the application of this section has been 
avoided by the sale by the parent corporation, purely for tax reasons, 
of a very small amount of the liquidating subsidiary’s stock after the 
adoption of the plan of liquidation but before its completion. The 
effectiveness of this practice has been upheld by the courts. 

Recommendation.—The advisory group has recommended an amend- 
ment to this section providing that the disposition by the parent cor- 
poration in anticipation of or after an adoption of a plan of liquidation 
of stock in the subsidiary possessing less than a majority of the votin 
power of all classes of the subsidiary stock is to be treated as thous 
the parent corporation received the property on liquidation and then 
disposed of the property rather than disposed of the stock, unless the 
disposition was not for the principal purpose of avoiding the applica- 
tion of these rules. 


(ii) Effect of satisfaction of indebtedness to parent having basis 
above or below value of properties received (Revised Report, 
pp. 49-50; H.R. 4459, p. 33) 


Existing law.—Under existing law in connection with a complete 
liquidation of a subsidiary under section 332, if property is transferred 
by a liquidating subsidiary to a parent corporation in satisfaction of 
indebtedness which has a basis to the parent above or below the fair 
market value of the property received from the subsidiary, the parent 
corporation realizes gain or loss. 

Recommendation.—The advisory group recommends that no gain or 
loss be recognized to the parent corporation when the indebtedness is 
satisfied in the course of the complete liquidation under section 332 
provided, however, that where appropriate: (i) the basis to the parent 
of the property received from the subsidiary is adjusted by an amount 
caaieidend to the gain or the loss the parent realized but did not 
recognize or (ii) the basis to the parent of the property received is 
limited to the basis to the parent of the subsidiary’s stock and the 
indebtedness so satisfied. The proposal, however, would not extend 
nonrecognition of gain treatment to interest, payment of which would 
have been includable in gross income as interest. In connection with 
its recommendations for section 334 the following points are noted. 
First, where the basis of properties received by a parent from the sub- 
sidiary is to be determined under section 334(b)(1) (providing for @ 
carryover to the parent corporation of the subsidiary’s basis for the 
properties), an adjustment of basis is required not only with respect to 
the property received in the transfer to the parent as a creditor under 
section 332 but also with respect to property distributed to the parent 
as a stockholder under that same section. This is considered necessa 
to cover the situation where, in the liquidation, the indebtedness 1s 
paid off in money and the remaining property is distributed with 
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respect to the stock. Second, even though the basis is determined 
pie section 334(b)(2) (providing for a carryover of the parent’s 
basis for its stock in the subsidiary corporation to the property received 
in the liquidation) an amendment has been ssropneel by the advisory 

up limiting the basis to the parent of the property received to the 
Cais the parent has for the stock of the subsidiary and the subsidiary’s 
indebtedness which has thus been satisfied. 


9. Section 334. Basis of property received in liquidations—Distribution 
of installment obligations in a liquidation of a subsidiary to which 
the special stock basis rule is applicable (Revised Report, p. 53; 
H.R. 4459, p. 39) 

Existing law.—Under section 453(d)(4) of existing law no gain or 
loss is recognized with respect to a distribution of installment obliga- 
tions in a liquidation under section 332 (relating to complete liquida- 
tions of a subsidiary, 80 percent owned). If the basis in the hands of 
the parent corporation of the property of a subsidiary which is liqui- 
dated under section 332 is determined under section 334(b)(2) (under 
which the parent takes as its basis for the assets received from the 
subsidiary the cost basis it had for the stock in the subsidiary), it 
appears that the parent corporation may obtain a stepped-up basis 
for the installment obligations without payment of any tax. The 
only tax paid would be the capital gains tax, if any, paid by the 
selling stockholders at the time of their sale of stock to the parent 
corporation. 

ecommendation.—The advisory group has proposed an amendment 
to section 453(d)(4)(A) to prevent the distribution without tax to the 
distributing corporation—the subsidiary—of installment obligations 
at a stepped-up basis under section 334(b)(2). Gain on the install- 
ment obligation would be recognized to the subsidiary as the result of 
its transfer of the installment obligation to the parent corporation, 
even though it is a transfer made in a complete liquidation of a 
os wr governed by section 332, if the special stock basis rule 
applies. 


10. Section 337. Gain or loss on sales or exchanges in connection with 
certain liquidations 

(i) Involuntary conversions (Revised Report, p. 54; H.R. 4459, 
pp. 39-41) 

Eristing law.—Section 337 provides, subject to certain qualifica- 
tions, for the nonrecognition of gain or loss on sales or exchanges of 
corporate assets following the adoption of a plan of liquidation, if 
the liquidation is completed within a 12-month period beginning on 
the date the liquidation plan is adopted. The Internal Revenue 
Service has ruled (Revenue Ruling 56-372, C.B. 1956-2, 187) that 
the receipt of fire insurance proceeds from the complete destruction 
of a building by fire, resulting in an involuntary conversion, does not 
constitute a “‘sale’’ for the purpose of obtaining nonrecognition of 
gain or loss benefits where the liquidation of corporate assets is made 
pursuant to section 337. The fact that section 1033 characterizes 
the destruction of property and indemnification for its loss as an 
involuntary conversion, it is held, does not establish that the events 
constitute a sale or exchange; nor are the of section 1231 (a) 
effective to characterize the event as a sale or exchange. 
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Recommendation.—The advisory group recommends that the non- 
recognition treatment now provided by section 337 be extended to 
all involuntary conversions. The advisory group proposes as to such 
conversions to relax the strict requirements of the section with respect 
to the time of adoption of the liquidation plan. The advisory group 
proposes also to revise the distribution requirement with respect to 
such conversions. 

Accordingly, the advisory group has recommended that an involun- 
tary conversion be considered a sale or exchange for this purpose and 
that the requirements regarding the time of distribution and the re- 
quirement that the sale or exchange occur within the 12-month period 
referred to in the statute be considered satisfied if the 12-month period 
begins not later than 60 days after the disposition of the converted 
property and the proceeds of the conversion are distributed within 
the 12-month period or within 60 days after the receipt thereof by the 
corporation, whichever is later. 


(ii) Assets not easily distributable among shareholders (Revised 
Report, pp. 55-56; H.R. 4459, pp. 39-41) 


Existing law.—In order for the nonrecognition provisions of section 
337 to be applicable, all of the assets of the corporation, except those 
assets retained to meet claims, must be distributed in complete liquida- 
tion within the 12-month period beginning on the date of adoption of 
the plan of complete liquidation. Sometimes, however, the sale of 
assets in the course of a section 337 liquidation involves the receipt of 
debt securities or other considerations from the purchaser which are 
difficult to distribute within a 12-month period among a substantial 
number of shareholders. A liquidating corporation may also have 
other assets, such as claims in litigation, which are not susceptible of 
prompt distribution. 

Recommendation.—The advisory group has recommended that re- 
lief be provided in such situations. Accordingly, it has recommended 
an amendment to provide that a transfer of assets made by a liquidat- 
ing corporation within the 12-month period to a liquidation trust or 
seney for the benefit of stockholders shall be treated as a distribution 
of the assets to the stockholders in liquidation for purposes of section 
337 and for purposes of the complete liquidation provisions of section 
331 and as a transfer of the assets by the stockholders to the trust or 
agency, provided the income of the trust or agency is currently 
taxable to its beneficiaries. These provisions are intended to prevent 
the postponement of gain by shareholders that would have been 


realized by them upon a direct distribution of the assets to them at | 


the time of the creation of the trust or agency. 
(iii) Dissenting stockholders’ claims (Revised Report, p. 56; 
H.R. 4459, pp. 39-40) 
_ Existing law.—In order for the nonrecognition provisions of see- 
tion 337 to be available, aH other things, all of the assets of the 
corporation, less assets retained to meet claims, must be distributed 


within the 12-month period beginning on the date of the adoption 
of a plan of complete liquidation. The Treasury regulations under 
section 337 provide that no amount may be set aside to meet claims 
of shareholders with respect to their stock. 

Recommendation.—The advisory group recommends that claims of 


dissenting stockholders qualify as claims for which assets may be 
eyond the 12-month period. 
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11. Section 346. Partial liquidations (Revised Report, pp. 57-61; 
H.R. 4459, pp. 52-56) 
Existing law.—Gain or loss realized by a shareholder on the receipt 
of property in partial liquidation of a corporation is treated as capital 
in or capital loss. Section 346 of the code defines partial liquidation. 
T partial liquidation includes a stock redemption not essentially equiv- 
alent to a dividend and, also, a distribution meeting the following two 
requirements: (i) The distribution is attributable to the corporation’s 
ceasing to conduct or consists of the assets of a trade or business which 
has been actively conducted throughout a 5-year period immediately 
before the distribution, and which trade or business was not acquired 
within such period in a transaction in which gain or loss was recognized; 
and (ii) immediately after the distribution the liquidating corporation 
is actively engaged in the conduct of a trade or business which was 
actively conducted throughout the 5-year period ending on the date 
of distribution and which was not acquired within that 5-year period 
in a transaction in which gain or loss was recognized. 
Recommendation.—The advisory group has recommended that the 
satisfaction of either a revised “termination of business’ test, a new 
“reduction of business’’ test, or the existing general test of “not 
essentially equivalent to a dividend” entitle the distribution to 
partial liquidation status. The termination of business test, as pro- 
sed to be amended by the advisory | , will constitute a partial 
fiauidation only if the amount of the distribution attributable to the 
corporation’s ceasing to conduct a separate trade or business is at least 
equal to 20 percent of the excess of the fair market value of assets of 
the corporation over the liabilities of the corporation existing immedi- 
ately before the distribution. ‘The advisory group reports this 20 per- 
cent requirement will insure that the distribution will represent a 
significant portion of the net worth of the corporation and will serve 
to distinguish it from an ordinary distribution of current profits. The 
new rule added by the advisory group would extend partial liquidation 
treatment to a distribution attributable to a reduction by a corpora- 
tion of an active business provided the distribution consists of all or 
part of the assets which prior to such reduction of the active business 
were reasonably required for the conduct of such business but which 
as a result of such reduction are no longer reasonably required for such 
purpose, or the proceeds of the sale or other disposition of any or all 
such assets, and provided, x a other things, that the sum of the 
eash and the fair market value of the other property included in the 
distribution is at least equal to 50 percent of the amount by which the 
fair market value of the assets exceed the liabilities of the corporation 
immediately before the distribution. This treatment would be avail- 
able only if immediately after the distribution, the corporation is 
engaged in active business. 
12. Section 355. Distribution of stock and securities of a controlled corpo- 
ration (Revised Report, pp. 65-55; H.R. 4459, pp. 62-68) 
Existing law.—Section 355 of existing law provides for the separa- 
tion, without recognition of gain or loss to shareholders and security 
holders, of two or more existing businesses formerly operated, directly 
or indirectly, by a single corporation, It applies only to the separa- 
tion of existing businesses which have been in active operation for at 
least 5 years and which, in general, have been owned for 5 years by the 
corporation making the distribution of stock or stock and securities. 


| 
to 
ch | 
ct 
up | 
nd | 
od 
od 
ed | 
in 
he 
on | 
se 
la- 
of 
of 
of 
re 
ial 
ve 
of 
ed 
ut- 
or 
on 
on 
on 
or 
ly 
nt 
en 
at 
16; 

| 
| 
he 
ed | 
on 
ler 
of 
be 


466 AMEND INTERNAL REVENUE CODE 


Section 355 does not apply to the division of a single business. Section 
355 is concerned with two general types of separations of businesses, 
The first is the distribution of the stock of an existing corporation, 
The second is the distribution of the stock of a new corporation which 
stock was received in exchange for the assets of a business previously 
operated by the distributing corporation. In both cases section 355 
of existing law contemplates a continued operation of the businesses 
existing prior to the separation. Section 355 is not applicable unless 
the controlled corporation and the distributing corporation are each 
engaged in the active conduct of a trade or business. 
ecommendation.—The advisory group has recommended that 
section 355 be amended to coordinate it more fully with section 346 
(relating to partial liquidation), and to give to the Secretary or_his 
delegate authority to approve of certain corporate divisions not 
specifically permitted in the statute if he is satisfied that tax avoidance 
is not one of the principal purposes of the transaction. In order to 
correlate section 355 more closely with section 346 the advisory group 
has recommended that the active trade or business requirement, for 
purposes of section 355, mean the same as it does in section 346, and 
that there be added a requirement that the fair market value of the 
stock or securities of a controlled corporation distributed be not less 
than 20 percent or more than 80 percent of the net worth of the dis- 
tributing corporation immediately before the distribution. This latter 
rule corresponds to the requirement in the proposed partial liquidation 
provisions to the effect that the distribution will not be treated as a 
distribution in partial liquidation unless the sum of the cash and fair 
market value of other properties distributed is equal to at least 20 
percent of the net worth of the distributing corporation. 

The advisory group has recommended that even though the 
transaction does not otherwise qualify under section 355 either 
because of the failure to satisfy active business requirements or the 
20 percent distribution requirement, it will nevertheless qualify if it 
is established to the satisfaction of the Secretary or his delegate that 
the distribution of stock or securities of a controlled corporation is 
not in pursuance of a plan having as one of its principal purposes the 
avoidance of Federal income tax. For example, even if the controlled 
corporation and the distributing corporation are not engaged in sepa- 
rate businesses, the Secretary or his delegate might find that a divi- 
sion of a single business qualifies under section 355, particularly if 
after the division certain stockholders will own stock in only one of 
the corporations and the remaining stockholders will own only stock 
in the other corporation. 


13. Section 371. Reorganization in certain receivership and bank- 
ruptcy proceedings (Revised Report, pp. 84 & 70; H.R. 4459, pp. 
89, 68-74) 

Existing law.—Under the 1939 Code if a shareholder or a security 
holder of a corporation involved in certain insolvency reorganiza- 
tions received “boot” as well as stock or securities the boot could in 
appropriate circumstances be taxed as a dividend. (‘‘Boot’’ is prop- 
erty other than stock or securities permitted to be received without 
recognition of gain or loss.) However, the comparable provision in 
the 1954 Code (sec. 371(b)(2)) provides only that the receipt of boot 
can give rise to the recognition of gain and does not provide that any 
part of such gain may be treated as a dividend. 
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Recommendation.—The advisory group has recommended that 
section 371(b) be amended to provide that boot so received shall be 
treated the same as boot is treated in any other reorganization, as 
provided in section 356, in which event it can then be taxed as a 
dividend, as a partial liquidation, as a redemption of stock under 
section 302(a), as interest, or as a return of capital, as may be appro- 
priate in each case. Further, the advisory group would provide a rule 
similar to that in section 354 (relating to reorganizations generally) to 
the effect that the complete nonrecognition provisions of section 371 
are not to apply if the principal amount of securities received exceed 
the principal amount of securities surrendered or any securities are 
received and no such securities are surrendered. Where section 371(b) 
would apply to an exchange but for the fact that the property received 
in the exchange consists not only of property which is permitted by 
that section to be received without recognition of gain or loss but also 
of other property or money (i.e. ‘‘boot’’) then the boot rules of section 
356 come into play and determine both the extent to which the boot. 
will be subjected to tax and the character of the boot (i.e., dividend 
or capital gain or return of capital). Asa result of the advisory group 
recommendations, the boot rules applicable to insolvency reorganiza- 
tions would be the same as those applicable to reorganizations generally. 


14. Section 381. Carryovers in certain corporate acquisitions. 


(i) Corporate divisions under sections 355 and 356 involving 
intercorporate transfers under section 351 (Revised Report, 
pp. 85-86; H.R. 4459, pp. 90-96) 

Existing law.—Section 381 of existing law now provides that an 
acquiring corporation in certain types of nontaxable asset acquisitions 
shall succeed to and take into account certain specified tax attributes 
of the distributor or transferor corporation, subject to conditions and 
limitations which are set forth therein. Subsection (c) of section 381 
lists the particular items that are referred to. The types of nontax- 
able asset acquisitions now referred to in subsection 381(a) are (i) liqui- 
dations of subsidiaries under section 332, but only where the parent 
corporation takes over the subsidiary’s assets basis; and (ii) transfers 
in reorganizations under section 368(a)(1) (A), (C), and (D) (but only 
if the requirement of sec. 354(b)(1) (A) and (B) are met) and (F). 

Although section 312(i) of the 1954 Code provides that in the 
ease of corporate divisions qualifying under section 355 or 356 
proper allocation with respect to earnings and profits of the distributing 
corporation and the controlled corporation or corporations shall be 
made under regulations prescribed by the Secretary or his delegate, 
section 381 excludes such corporate divisions from its application. 

Recommendation.—The advisory group has recommended that sec- 
tion 381 be amended to cover intercorporate section 351 transfers in 
connection with corporate divisions that qualify under sections 355 
and 356; and that in the case of such transactions the designated 
tax attributes of section 381 be divided between the respective 
corporations in a manner appropriate to the character of the items 
and their relationship to the assets and liabilities of the respective 
corporations. 


(ii) Treatment of obligations deductible by transferor corporations 

if paid by it (Revised Report, p. 88; H.R. 4459, p. 95) 
Existing law.—The present paragraph (16) of section 381 (c) permits 
an acquiring corporation to deduct certain obligations and liabilities 
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of the transferor corporation assumed on the reorganization if such 
corporation’s liabilities would have been deductible by the transferor 
corporation if paid by it. However, the last sentence of the paragraph 
makes it inapplicable if such obligations are reflected in the amount of 
stock, securities, or property transferred by the acquiring corporation 
to the transferor corporation in consideration for the latter’s property, 
The benefit of this provision is, in general, limited to liabilities for 
which no provision was made and which were unknown or contingent 
at the time of the acquisition. 

Recommendation.—The advisory group recommends the elimination 
of the last sentence of the present paragraph (16) of section 381(c), 
which as a result of renumbering, becomes paragraph (12) of the ad- 
visory group’s amended section 381(c). 


(iii) Catchall provision (Revised Report, pp. 88-89; H.R. 4459, 
pp. 95-96) 

Existing law.—There is at present no catchall provision in section 
381 designed to permit its application to other tax attributes not 
Sv ehrale described in section 381, though they may be of the same 
general character. The advisory group reports one such item is the 


right of an acquiring corporation to continue amortizing an emergency | 


facility on the basis of a certificate of necessity granted to the trans- 
feror corporation, as permitted under the 1939 Code. Other such 
items as to which the rights of an acquiring corporation are not 
specified include research expenditures, excess soil and water conserva- 
tion expenditures, foreign tax credits, elections on war loss recoveries, 
and borrower status for section 312(j) windfall distributions. 

Recommendation.—The advisory group recommends that a general 
provision be added at the end of the itemized list of tax attributes in 
subsection (c) of section 381, providing that the acquiring corporation 
shall be treated as a distributor or transferor corporation with respect 
to any item or for any purpose not referred to in subsection (c) if it 
is established to the satisfaction of the Secretary or his delegate 
that such item or purpose is in a category similar to that of any of the 
items referred to and that such treatment is consistent with the treat- 
ment of such claim. This is covered by the proposed new paragraph 
17 of the advisory group’s amended section 381(c). 
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RECOMMENDATIONS .MAKING TECHNICAL AMEND- 
| MENTS (CHANGES OF RELATIVELY MINOR IMPORTANCE 

MADE WITHIN THE EXISTING STATUTORY FRAME- 
WORK) 


In addition to the major recommendations discussed under parts 
Jand Il above, the advisory group has recommended a number of 
changes in existing law which are technical in nature and are made 
within the existing statutory framework and policies of subchapter C. 
These technical amendments, and the reasons for them, are discussed 
in the revised report of the advisory group. They are listed below in 
order of the sections of subchapter © to which they would amend. 

Section 301, Distributions of property.—Technical amendments re- 
vising the rules with respect to the amount of the distribution in the 
ease of certain distributions of property by a corporation to a cor- 
porate shareholder. 

Section 302. Distributions in redemption of stock.—Technical amend- 
ments with respect to corporations having no earnings and profits; 
corporations having two classes of voting stock; the time for testing 
application of section 302(a); redemptions of preferred stock; appli- 
cation of constructive ownership ma to section 302(b)(1); series 
transactions; retention or reacquisition of interest in subsidiary, 
parent, or successor corporations; and lost basis. 

Section 304. Redemption through use of related corporations.— 
Technical amendments concerning determination of dividend equiva- 
lence; stock treated as capital contribution; and elimination of over- 
lap between brother-sister and parent-subsidiary rules. 

Section 306. Dispositions of certain stock.—Technical amendments 
concerning stock having transferred or substituted basis; common 
stock received in reorganizations in respect of certain preferred 
dividend arrearages; and application of constructive ownership rules 
where stock is received in a corporate reorganization or separation. 

Section 334. Basis of property received in liquidations.—Technical 
amendments concerning time within which subsidiary’s liquidation 
must be commenced or completed for purpose of special stock basis 
rule; successive liquidations of controlled corporations for purpose of 
special stock basis rule; and stock acquired pursuant to an option. 

Section 337. Gain or loss on sales or exchanges in connection with 
certain liquidations.—-Technical amendments concerning successive 
liquidations of controlled corporations; and correlation with reorgani- 
zation provisions. 

Section 346. Partial liquidation defined.——Technical amendments co- 
ordinating section 346 with section 302; definition of active business; 
and dividends paid deduction and information returns. 

Section 351. Transfer to corporation controlled by transferor —Tecb- 
| nical amendments concerning section 355 transactions and reorgani- 
zations. 


469 


59, 
ion 
not | 
me 
the 
cy 
ns- 
ich 
not 
va- 
les, | 
ral 
in 
ion 
ect 
f it 
ate 
the 
iph 
| 
|| 


470 AMEND INTERNAL REVENUE CODE 


Section 354. Exchanges of stock and securities in certain reorganiza- 
tions.—Technical amendments concerning “‘splitups.”’ 

Section- 355. Distribution of stock and securities of a controlled cor. 
poration.—Technical amendments concerning definition of active busi- 
ness. 

Section 356. Receipt of additional consideration.—Technical amend- 
ments reversing theory of Howard v. Commissioner; relating to boot 
received in certain reorganizations and corporate divisions; and relat- 
ing to exchanges for section 306 stock. 

Section 357. Assumption of liability.—Technical amendments relat- 
ing to liabilities in excess of basis. 

Section 358. Basis to distributees.—Technical amendments relating to 
property received for treasury stock. 

Section 361. Nonrecognition of gain or loss to corporations.—Tech- 
nical amendments relating to Howard case; boot received in certain 
reorganizations; reduction of corporate gain for boot distributed; and 
distribution of money. 

Section 362. Basis to corporations.—Technical amendments where 
stock or property is acquired by a subsidiary in exchange for parent’s 
stock; and for property acquired in exchange for treasury stock. 

Section 381. Carryovers and certain corporate acquisitions.—Tech- 
nical amendments relating to subparagraph (C) reorganizations in- 
volving asset acquisitions by, or asset transfers to, subsidiaries; 
accounting methods; and dividend carryovers. 


| 

| 

Th 
has 

of 
an 
tio 
to 
pa. 
the 
ad 

the 
am 

| 

| 

| 

| 

| 

| 


EFFECTIVE DATES 
's (Revised Report, p. 95; H.R. 4459, p. 105) 


h- The advisory group recommends that as a general principle the 
n- amendments recommended by it shall be effective prospectively only. 
$: The date when the amendments should generally become effective 
has been left open (in view of the fact that the time of the enactment 
of the proposed amendments could not be foreseen). The proposed 
amendments to section 302(b)(1) (relating to deficit companies) ; sec- 
tion 302(b) (6) (relating to application of constructive ownership rules 
to sec. 302(b)(1)); and section 303 (relating to stock redemptions to 
pay death taxes), however, would take effect as of June 22, 1954. In 
the case of certain specified transactions carried out pursuant to plans 
adopted before the date of enactment of the amendments or before 
the date the act becomes generally effective, whichever is earlier, the 
amendments would not apply unless the taxpayer so elects. 
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LETTER OF TRANSMITTAL 


Wasurnoton, December 10, 1958. 
CuarrMAN, CoMMITTEE ON WAys AND MEANS, 

House of Representatives, Washington, D.C. 

My Dear Mr. Cuarirman: I am transmitting herewith a revised 
and final report by an advisory group parse ice the Subcommittee 
on Internal Revenue Taxation to study subchapter C of the Internal 
Revenue Code of 1954, relating to corporate distributions and adjust- 
ments. This revised report is accompanied by the subchapter C 
proposed amendments, as revised. 

e advisory group was appointed by the subcommittee on No- 
vember 28, 1956, to assist the subcommittee in its study of subchapter 
C of the 1954 code. The advisory group consists of the following 
members: Norris Darrell, chairman, C. Rudolf Peterson, vice chair- 
man, Edwin S. Cohen, Marvin K. Collie, Kenneth W. Gemmill, 
Samuel J. Lanahan, and Leonard L. Silverstein. 

The first report of the advisory group on subchapter C was pub- 
lished on December 24, 1957. Testimony with respect to the first 
report (and the accompanying proposed amendments) was received 
by the Committee on Ways and Means during the course of the 
hearings on general revenue revision commencing January 7, 1958. 
The revised report, and the accompanying proposed amendments, as 
revised, reflect the modifications and additional matter recommended 
by the advisory group as a result of its further studies and as the 
result of the hearings and the additional comments and suggestions 
made to the advisory Groep. 

The revised report, and the accompanying proposed amendments, 
as revised, have not been considered or approved by the Subcommittee 
on Internal Revenue Taxation, or any member thereof. 


Respectfully submitted. 
Wrevr D. 


Chairman, Subcommittee on Internal Revenue Taxation. 
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DeceMBer 9, 1958. 
Hon. Witsur D. Mitts, 
Chairman, Subcommittee on Internal Revenue Taxation of the 
Committee on Ways and Means, House of Representatives, 
Washington, D.C. 


My Dear Mr. Cuarrman: In our letter to you accompanying our 
December 24, 1957 report and proposed statutory amendments with 
respect to subchapter C of the Internal Revenue Code, and at the hear- 
ing before your committee on January 31, 1958 we stated that our 
proposals were not presented as final and definitive, but as subject to 
modification and improvement, and we indicated an intention to con- 
tinue our studies with a view toward submission of such supplemental 
report as might seem appropriate. 

e have since continued our studies and, in connection therewith, 
have carefully considered the pertinent testimony at the January 31, 
1958 hearings of your committee and other comments and sugges- 
tions that have been submitted by various interested persons and 
organizations. 

Our conclusions resulting from this further work are incorporated 
in the revised report and in the document containing the proposed 
statutory amendments, as revised, which accompany this letter and 
which are intended to supersede our initial report and proposed 
amendments. We have chosen this form of presentation, instead of 
simply submitting documents containing supplementary material, be- 
cause we believe it will facilitate study and understanding of our 
final conclusions and will be of convenience to all concerned. Al- 
though we adhere to the basic principles underlying our original pro- 
posals, in the revised documents we on made a number of changes, 
some of substantive importance, some technical, and some relatively 
minor. However, to assist those wishing to know where material 
changes have been made in the statutory amendments initially pro- 
posed, the changed parts of the texts of both documents other than 
simple deletions have been printed in boldface type. 

Respectfully submitted. 

Norris 
Chairman. 
C. Rupotr Peterson, 
Vice Chairman. 
Epwin S. Conen, 
Counsel. 
Marvin K. Corie, 
Kennetu W. 
Samuen J. LANAHAN, 
Leonarp L. 
Advisory Group. 
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REVISED REPORT OF THE ADVISORY GROUP 
ON SUBCHAPTER 


To Accompany 


SUBCHAPTER C ADVISORY GROUP PROPOSED 
AMENDMENTS, AS REVISED 


The first section of the proposed amendments eliminates the necessity 
of referring to the Internal Sana Code of 1954 each time a change 
is proposed with respect to such code. Whenever an amendment is 
expressed in terms of an amendment to or repeal of a section or other 
ees the reference is to a provision of the Internal Revenue Code 
of 1954. 


SECTION 2. DISTRIBUTIONS OF PROPERTY— 
AMENDMENTS OF SECTION 301 


Under section 301 (b) (1) (B), the amount of a distribution in prop- 
erty (other than money) to a corporate shareholder is the lesser of (1) 
the fair market value of the property, or (ii) the adjusted basis of the 
property in the hands of the distributing corporation, increased in the 
amount of gain to the distributing corporation recognized under sub- 
section (b) or (c) of section 311. This provision applies not only in 
determining the amount of the dividend received by a corporate share- 
holder but also, in case the distribution is not out of earnings and 
ot in determining the amount of the reduction in the basis of the 

areholder’s stock or the amount of any capital gain resulting from 
the distribution. In the ordinary case of a distribution in kind, the 
existing provisions carry out the basic policy of the statute, but tech- 
nical amendments are needed with respect to certain fringe problems. 

(a) The statute does not specifically deal with the effect upon a 
corporate distributee of a distribution consisting of stock, or rights to 
stock, of the distributing corporation in cases in which under section 
805 (b) the distribution 1s not excluded from gross income. 

The advisory group believes that the statute should be amended to 
provide specifically that the rule of section 801 (b) (1) (B) (ii), limit- 
ing the amount of the distribution in the hands of corporate distribu- 
tees to the adjusted basis of property in the hands of the distributing 
corporation, shall not apply to distributions of stock, or rights to ac- 
quire stock, of the distributing corporation which under section 305 (b) 
are taxable dividends. 

(b) A comparable problem arises if a corporation distributes its 
obligations to a corporate shareholder. It might be argued that the 


1The material appearing in boldface ge the changes made in the Subchapter C 
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distributing corporation has no tax basis in its own obligations, and 
therefore the amount of the distribution under section 301 (b) (1) 
(B) (ii) is zero. 

The advisory group recommends that the statute be amended to 
rovide that in the case of the distribution of obligations of the 
istributing company, the amount of the distribution (to a corporate 

shareholder) shall be the fair market value of the obligations, or the 
principal amount of the obligations, whichever is the lesser. 

(c) Clause (ii) of section 301 (b) (1) (B) provides for increasing 
she adjusted basis of the distributed property by the amount of gain 
vecognized “under subsection (b) or (c) of section 311”, relating to 
distribution of appreciated LIFO inventory and distribution of prop- 
erty subject to a liability in excess of its adjusted basis. No provision 
is made for an increase in the adjusted basis where gain is recognized 
under section 453 (d) to the distributing corporation on the distribu- 
tion of an installment obligation. 

The advisory group recommends that clause (ii) of section 301 
(b) (1) (B) be amended to provide for an increase in the adjusted 
basis in any case where gain is recognized to the distributing cor- 


poration upon the distribution of the property. Since the prepa- | 


ration of the original report, it has been deemed advisable to 
add o_o to the adjustments under section 311 (d) (1) 
and (2). 

(d) The question has been raised as to whether section 301 (b) (1) 
(B) should be amended so that it would apply only if a dividends- 
received deduction is allowed with respect to the distribution in kind, 
The advisory group does not believe that the statute should be so 
limited. If property which has appreciated in value is distributed by 
a corporation which has no earnings or profits, the present statute 
properly prevents a step-up in tax basis (e. g., for depreciation dedue- 
tions) at the expense of only a capital-gains tax or merely a reduction 
in the basis of the stock in respect to which the distribution was 
received. However, there are some cases involving foreign corpora- 
tions where the advisory group believes that the amount of a distribu- 
tion in kind should be determined without regard to the adjusted 
basis of the property. 


The first case involves distributions by certain foreign 


corporations. Section 301 (b) (1) (B) of existing law has the 
result of preventing appreciated property which is distributed to 
a corporate taxpayer from taking a stepped-up basis while at 
the same time being taxed at an effective rate of 7.8 percent or 
less by reason of the 85-percent dividends-received deduction. 
However, where a distribution by a foreign corporation does not 
qualify for the dividends-received deduction, the property re- 
ceived by the corporate taxpayer is fully taxable at ordinary 
rates to the extent of its fair market value. Accordingly, where 
there is a distribution in kind from a foreign corporation, the 
advisory group does not believe that the adjusted basis of the 
property should enter into the determination of the amount of a 
distribution by a foreign corporation unless its dividends qualify 
for a dividends-received deduction under section 245. To so 
qualify, the foreign corporation must be engaged in trade or 
business within the United States and have derived 50 percent 
or more of its gross income from United States sources. 
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The other case involves distributions in kind to a foreign corporation 
not engaged in trade or business within the United States. If the 
distribution is taxable as a dividend, the fair market value of the 
property should be the amount subjected to tax, for the basis of that 
property in the hands of the foreign corporation has no Federal tax 
consequences. However, if the foreign corporation receiving the divi- 
dend is engaged in trade or business within the United States, and 
therefore entitled to the dividends-received deduction, then, for the 
protection of the revenues, the existing rule of section 301 (b) (1) (B) 
should appiy to the distribution. 

The advisory thay therefore recommends that section 301 (b) (1) 
(B) be amended so that it will not apply to distributions to foreign 
corporations not engaged in trade or business in the United States, 
or to distributions from a foreign corporation unless a dividends- 
received deduction is allowable with respect to the distribution (or 
would be allowable if there were earnings and profits to cover the 
distribution ). 

(e) Conforming amendments are made to section 301 (d), which 
provides the rules for determining the basis of property received in 
distributions in kind. | 


SECTION 3. DISTRIBUTIONS IN REDEMPTION OF 
STOCK—AMENDMENT OF SECTION 302 


A, RECOMMENDATIONS FOR STATUTORY CHANGES 


Corporations having no earnings and profits —The advisory grou 
recommends that section 302 (b) (1) be amended to provide specifi- 
cally that the fact that the corporation has no earnings and profits 
will not require the application of section 302 (b) (1). This is stated 
to be the intention of Congress in the 1954 Senate Finance Committee 
Report, and the regulations so provide (Regulations, sec. 1.302-2). 
However, there is doubt that the present statute literally carries out 
this intention. The matter is of significance in the case of a deficit 
corporation in determining— 

(a) whether the distribution is to be governed by section 301 
(c) (2) and (3) (in which event the amount of the distribution 
will be applied against the shareholder’s total basis for all his 
stock in the corporation and only the excess will be taxed as 
gain) or by section 302 (a) (in which event the shareholder will 
realize gain or loss measured by the difference between the amount 
of the distribution and the basis of the stock redeemed) ; and 

(6) whether if the shareholder is a corporation, and the dis- 
tribution is made in kind, the provisions of section 301 (b) (1) (1}) 
and 301 (d) (2) will apply, limiting the amount of the distrib u- 
tion to the lower of the fair market value or the basis of the 
property distributed. 

The recommended amendment will insure that the fact that the 
corporation has insufficient earnings and profits will not require the 
application of section 302 (b) (1). 

edemptions of stock owned by partnerships.—Under — law, 
in the case of redemption of stock owned by a partnership, section 


318 (a) (2) (A) provides that the partnership shall be deemed to own 
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all the stock owned by each of the partners. Thus in determining 
whether a redemption of stock owned by the partnership complies 
with the substantial disproportionality test of section 302 (b) (2), 
stock owned individually by any partner must be taken into account, 
The redemption of all the stock owned by the partnership may result 
in dividend treatment to all the partners, even to those who own no 
stock individually, merely because one or more of the partners indi- 
viditally own stock in the corporation. 

With respect to the rule in present section 318 (a) (2) (A) the advi- 
sory group is recommending an amendment to limit attribution from 
a partner to a partnership to those cases in which the partner has at 
least a 5-percent interest in the partnership. The advisory group has 
concluded that the minimum percentage in section 318 may not be 
safely increased beyond 5 percent because the rules of section 318 
apply in a number of parts of subchapter C, other than section 302, 
where a further increase would be inadvisable. However, for pur- 
poses of section 302 the 5-percent minimum will not serve to eliminate 
the inequity involved in according dividend treatment to some partners 
merely because one of their partners, having a partnership interest 
greater than 5 percent, owns stock in the redeeming corporation. 

Accordingly, the advisory group recommends that a specific 
provision be added to section 302 (c) (1) requiring that the dis- 
proportionality test for purposes of section 302 (b) (2) and the 
complete termination test for purposes of section 302 (b) (3) be 
applied separately for each partner, as though the stock owned by 
the partnership had been distributed to the partners immediately 
prior to the redemption and the stock redeemed had been re- 
deemed in the hands of each partner. This is the same recommen- 
dation as that contained in the original advisory group report, 
except for its extension to section 302 (b) (3). In this manner, 
those partners who own stock individually may have dividend treat- 
ment on the redemption while others have capital-gain treatment. 
For example, if the ABCD partnership, in which each of 4 partners 
has a one-fourth interest, owns 500 of the outstanding 1,000 shares of 
a corporation, and partner A individually owns the remaining 500 
shares, a redemption of all the stock owned by the partnership will 
result under 302 (c) (1) in capital-gain treatment to partners B, C 
and D, but not to partner A. This is because the interest of B, C, an 


D in the corporation will each be reduced from 1214 percent to 0, while | 


A’s total interest will be increased from 6214 to 100 percent. 

For a discussion of the changes recommended with respect to attribu- 
tion of stockownership in connection with redemption of shares in- 
dividually owned by persons who are members of a partnership, see 
the comments under Section 11: Constructive Ownership of Stock— 
Amendment of Section 318. 

Corporations having two classes of voting stock—The advisory 
group recommends that section 302 (b) (2) (D) be added to the statute 
to provide that where there is more than one class of voting stock the 
determination of the ratio of voting stock owned before and after the 
redemption is to be made in accordance with the combined voting power 


of all classes of stock entitled to vote. While it is believed that thisis — 


the rule under present law, it is felt that a clarifying amendment is 
advisable to eliminate a question of construction. 
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Time for testing application of section 302 (a).—The advisory 
up recommends that section 302 (a) be amended to make 
it clear that the time for testing whether a distribution in 
redemption of stock qualifies as a distribution in part or full 
payment in exchange for the stock shall be the time the shares 
are redeemed. The present language of section 302 (a) is not 
precise in referring to a “redemption” as a “distribution,” 
rticularly with respect to cases, for example, under section 
302 (b) (2) where the redemption price is payable in install- 
ments. Where all the shares to be redeemed are turned in at the 
time of the initial payment, there are technically no shares 
turned in at the time the subsequent payments are received. 
The advisory group recommendation, as revised, makes clear that 
the test for qualification for capital gain treatment shall be ap- 
plied at the time such shares are redeemed even though all the 
distributions in payment for the stock are not received at such 
time. 

Redemptions of preferred stock.—The advisory group recommends 
that section 302 (b) (5) be added to the statute to provide that section 
302 (a) shall apply to a redemption of preferred stock if the share- 
holder owns less ~ a one percent of the common stock and voting 
stock in the company after the redemption. This change is made 
primarily for the purpose of assuring capital-gain treatment auto- 
matically to most cases of redemptions of preferred stock by widely 
held companies, but is not limited to such cases. At present it has 
been a frequent practice to secure advance rulings from the Internal 
Revenue Service in such cases under the general provisions of section 
302 (b) (1). The proposed revision would make such rulings unneces- 
sary. All the rules of stock attribution in section 318 (a) will apply 
to making the determination of one-percent ownership after the 
redemption. Moreover, if the preferred stock is section 306 stock, 
the special rules of section 306 ma ye ly. 

The advisory group recommendation is intended to eliminate 
the need for advance rulings in the cases indicated and is not 
intended to affect Internal Revenue Service policy in issuing 
favorable advance rulings in cases where there is a redemption of 
preferred stock and the redeeming shareholder also owns more 
than 1 percent of the common stock and voting stock in the cor- 
poration after the redemption. It is intended that such rulings 
may continue to be issued by the Internal Revenue Service. 

A pplication of constructive ownership rules to section 302 (b) (1).— 
The advisory group recommends that section 302 be amended to 
provide specifically that, in determining whether a stock redemption 
Is essentially equivalent to a dividend under section 302 (b) (1), the 
constructive ownership rules of section 318 shall not be applicable 
but the relationships described therein may be taken into account 
along with all other facts and circumstances. For example, where a 
father and son own large interests in a corporation but have become 
estranged so that the son desires to buy the father out of the business 
by means of a stock redemption, it may be that the redemption will 
not qualify under section 302 (b) (2) or (b) (3) because the father 
has other stock attributed to him. Where the father is one of the 
beneficiaries of a trust owning a small amount of stock, the father 


ng 
leg 
2), 
nt. 
ult 
no 
di- 
vi- 
om 
at 
1ag 
be 
18 
02, 
ate 
ers 
est 
fic 
is- 
he 
be 
by 
ly 
re- 
rt, 
er, 
at- 
nt. 
ars 
of 
00 
ill 
C 
| 
ile 
in- 
308 
| 
Ty 
ite 
he 
he 
er 
is 
is 


484 AMEND INTERNAL REVENUE CODE 


will be unable to terminate completely his interest in the corporation 
if the trustee is unwilling to have the trust’s stock redeemed. As a 
result, the father cannot comply with the requirements of section 
302 fc) (2), and the son’s stock will be attributed to the father despite 
the fact that all of the stock actually owned by the father has been 
redeemed. This amendment appears as section 302 (b) (6). It is 
believed that this amendment reflects the intent of the present 
statute, which now states that the fact that the redemption does not 
qualify under (b) (2) or (b) (3) shall not be taken into account in 
making the determination under (b) (1). Accordingly, the ad- 
visory group anticipates, as a necessary result of this amendment, 
that the Internal Revenue Service will issue favorable rulings in 
appropriate cases under section 302 (b) (1) even though the tax. 
payer is unable to meet the standards imposed under paragraphs 
(2) or (3) of section 302 (b) because of the application of section 
318 to determinations made under those paragraphs. 

Series transactions.—The advisory group recommends that section 
302 (b) (2) (D), relating to a series of redemptions, be removed to 
section 302 (b) (7) and made applicable to 302 (b) (1) and (3) as 
well as 302 (b) (2). At present, it literally applies only to section 
302 (b) (2) (C), defining substantial disproportionality. As amended, 
the provision would make clear that the requirement of section 302 
(b) (2) {B) that a shareholder own less than 50 percent of the voting 
power after a substantially disproportionate redemption cannot be 
avoided by a planned series of redemptions. 

The proposed revision would also make it clear that the rules regard- 
ing substantially disproportionate redemptions and termination of 
interest cannot be avoided by subsequently effecting sales between 
shareholders pursuant to a prearranged plan. Nor could the rules 
be avoided by a plan involving new issues of stock. 

Complete termination of interest must include termination of 
spouse's interest.—Section 302 (c) (2) provides that the family attri- 
bution rules shall not apply where there is a complete termination of a 
shareholder’s interest in a corporation. It is recommended that section 
302 (c) (2) (A) be amended to provide that attribution between 
spouses will continue to apply under these circumstances. Thus, a 
complete termination of a shareholder’s interest would have to include 
also a complete termination of the interest of the shareholder’s spouse, 
It is felt that, because of the close relationship between husband and 
wife, it is not clear that the distributee ceases to have an interest in 
the corporation if his spouse continues as a shareholder. Frequently, 
he can, through the continuing stock interest of his spouse, still main- 
tain an effective voice in the management of the corporation. 

It was suggested to the advisory group that stock owned by the 


members of the distributee’s household be attributed to him despite 
the complete termination of his interest in the corporation. The 


advisory group considered that this would be too broad. A stronger 
case might be made for pis | such a rule in the case of minor chil- 
dren, but the advisory group elt that the 10-year rules in section 
302 (c) (2) (A) and (B) afford adequate protection to the revenue 
in such case. 

Retention or reacquisition of interest in subsidiary, parent, or suc- 
cessor corporations.—Section 302 (c) (2), in general, provides that the 
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family-attribution rules shall not apply if there is a complete termi- 
nation of the shareholder’s interest in the corporation and no reacqui- 
sition of such an interest within 10 years. The Treasury regulations 
extend this statutory rule to prohibit the shareholder from having an 
interest in a subsidiary, a parent, or a successor of the redeeming cor- 
poration (sec. 1.3024 (c)). The advisory group recommends the 
enactment of section 302 (c) (2) (D) to provide a specific statutory 
basis for this regulation and to define more clearly the scope of the 
rules. Under this provision, a subsidiary would have to be 50 percent 
owned, a parent would have to own 50 percent of the redeeming cor- 

oration’s stock, and a successor would be any corporation to whom 
the carryover provisions of section 381 (a) would apply. 

Retention or enforcement of rights as a creditor.—Under the termi- 
nation of an interest rule of section 302 (c) (2), the prohibition against 
the retention of an interest in the corporation does not apply to an in- 
terest retained or acquired as a creditor of the corporation. However, 
the statute makes no special provision regarding subsequent acqui- 
sitions of stock interests through enforcement of rights as a creditor. 
The Treasury regulations prohibit the acquisition of stock of the re- 
deeming corporation, a subsidiary, or a parent, even if such acquisition 
results only from the enforcement of rights as a creditor holding a de- 
faulted obligation of the corporation issued on the redemption of the 
stock. The former stockholder, now a creditor, may be unable to pro- 
tect his right to payment of deferred installments of the purchase price 
of his stock without the redemption being treated as a dividend. On 
the other hand, the possible reacquisition of stock interests after a 
downpayment has been received on redemption of stock may provide 
opportunities for abuse if capital-gain treatment on the sums received 
were assured. The advisory group recommends the enactment of 
section 302 (ec) (2) (C) providing that the reacquisition of a stock 
interest in the redeeming corporation, its subsidiary, parent, or suc- 
cessor, as a result of the enforcement of rights as a creditor will be 
considered to be in the enforcement of rights as a creditor only if the 
default in the corporate obligation could not reasonably have been 
anticipated at the time of the redemption, or at the time of creation 
of such creditor relationship, whichever is later. The advisory group 
believes that it is dediratde to indicate two points of time as of 
which it may be determined whether a default can reasonably have 
been foreseen. It is intended in the proposed amendment, as 
revised, that the likelihood of default should be tested at the 
time of the redemption if the indebtedness is then in existence or 
at the time the debtor-creditor relationship is created if it is 
created later. The relationship may be created, for example, in 
a transaction subsequent to the redemption and, in fact, unrelated 
to it, such as in the case of a subsequent loan or sale of property 
to the corporation. 

Lost basis —Under section 302 where amounts distributed in re- 
demption of stock are taxed as a dividend, there is no provision per- 
mitting the basis of the redeemed shares to be added to the basis 
of other shares owned by the taxpayer or by other persons within the 
attribution group, nor is a loss allowed to the taxpayer. The Treasury 
regulations provide in general terms that “proper adjustment” will be 
made to the basis of other stock. and set forth several illustrations 
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(sec. 1.302-2 (c)). The advisory group recommends the insertion 
of a statutory provision requiring that, under regulations pre. 
scribed by the Secretary, the basis of stock redeemed under 
circumstances giving rise to dividend treatment shall either be 
added to the basis of other stock owned by the taxpayer (de- 
termined without regard to section 318), or, but only if the tax- 
payer so elects, added to the basis of other stock owned by an- 
other person whose stock is attributable to the taxpayer under 
section 318. In the event that the taxpayer does not own directly 
any other stock in the corporation redeeming such stock and 
also does not make the election to have the basis of the redeemed 
shares added to the basis of the shares of stock owned by other 
shareholders of such corporation the ownership of stock by whom 
is attributed to the taxpayer under section 318, then the tax- 
payer is allowed a loss with respect to the amount of his stock 
basis which would otherwise be lost. This loss is, of course, a 
long- or short-term capital loss or an ordinary loss depending 
upon the length of time the stock has been held by the taxpayer 
and upon whether or not it is a capital asset in his hands. 

The advisory group recommendation, which in the revised 
amendment differs somewhat from the initial proposal, will allow 
a taxpayer a measure of flexibility in determining how a loss is 
to be utilized and at the same time will prevent another share- 
holder whose stock is attributed to the taxpayer from having any 
interest in the tax treatment of the redemption distribution 
unless the taxpayer so elects. 

The advisory group gave consideration to the insertion of detailed 
statutory rules concerning this adjustment, but concluded that: it 
was desirable to leave the matter to regulations in view of the varied 
types of situation that are encountered. 

Redemptions of stock issued by railroad corporations in certain re- 
organizations.—The advisory group calls to the attention of the sub- 
committee the special provision in section 302 (b) (4) which grants 
capital-gain treatment to redemption of stock by railroad corporations 
where the redemption is made pursuant to a plan of reorganization 


under section 77 of the Bankruptcy Act. While the provision has | 
been included in the proposed revision, the advisory group knows of | 


no reason why this special exemption should be continued. 
B. NO LEGISLATION RECOMMENDED 


A pplication of constructive ownership rules to redemptions from es- 
tates.—The attention of the advisory group was called to cases involv- 
ing redemptions from estates of deceased shareholders made pursuant 
to contracts between the decedent and the corporation. Such a re- 
demption does not qualify under the 1954 Code for capital gain treat- 
ment under sections 302 (b) (2) or (3) even though all stock owned 
by the estate is redeemed if the beneficiaries of the estate own a sub- 
stantial number of shares outright or by attribution from other sources. 
However, the redemption may qualify under section 302 (b) (1) asa 
distribution not essentially equivalent to a dividend, particularly in 
view of the recommended amendment to section 302 (b) (5) of 
present law (sec. 302 (b) (6) in the proposed revision) providing that 
the attribution rules of section 318 shall not be applicable to section 
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302 (b) (1) but that the relationships described therein may be taken 
jnto account along with all other facts and circumstances. The ad- 
viso group feels that in view of section 302 (>) (1) and the recom- 
inde change in section 302 (b) (5) of present law (sec. 302 (b) (6 
in the proposed revision) this situation can be adequately dealt wit 
in the light of the special circumstances of each case and no special 
statutory rule is required. 

Stock redemptions qualifying for capital gain treatment—effect of 
number of shares dichanted —Weane a stock redemption qualifies for 
capital gain treatment under section 302 (a) or under section 346 a 
number of questions regarding the amount and character of the share- 
holder’s gain or loss may arise: (a) Should the number of shares act- 
ually surrendered ever be disregarded in determining the amount of 
the shareholder’s gain or loss—if so, when, and with what results? 
(b) Should the shareholder’s basis for all of his shares be averaged or 
prorated in any circumstances in determining his gain or loss—if so, 
when, and with what results? (c) What should the rules be when the 
shareholder has some shares which have been held for more than 6 
months and some shares which have been held for less than 6 months? 

The advisory group does not recommend any legislation with respect 
tothese matters. It appears that these problems are being adequately 
handled administratively and that there is no present necessity for 
detailed rules in the statute. 

Determinations of fair market value where there is more than one 
class of stock.—Questions have been raised regarding the difficulties 
in determining fair market value of stock in closely held corporations 
where there is more than one class of common stock. Such a determi- 
nation is necessary under existing law in ascertaining whether the 
80 percent substantial disproportionality test of section 302 (b) (2) has 
been met. The Internal Revenue Service does not give advance rulin 
where factual determinations of value are involved. However, the 
only feasible substitute for the present statutory rule would appear to 
be to require that the 80 percent test of substantial disproportionality 
be met with regard to each class of common stock. Such a rule would 
be stricter than the present law. If a taxpayer met that requirement, 
he would be able to obtain an advance ine at present. Accordingly, 
no legislative change is recommended in this regard. 

Reductions in par or stated value of stock.—Questions have been 
raised as to whether a distribution by a corporation of its property 
accompanying a reduction in the par or stated value of its outstanding 
stock should be treated as a distribution in redemption of stock. The 
House bill in 1954 so provided (sec. 312 (e)), but the provision was 
deleted by the Senate. The advisory group recommends no legisla- 
tion with respect to this matter. 

Rights to buy unissued stock.—The advisory group originally 
proposed adding a new rule to section 302 which, in certain cases, 
would permit a redemption to qualify under section 302 (b) (1) 
and (2) even though the redeeming shareholder may retain an 
option to reacquire stock. This rule was to the effect that section 
318 (a) (4), relating to option attribution, would not apply to 
options to acquire unissued stock where the redemption price 
received for the stock did not exceed the price which must be 
paid to acquire a like amount of stock on exercise of the option. 
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The thought was that a right to reinvest in the corporation at the 
same or a higher price should not make the redemption proceeds 
a dividend if the proceeds would not otherwise be so treated, 
The rule was further supplemented by a provision which would 
treat only the excess as a dividend where the redemption price 
did exceed the option price. 

While this rule may be satisfactory in many cases, it became 
apparent upon further consideration that it would not be satis- 
factory in cases where the option has substantial value—a fact 
which may often be impossible to determine at the time of the 
redemption. Thus, a person holding an option to acquire stock 
could have a right of substantial value to be taken into consid- 
eration where the remaining shareholders, at a subsequent date, 
sell their stock to a third party. Where there is an option of 
substantial value, its retention may be inconsistent with any 
assumption that the shareholder has surrendered sufficient stock 
to warrant automatically treating the redemption as giving rise 
to capital gain or loss rather than a dividend. 

In addition, it is difficult to reconcile permitting an option to 
acquire stock to be retained with the requirement of section 302 
(b) (2) that, in order for a redemption to be substantially dispro- 
portionate, the shareholder must, among other conditions, sur- 
render control of the corporation. A person owning an option 
to acquire stock may be in a positon to control corporate policy 
even though he may not have present ownership of the stock. 

In view of the difficulties in introducing into the statute a rule 
which would apply automatically to rights to buy unissued stock, 
and in the belief that the option rule in section 318 (a) (4) can be 
disregarded in appropriate cases under the proposed section 302 
(b) (1) as supplemented by proposed section 302 (b) (6), the 
advisory group has now determined to eliminate such a rule from 
the amendments to section 302 originally proposed. In other 
words, believing that options may be disregarded by the Internal 
Revenue Service or the courts under appropriate circumstances, 
the advisory group now considers it unwise to prescribe statutory 
rules which will compel the Service or the courts to disregard 
the option in all cases meeting certain mechanical tests. 


C. ADDITIONAL MATTERS 


Original issue eb a stock with a high redemption price.—The 
advisory group has been asked to consider the problem raised b 
original-issue preferred stock having a high redemption price whic: 
is issued at a price substantially less than the redemption price. This 
problem was item No. 14 of part I of the November 7, 1956, release 
of the Subcommittee on Internal Revenue Taxation. In some cases 
such stock may be sold, subject to capital gain rates, to a third party 
immediately prior to redemption. In addition, some redemptions of 
this preferred stock may qualify for capital gain treatment. 

The advisory group makes no recommendation upon this problem. 
However, it desires to point out the following matters for considera- 
tion: 


(1) Where the holder of such preferred stock also owns more 
than one percent of the common stock there will be no capital 
gain treatment from a redemption unless there is also a simul- 
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taneous redemption of a significant amount of his common stock, 
except for the possibility that he could invoke section 302 (b) (1) 
(distributions not essentially equivalent to x dividend). 

(2) The advisory group does not feel that there is occasion to 
disturb the longstanding general rule that where a redemption 
of preferred stock is entitled to capital gain treatment, that treat- 
ment applies to the entire amount received, including amounts 
equal to the accrued and unpaid dividends as well as to the par 
value and any redemption premium. 

(3) Possibly, if confined to cases in which there is a mandatory 
sinking fund or a mandatory retirement provision, a rule com- 

arable to section 1282 (involving original issue discount on 
bonds) might be considered with respect to preferred stock. 
Preferred stock in closely held corporations——Another problem 
arises in connection with the redemption of preferred stock by a closel 
held corporation. Unlike large publicly held corporations, the engl 
closely held corporation must normally look to its stockholders as the 
only market for its preferred stock. As section 302 operates in prac- 
tice, preferred stockholders of publicly held corporations are normally 
not concerned over a dividend tax when their preferred stock is re- 
deemed, even though they also hold common stock in the same cor- 
poration ; on the other hand, in the case of preferred stockholders who 
are also common stockholders of a closely held corporation, the likeli- 
hood of dividend consequences on the redemption of their preferred 
stock is very real. The advisory group has considered the desirability 
of recommending enactment of an additional statutory rule under 
which some redemptions of preferred stock in the hands of common 
stockholders (to which the proposed new sec, 302 (b) (5) would not 
apply) would be permitted to qualify for capital gain treatment, even 
though the redemptions are pro rata and the corporation has accumu- 
lated earnings. The applicability of such a provision could be limited 
to redemptions of preferred stock issued for cash at par and to re- 
demptions involving not more than a specified emg 8. of the total 
amount of paid-in capital represented by all the stockholders’ stock. 
Or it could be limited to rechea ition distributions (1) made over a 
specified period of years, (ii) representing not more than a specified 
percentage of the capital paid in by the stockholder whose stock is 
Hédeemed and (iii) conditioned upon his having received from the 
corporation and reported as ordinary income during prior years not 
less than a specified return on his equity investment in the corporation. 
Since any such proposal would involve carving out an exception to 
the general policy of subchapter C with respect to the taxation of 
distributions having the effect of dividends, and since it might have 
an effect upon the revenue, the advisory group has concluded to make 
no recommendation other than that the problem be given considera- 
tion from a policy standpoint. If any such proposal is enacted it 
should contain a provision dealing with the problem of a high re- 
demption price discussed above. 


SECTION 4. DISTRIBUTIONS IN REDEMPTION OF STOCK 
TO PAY DEATH TAXES—AMENDMENT OF SECTION 303 


Existing regulations under section 303 do not permit stock which 
has been acquired by purchase to qualify for a section 303 redemption. 
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This rule reflects the intention of Congress Neg Rept. No. 2375, 81st 
Cong., 2d sess., p. 83). This regulatory rule also applies to stock 
received by a legatee in satisfaction of a specific monetary bequest, 
The regulations apparently view the transaction as if the executor in 
fact satisfies the specific bequest with cash which cash is then used 
by the legatee to buy the stock from the estate. 

The proposed amendment to section 303 will permit stock received 
by a legatee from the decedent’s estate in satisfaction of a specific 
monetary bequest to such legatee-shareholder to qualify for redemp- 
tion under section 303. The proposed amendment does not affect 
the general prohibition against qualification for a section 303 redem 
tion of stock acquired by purchase as the term “purchase” is generally 
understood. 

The proposed rule also eliminates questions which may arise because 
of Revenue Ruling 56-270, C. B. 1956-1, 325. This ruling involves 
a bequest to a surviving spouse of an amount sufficient to take advan- 
tage of the maximum marital deduction authorized by section 2056, 
It holds that such a fixed formula marital bequest will result in gain 
being recognized to the estate to the extent that the fair market value 
of the property on the date of its distribution in satisfaction of the 
bequest exceeds the basis of the distributed property. In other words, 
the ruling treats such a bequest as a specific monetary bequest. The 
spinon amendment will remove any implication that stock received 

y 2 surviving spouse in such a case may not be redeemed under 
section 303 if ie stock is part of the property left to the spouse under 
the terms of a marital deduction formula. 


SECTION 5. REDEMPTION THROUGH USE OF RELATED 
CORPORATIONS—AMENDMENTS OF SECTION 304 


The advisory group recommendations concerning section 304 are 
intended primarily to make it operate as it is believed Congress 
intended. It is recommended that the fundamental approach of 
section 304 be retained. Section 304 deals with the special situation 
where a shareholder’s stock is acquired from him by a corporate 
entity other than that which issued the stock. The acquiring cor- 
poration may be a brother or sister iy ng wa of the issuing corpo- 
ration (two corporations are said to be brother-sister corporations 
where, for example, all the stock of each is owned directly by the 
same individual). The acquiring corporation may be the subsidia 
of the issuing corporation. ‘The special rules of section 304 treat suc 
an acquisition of stock, in both the brother-sister and parent-subsid- 
iary cases, as a redemption for purposes of testing the distribution 
under the rules of sections 302 and 303 in order to determine whether 
it is a distribution of a taxable dividend or is in part or full payment 
in exchange for the stock acquired. 

The advisory group recommends, in subsection (a) of section 5 of 
the proposed amendments, that the last sentence of section 304 (a) (1) 
of present law be transferred to a new paragraph (3) to be added to 
section 304 (b), and be expanded to apply to redemptions of stock by 
subsidiary corporations as well as to redemptions of stock by so-called 


brother-sister corporations. ‘The purpose of the proposed amendment 
is explained more fully below. 
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The advisory group recommends, in subsection (b) of section 5 of 
the proposed amendments, that the last sentence of section 304 (b) (1) 
be revised. Under existing law, in making determinations under 
section 302 (b), in order to test whether a distribution in redemption 
by a corporation other than the issuing corporation shall be treated 
as in part or full payment in exchange for the stock redeemed, the 
50-percent limitation in section 318 (a) (2) (C) relating to corporate 
constructive ownership of stock is eliminated. Thus, for purposes of 
testing a distribution for dividend consequences, a corporation is 
deemed to own all stock owned by any of its shareholders and, con- 
versely, shareholders are deemed to own all stock owned by any 
corporation in which they have an interest. As noted in the com- 
ments under Section 11: Constructive Ownership of Stock—Amend- 
ment of Section 318, the advisory group proposes, in the case of 
attribution from corporations, to reduce the limitation to 5 percent 
(proposed sec. 318 (ay (2) (C)) and proposes, in the case of attribution 
to corporations, to continue the limitation at 50 percent (proposed 
sec. 318 (2) (3) (C)). For purposes of section 304, it is proposed 
that the limitation in section 318 (a) (3) (C) be also reduced to 5 

reent. It is believed that this 5-percent limitation is sufficiently 
ow so as not to give rise to tax avoidance. 

Under existing law, if a brother or sister corporation redeems stock 
of the other corporation from one of its shareholders, the amount of 
the distribution in redemption which can be taxed as a dividend to the 
redeeming shareholder is limited to the earnings and profits of the 
acquiring corporation. In the parent-subsidiary case, under existing 
law, the determination of the amount which is a dividend is made 
as if the property were distributed by the subsidiary to the parent 
corporation and immediately thereafter distributed by the parent 
corporation. As a result, if there are earnings and profits in either 
the parent or the subsidiary corporation, the distribution can be taxed 
as a dividend. Under the amendment proposed in subsection (b) (2) 
of section 5, in the brother-sister case, the determination of the amount 
which is a dividend would be made as if the property were distributed 
by the issuing corporation to the acquiring corporation and immedi- 
ately thereafter distributed by the oe corporation. In most 
transactions involving redemptions of stock by a brother or a sister 
corporation, the acquiring corporation will become a substantial stock- 
holder of the issuing corporation—if not its actual parent corporation. 
This rule will have “emapice application and also will take care of a 
particular situation brought to the attention of the advisory group. 
Assume, for example, that individual A owning all the stock of the 
corporation creates the Y corporation. Y corporation then borrows 
money from outside sources to purchase all the stock of the X corpora- 
tion from individual A. If the X corporation is then liquidated into 
the Y corporation and its assets used to pay off the loan, such a trans- 
action may be treated generally as a reorganization accompanied by a 
distribution of boot. However, if the X corporation is not liquidated, 
but merely pays out dividends to the Y corporation to satisfy the 
loan payments, the transaction would appear to be beyond the sco 
of the literal language of section 304. Under the existing statute, the 
attack on the transaction could only be by use of rules developed 
judicially to combat tax avoidance. 
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Under existing law in the case of brother-sister redemptions, the 
stock acquired, for purposes of determining its basis to the corporation, 
is treated as though it were contributed to the corporation’s capita] 
by the shareholder. This contribution to capital rule is applied 
regardless of whether the distribution by the acquiring corporation 
is treated as a dividend to the shareholder or whether the transaction 
results in capital-gain consequences. The rule results in a carryover 
in basis of the stock from the shareholder to the acquiring Orpen 
in alleases. This is appropriate where the distribution in redemption 
is treated as a dividend to the shareholder. However, it is too broad 
if the redemption distribution is regarded as in part or full payment 
in exchange for the stock acquired. In such a case, the advisory 

roup believes that the acquiring corporation should be treated as if 
it had bought the stock and that the basis of such stock in its hands 
should be the amount paid for it. The proposed amendment in sub- 
section (b) (3) of section 5 of the proposed amendments is intended 
to accomplish this result. Under the amendment the basis rule is 
placed in separate paragraph (3) of subsection (b) rather than 
as a separate sentence in the general rule of subsection (a) (1) 
as under existing law. This separate statement of the rule is in- 
tended to make it clear that where the acquired stock has a carry- 
over basis because under the circumstances of its acquisition it is 
considered a contribution to capital, it is so considered for all pur- 
poses of the Internal Revenue Code, including, for example, sec- 
tion 355. 

In the parent-subsidiary case, section 1.304-3 (a) of the regulations 
states that if the distribution is a dividend, a carryover basis results. 
No basis rules are supplied for the case where the distribution in re- 
demption is accorded capital-gain consequences to the shareholder of 
the parent corporation. The proposed amendment in paragraph (3) 
not only changes the rule of existing law in the case of the acquisition 
of stock by a brother or sister corporation but supplies an omission 
from the present statute for the case of a parent-subsidiary acquisi- 
tion. 

By reason of the fact that the constructive ownership rules provide 
that a corporation shall be considered to own the stock owned by its 
shareholder, it is possible to interpret section 304 as treating all 
redemptions to which the section applies as falling only within the 
parent-subsidiary rules although, in fact, all the corporate stock is 
directly owned by individuals. Thus, if individual A owns directly 
all the stock of both the X and Y corporations, the X corporation 
is considered by reason of section 318 (a) (2) (C) toown se eae 
all the stock that A owns in the Y corporation. Accordingly, 
corporation is a subsidiary of the X corporation. Such an interpreta- 
tion of the statute would render meaningless the existence of the 
special rules relating to brother-sister redemptions. The possibility of 
such an interpretation is removed by the new sentence proposed in 
subsection (c) of section 5, to be added to section 304 (c) (2). 


SECTION 6. DISTRIBUTIONS OF STOCK AND STOCK 
RIGHTS—AMENDMENT OF SECTION 305 


While section 305 makes stock dividends generally nontaxable, it 
provides, as did prior law, that, where the shareholder has a choice as 
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to medium of payment, the distribution will be taxable whether or 
not he elects te take stock. The question has arisen whether this 
restriction can be avoided by creating two or more classes of common 
stock with dividends payable in cash on some and in stock on others. 
The Treasury has proposed regulations construing the election lan- 

age in section 305 b) to cover this situation, the position being 
Sat the mere existence of such several classes of stock confers a choice 
on the shareholder. The advisory group has carefully considered 
this question and, without intending to affect the interpretation 
of existing law, recommends adding a new section 305 (b) (3) so 
that in the future, irrespective of any question of election, such 
cases will be excluded from nontaxable treatment under section 
305 (a). The proposed new section 305 (b) (3)—which as revised 
incorporates certain improvements not contained in the original 
proposal—will make section 305 (a) inapplicable if a distribution 
is made with respect to common stock of a corporation (whether 
of one or more than one class), such distribution is payable in 
stock (or stock rights) with respect to a portion of such stock 
and in property with respect to the balance and the effect of such 
distribution is to increase the proportionate interest of the 
recipient in the assets and earnings and profits of the corpora- 
tion. It is intended that, for purposes of this provision, the term 
“distribution” will be interpreted to include all related distribu- 
py on common stock of any or all classes made pursuant to a 
plan. 

This proposal of the advisory group has been criticized par- 
ticularly on the ground that it goes too far in denying nontaxable 
treatment to stock dividends on a class of common stock which 
is not exchangeable for common stock of a class upon which 
dividends are paid in money. In the much publicized case 
which gave rise to the problem under present law, such right of 
exchange existed. In that case, the corporate charter did not 
require stock dividends to be paid on one class of common stock 
and money dividends to be paid on the other, but authorized 
the board of directors to declare either type of dividend on 
either class, and the intention to pay money dividends on one 
class and stock dividends on the other was announced. If the 
statutory line were to be drawn on the basis of exchangeability, 
there would be difficulty in dealing with this type of case and 
with situations where controlling stockholders could in effect ac- 
complish convertibility by causing the corporation to be recapi- 
talized. If in such a case the controlling stockholder is consid- 
ered to have an effective right of exchange, there would be the 
further question whether the attribution of stock ownership rules 
with all the attendant complications should be applied. Again, 
under present law the exchange of common stock for common 
stock of the same corporation is a nontaxable transaction, and 
machinery for effecting such exchanges might well be devised if 
an express provision for exchangeability would produce a dif- 
ferent result under the tax law. Because of difficulties of this 
nature, the advisory group concluded that it would be im- 
practical to make the applicability of the new provision depend 
upon whether the common stock upon which stock dividends are 
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paid is convertible into or exchangeable for common stock re. 
ceiving money dividends. 

The advisory group recognizes that there are arguments 
against adoption of its proposal and that the proposal should 
not be adopted if it is desired as a matter of congressional policy 
to facilitate corporation financing by making it possible for tax- 
payers desiring to escape the burden of the high-tax brackets to 
hold common stock paying regular nontaxable stock dividends 
and those desiring money dividends to hold a common stock pay- 
ing regular dividends in money. The advisory group is con- 
cerned, however, that if this type of capital structure is sanc- 
tioned by the tax law it will become so widely used that it might 
in time endanger the revenue and lead to taxation of stock divi- 
dends, at least to the extent they were taxable under the 1939 
Code. It should not be overlooked that the 1954 Code went 
beyond prior law in making stock dividends generally non- 
taxable, a change which the advisory group believes desirable; 
under the 1939 Code, stock dividends paid on a portion of the 
common stock, the balance of the common stock receiving money 
dividends, would have been taxable because of a resulting change 
in the stockholders’ proportionate interest in the corporation. 
Primarily because of such concern, and because it does not seem 
practical to deal with the situation by giving section 306 treat- 
ment to such stock dividends, the advisory group favors adoption 
of its proposal as revised. The proposal is not intended to affect 
the treatment of waiver-of-dividend cases or cash-in-lieu-of-frac- 
tional shares cases. 

The advisory group likewise considered the problem of stock 
dividends periodically declared, with or without cash dividends, 
The advisory group makes no recommendation for a statutory change 
at this time. If it should develop that the issuing corporations are 
supporting the market for such stock or otherwise actively partici- 
pating in converting the shareholders’ stock dividends into cash, it 
may be necessary to give the matter further consideration. 


SECTION 7. DISPOSITIONS OF CERTAIN STOCK— 
AMENDMENTS OF SECTION 306 


Charitable contributions of section 306 stock.—The advisory group 
recommends that an amendment be made to section 170 (relating to 
charitable, etc., contributions, and gifts) applicable to charitable con- 
tributions of section 306 stock. Under existing law, it is possible fora 
shareholder of a corporation to receive a preferred stock dividend on 
his common stock, pay no tax on the stock dividend, and then con- 
tribute the preferred stock to a charitable organization. Although 
the preferred stock is section 306 stock, the sale or redemption of 
which would result in an ordinary income tax to the shareholder, 
there is no “amount realized” on the charitable contribution and, 
accordingly, no tax will be incurred by the shareholder on the con- 
tribution. The shareholder will be entitled to a charitable-contribu- 
tion deduction, moreover, based upon the entire fair market value of 
the preferred stock (subject to the general limitations of sec. 170 (b)). 
(See Revenue Ruling 57-328, C. B. 1957-2, 229.) 
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The advisory group believes that charitable contributions of 
section 306 stock are substantially different from charitable con- 
tributions of other stock. By making a contribution of section 306 
stock the shareholder is able, under present law, to obtain a charitable 
contribution deduction based upon corporate earnings and _ profits 
which have not been taxed to him and, at the same time, he is able 
to keep unchanged his interest in the control and in the future earnings 
of the corporation. Thus, such transactions partake of the nature of 
a bail-out of earnings and profits and differ from the ordinary case of 
a charitable contribution of stock. As noted above, the sale or 
redemption of section 306 stock is accorded ordinary income tax 
treatment under the 1954 Code. This treatment prevents a bail-out 
of earnings and profits by sales or redemptions. The advisory group 
recommends a statutory amendment to prevent a similar form of 
abuse by means of a charitable contribution of section 306 stock. 
(The advisory group does not believe any change in the law should 
be made with respect to a gift of section 306 stock that is not made 
to a charitable organization since in this situation no charitable 
deduction is available to the donor. ) 

The advisory group does not believe that it is appropriate to impose 
a tax upon a charitable contribution of section 306 stock. It believes 
that the appropriate remedy is to amend section 170 by adding an 
additional limitation on the allowance of the deduction for charitable 
contributions. This limitation would reduce the amount of any 
charitable contribution of section 306 stock, for purposes of com- 
puting the amount of the charitable contribution deduction for such 
stock, by the amount which would have been taxed at ordinary income 
rates under section 806 if such stock had been sold instead of con- 
tributed. The statutory amendment recommended by the advisory 
group is as follows: 

Amend section 170 (b) (relating to limitations on deduction 
for charitable, etc., contributions and gifts) by adding at the 
end thereof the following new paragraph: 

(5) Section 306 Stock.—In the case of any charitable contribution 


of section 306 stock, the amount taken into account for purposes of this 
section as the amount of the charitable contribution shall be reduced 


by the amount which would have been treated, under section 306 (a) 
(1) (A), as gain from the sale of property which is not a capital asset 
if the stock so contributed had been sold (for an amount equivalent to 
the fair market value of such stock at the time of the contribution) 
instead of contributed. 

Since, under the proposed amendment, there is a reduction in the 
amount of the charitable contribution only if section 806 (a) (1) (A) 
would have applied to the sale of such stock, the exceptions containe 
in section 806 (b) (1) (A) and (4) to the general rule of section 306 
(a) sae be applicable in determining whether any reduction is 

ured. 

ection 351 exchanges and capital contributions of section 306 
stock.—The advisory group recommends that sections 806 and 351 be 
amended with respect to transfers of section 306 stock to a corporation 
in an exchange under section 351 or as a contribution to capital. It 
believes that such transfers should be treated as dispositions of section 
306 stock taxable under section 306 (a) (1), subject only to the excep- 
tions contained in section 306 (b) (1) (A) and (4). 
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Under present law, transfers of section 306 stock to a corporation 
in an exchange under section 351 or as a contribution to capital do not 
give rise to an immediate tax since section 351 exchanges are excluded 

(in whole or in part) by section 306 (b) (3) and since a contribution 
to capital does not give rise to an amount realized under section 306 
(a) (1). Section 306 stock so transferred does continue, under present 
law, to be regarded as section 306 stock in the hands of the transferee 
corporation. Moreover, the stock received (or, in the case of a capital 
contribution, the stock previously owned) may also be characterized as 
section 306 stock under present law. However, it is not clear whether 
section 306 (c) (1) may be superseded by section 306 (c) (2) (so that 
the stock of the transferee may escape characterization as sec. 306 
stock) where the corporation to which the stock is transferred does 
not have any earnings and profits. Moreover, the time as of which 
section 306 () (1) (A) is to be applied (for the purpose of determin- 
he dividend amount under sec. 306 (a) (1) (A) (ii) ) is not clear, 

he advisory group believes that the opportunities for avoidance 
which may exist under present law by employing a different corporate 
entity should be eliminated. It also believes it undesirable to create 
two sets of section 306 stock, as under present law, in every section 
351 or capital contribution case. For these reasons, it has recom- 
mended the statutory amendment contained in subsection (a) of see- 
tion 7 and the statutory amendment to section 351 (a). Under the 
amendment proposed by subsection (a), if the disposition of section 
306 stock is a contribution to the capital of a corporation, the share- 
holder shall be treated, for purposes of section 306 (a) (1) (A), as real- 
izing on the transfer an amount equal to the fair market value of the 
stock at such time. Accordingly, unless the transfer is in termina- 
tion of the shareholder’s interest, under section 306 (b) (1) (A), or is 
not in avoidance, under section 306 (b) (4), the transfer will be taxed 
in the same manner as if the shareholder had sold the stock, to the ex- 
tent that ordinary income would have been realized on such a sale, 
The advisory group’s recommended amendment to section 351 (a), as 
revised—to the effect that stock or securities issued for section 306 
stock shall not be considered as issued in return for property to the 
extent that amounts realized from the disposition of such stock 
would be taxed as ordinary income under section 306 (a) (1) 
(A)—will make inapplicable the exception contained in section 306 
(b) (3), so that all such transfers of section 306 stock will be tax- 
able. The transfer will be taxable under section 306 (a) (1) (A), un- 
less the exception contained in section 306 (b) (1) (A) or in section 
306 (b) (4) applies. The advisory group’s recommended amend- 
ment to section 351 with respect to section 306 stock, however, and the 
rule of present law to the same effect relating to stock or securities 
issued for services, is confined in its operation to denial of the bene- 
fits of section 351 to the recipients of such stock or securities upon 
the particular transaction, and does not prevent such recipients from 
being treated as property transferors for purposes of meeting the con- 
trol test. This distinction is necessary in onler to prevent penalizing 
the property transferors by making section 351 inapplicable as to 
everyone because of failure to meet the control test. There is no 
more reason to penalize the property transferors in such cases than 
where more than 20 percent of the stock of a newly formed corpora- 
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tion is issued for cash, as to which the law has been settled since Halli- 
burton v. Commissioner (78 F. 2d 265 (9th Cir., 1935) ). 

Stock having transferred or substituted basis—Section 306 (c) (1) 
(C) provides, in general, that stock “the basis of which (in the hands 
of the shareholder selling or otherwise disposing of such stock) is 
determined by reference to the basis (in the hands of such shareholder 
or any other person) of section 306 stock” is also section 306 stock. 
Where the fair market value of stock at the time of the gift is lower 
than the donor’s adjusted basis, then, under section 1015, the fair 
market value of the stock is used for purposes of determining loss by 
the donee on a disposition of the stock. The advisory group believes 
it desirable to amend section 306 (c) (1) (C) to make it entirely clear 
that section 306 stock will continue to be regarded as section 306 stock 
in the hands of a donee notwithstanding the applicability of the fair 
market value rule of section 1015 in the case of losses. Accordingly, 
subsection (b) of section 7 amends section 306 (¢) (1) (C) to state 
expressly that the basis referred to is the basis for determining gain. 

he attention of the advisory group has been called to the fact that a 
number of provisions not only in subchapter C, but throughout the 
code generally, use the term “adjusted basis” without indicating 
whether the adjusted basis meant is the adjusted basis for gain or the 
adjusted basis for loss. While there may be some instances of am- 
biguity other than in section 306, the advisory group has not analyzed 
all the situations where the term is used, but has confined itself to 
section 306 (c) (1) (C), because of the importance of avoiding any 

ossible misconstruction, however farfetched. Consequently, no in- 
erences should be drawn by reason of the advisory group’s not having 
recommended a similar amendment to any other section. 

Common stock received in reorganizations in respect of certain 
preferred dividend arrearages.—Under section 306 (c) (1) (A), com- 
mon stock distributed with respect to preferred stock in payment of 
dividend arrearages on such preferred stock is section 306 stock to 
the extent that the distribution is not taxable upon receipt under 
section 305 (b) (1). If common stock is received in a recapitaliza- 
tion with respect to preferred stock, however, it cannot be section 
306 stock under section 306 (c) (1) (B), notwithstanding the fact 
that the distribution is in discharge of preferred dividend arrear- 
ages. The advisory group believes that the treatment of common 
stock distributed in a reorganization on account of preferred stock 
dividend arrearages should be conformed in principle to the treat- 
ment of common stock distributed as a dividend to satisfy such divi- 
dend arrearages; i. e., to the extent not taxable such stock should be 
treated as section 306 stock. Accordingly, paragraph (2) of subsec- 
tion (b) of section 7 would amend section 306 by adding a new special 
rule which would characterize common stock received in respect of 
dividend rights for the current year or preceding taxable years on 
preferred stock as section 306 stock if the transaction otherwise 
meets the requirements contained in section 306 (c) (1) (B). An 
exception to the foregoing treatment would be provided under 
the revised amendment in any case in which the preferred stock 
is itself exchanged for common stock as part of the same transac- 
tion. The advisory group believes that such an exception is 
appropriate since the effect of the exchange is to downgrade the 


n 
ot 
d 
on. 
6 
it 
al 
AS 
er 
at 
06 
eS 
ch 
n- 
ce 
te 
te 
yn 
C- 
1e 
he 
A- 
is 
d 
X- 
le. 
as 
6 
1e 
*k 
06 | 
mn 
18 
es 
mn 
m 
ig 
to 
10 
in 
A- 


498 AMEND INTERNAL REVENUE CODE 


preferred stock generally in a situation which results in a re. 
duction in value of the stockholders’ interest. The advisory group 
does not believe that such a case is properly within the section 
306 framework. 

Application of constructive ownership rules where stock is received 
in a corporate reorganization or separation.—In determining whether 
stock received in a reorganization or a corporate separation is section 
306 stock under section 306 (c) (1) (B), the advisory group is of the 
opinion that the relationship of the recipient shareholder to the other 
shareholders should be taken into account. For example, if a hus- 
band and wife each own one-half of the outstanding common stock of 
a corporation and the corporation is recapitalized so that the wife 
owns only preferred stock and the husband owns only common stock, 
the preferred stock should be section 306 stock in the hands of the 
wife if the transaction would otherwise come within the definition 
contained in section 306 (c) (1) (B). Accordingly, paragraph (2) of 
subsection (b) of section 7 would amend section 306 (c) by adding a 
provision making it clear that, for the purpose of determining the 
extent to which the effect of a transaction described in section 306 (¢ 
(1) (B) was substantially the same as the receipt of a stock dividen 
section 318 (a) shall apply to the extent generally applicable in the 
determination of whether a distribution, redemption, or exchange, as 
the case may be, is the equivalent of a dividend. As in the case of the 
advisory group’s action with respect to the application of the construc- 
tive ownership rules under section 302, the advisory group is of the 
opinion that the constructive ownership rules should not be automati- 
cally applied in a rigid manner in every case, but rather there should 
be flexibility permitting these rules to be taken into account and, in 
appropriate cases, to be outweighed by the remaining circumstances 
surrounding the transaction. 

The advisory group also considered whether the present definition 
of section 306 stock in the case of corporate reorganizations and sepa- 
rations should be revised and whether the interpretation of this defini- 
tion by the regulations was appropriate. The regulations, at section 
1.306-3 (d), provide that— 

Ordinarily, section 306 stock includes stock which is not common stock received 

in pursuance of a plan of reorganization (within the meaning of sec. 368 (a)) or 
received in a distribution or exchange to which section 355 (or so much of sec. 
356 as relates to sec. 355) applies if cash received in lieu of such stock would have 
been treated as a dividend under section 356 (a) (2) or would have been treated 
as a distribution to which section 301 applies by virtue of section 356 (b) or 
section 302 (d). 
In addition, the regulations contain an example to the effect that pre- 
ferred stock exchanged for preferred stock te new issue in a recapi- 
talization is not section 306 stock if the preferred stock exchanged is 
not section 306 stock and if the new preferred stock is not substan- 
tially different from the preferred stock previously held. The ad- 
visory group does not recommend any legislation with respect to this 
matter. It believes that the interpretation of the present statutory 
test by the regulations provides a satisfactory interpretation of the 
statute, particularly in view of the example relating to the exchange 
of preferred stock for new preferred stock. 
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In addition to the foregoing matters, the advisory group considered 
generally the exceptions contained in section 306 (b) to the rules of 
taxation provided by section 306 (a). The advisory group does not 
recommend any legislation with respect to these exceptions. It does, 
however, suggest that consideration might be given to a possible 
statutory amendment in subchapter J providing for nonrecogni- 
tion of gain or loss in connection with the use of a post mortem 
section 306 stock dividend in order to satisfy a fixed-formula 
marital bequest (including a marital deduction trust), accom- 
panied by a carryover basis from the estate to the beneficiary or 
trustee, thereby preserving the stock’s section 306 status. The 
problem here discussed may involve considerations outside the 
section 306 area inasmuch as it requires an evaluation of the 
policy expressed in Revenue Ruling 56-270 (see p. 12 of this 
report). Accordingly, the advisory group believes that it is 
more appropriately to be considered in connection with revision 
of subchapter J. 

The advisory group has considered a number of additional problems 
with respect to section 306. In general, these problems relate to 
matters of greater complexity than the matters discussed above. In- 
cluded among them was the so-called lost-basis problem, also 
present in section 302 and covered by proposed section 302 (e). 
The advisory group is of the opinion, however, that section 306 
being essentially an in terrorem provision, there is no pressing 
necessity at the present time for developing further refinements 
in an already complicated provision, though further considera- 
tion might be given to the problem. 


SECTION 8. BASIS OF STOCK AND STOCK RIGHTS AC- 
QUIRED IN DISTRIBUTIONS—AMENDMENT OF SEC- 
TION 307 


Additional limitation on application of zero basis rule—The advis- 
ory group recommends that the zero basis rule applicable in the case 
of distributions of stock rights be limited to situations where the ag- 

gate fair market value of the rights received by the taxpayer from 
the distributing corporation does not exceed $1,000 at the time of the 
distribution. This limitation, as well as the existing requirement 
that the fair market value of the rights must be less than 15 percent 
of the fair market value of the old stock at the time of distribution, 
is desirable in order to confine the rule to situations involving rela- 
tively small amounts of basis. Where the amount of basis is substan- 
tial the failure to allocate basis as provided by the general rule may 
have a substantial tax effect and may, in some cases, be subject to 
abuse. For example, a substantial amount of stock may be acquired 
just before a distribution of stock rights is made. The shareholder 
then receives the stock rights and exercises them. The distribution 
of the stock rights may temporarily depress the selling price of the 
stock. If the zero basis rule provided in section 305 (b) is applicable, 
the shareholder may be able to realize a loss on the sale of the stock 
with respect to which the stock rights were distributed since the 
basis of such stock will not have been reduced by reason of the dis- 
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tribution. If the shareholder is a dealer, his loss will be an ordinary 
loss, deductible against ordinary income. If he is not a dealer, the 
loss on the sale will be a short-term capital loss which can be offset 
against any capital gains the shareholder may have. (The taxpayer’s 
ha ot capital gains, in the absence of such an offset, would 
otherwise be taxed as ordinary income.) The stock acquired b 
virtue of the exercise of the rights can be held for 6 months and sol 
as a capital asset, thereby obtaining long-term capital gain or loss 
treatment. (In the case of a dealer, the stock must, within 30 days 
after receipt, be clearly identified in the dealer’s records as a security 
held for investment in order to acquire status as a capital asset.) 

Extension of zero-basis rule to fractional shares of stock.—The advi- 
sory group considered extending the zero-basis rule provided by section 
307 ib) for certain stock rights to fractional shares of stock received 
by reason of a nontaxable dividend. Where a corporation makes a 
distribution of its stock to which section 305 (a) applies and, by 
reason of the number of shares owned by a shareholder, he receives 
a fractional share of stock (or an interest therein, as scrip) it is neces- 
sary under present law to allocate the basis of the stock with respect 
to which the distribution was made between that stock and the new 
stock received. The purpose and effect of the zero-basis rule pro- 
vided by section 307 (b) in the case of stock rights is to eliminate 
the necessity for making negligible basis allocations and thereby sim- 

lifying basis computations. Plowover, in the case of fractional share 

ividends, as contrasted to distributions of stock rights, the applica- 
tion of a zero-basis rule, without more, would not eliminate the 
necessity for complicated basis adjustments. The advisory group 
believes that it is not desirable to amend the statute with respect to 
such distributions unless a statutory rule of general application can 
be developed which will avoid such complexities. No such rule has 
yet been developed. 


SECTION 9. TAXABILITY OF CORPORATION ON DISTRI- 
BUTION—AMENDMENTS OF SECTION 311 


Technical amendment.—Section 311 (a) has been amended to list the | 


additional exception contained in subsection (b) of section 9 of the 
roposed amendments and to list the exception contained in section 
16 (a) of the proposed amendments. 

Tax treatment of inventory assets distribution.—Present law under 
section 311 provides that, except in two limited instances (relating 
to LIFO inventory and liabilities in excess of basis), the corporation 
is not taxed on property distributed to shareholders with respect to 
their stock. The proposed amendment would, by adding a new sub- 
section (d) to section 311, modify the general rule somewhat in the 
case of certain specified distributions of inventory assets. 

The purpose of the proposed amendment is to prevent the allowance 
to a corporation of any double offset to its gross income through the 
distribution to shareholders of items which otherwise would be sold 
in the course of business or produce ordinary income. Under the 
proposal deductions, credits, and allowances attributable to the dis- 
tributed items would be restored and the inventory account of the dis- 
tributing corporation with respect to those items would be readjusted. 
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Under the proposed amendment, it is made clear that the inventory 
assets referred to are similar to those with respect to which earnings 
and profits adjustments are made under section 312 (b) (2). While 
it is apparent that the chief application of the proposed amendment 
will relate to property which is properly includible in inventory or 
held for sale to customers it may also be made applicable to “unreal- 
jzed receivables” in any instances where the purchase and carrying of 
these items by the distributing corporation would have resulted in the 
incurring of such costs. 

Under paragraphs (1) and (2), it is intended that the distributing 
corporation shall restore to gross income any deductions, or other 

its or allowances (whether or not technically deductions) relating 
to the distributed inventory assets. Thus, if the distributed items 
were agricultural products with respect to which expenses of fertiliza- 
tion or other items were incurred, it is intended that the cost thereof 
be included in the gross income of the distributing corporation for the 
taxable year of the distribution. 

It is intended that the precise manner in which such costs shall be 
restored and the determination of the extent to which costs shall be 
allocable to the distributed assets shall be determined under regula- 
tions prescribed by the Secretary. In this regard, it is the intention 
of the advisory group that only costs directly attributable to the inven- 
tory assets under a recognized method of accounting be taken into 
account except in unusual instances. Where an option exists as to 
the manner of treatment of any item, such as in the case of deprecia- 
tion, it is intended that such an item be restored to income, if it was, 
in fact, taken into account as part of the cost of carrying the inventory. 
The general rules of paragraphs (1) and (2) will Ler whether 
or not the item in question results in a reduction of the distributing 
corporation’s taxes. 

nder paragraph (3), a rule is prescribed with respect to invento 
itself. It is intended in this respect that Revenue Ruling 57-490, 
C. B. 1957-2, 231, shall apply and that, in the case of any inven- 
tory assets distributed, an adjustment will be made effecting the re- 
moval of the assets and any costs pertaining thereto from the opening 
inventory and/or subsequent cost records of the corporation for the 
year in which the distribution is made. 

In such case the costs relating to items deemed to have been dis- 
tributed will measure the amount of income to be restored. Such 
determinations shall be made under regulations prescribed by the 
Secretary or his Solent, In making this determination due regard 
will be given to the effect, if any, of the application of section 311 (b). 


SECTION 10. DEFINITION OF INDEBTEDNESS OF A COR- 
PORATION—AMENDMENTS OF SECTION 317 


Clarification of the status of indebtedness to shareholders.—Under 
the existing administrative practice and court decisions there is con- 
siderable uncertainty as to the proper income-tax treatment of cor- 
eae debt obligations held by shareholders. The problem has been 

ruitful of much controversy and litigation during recent years. The 
uncertainty is illustrated by the recent decision of the Court of Appeals 
for the Second Circuit in Gilbert et al. v. Commissioner, now pending 
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on appeal for the second time, which involved advances to a corpo- 
ration by its two stockholders. The court remanded the case to the 
Tax Court because of its failure to specify the standards it followed 
in concluding that the advances constituted contributions to capital 
rather than loans. Yet, as indicated by the separate opinions of each 
of the three judges, the appellate court could not yp on upon what 
standards Congress intended should be followed in determining the 
status of the advances for tax purposes. ; 1 

The advisory group recommends that consideration be given to the 
desirability of providing greater certainty in this area as a guide to 
taxpayers, administrators, and courts in ordinary cases. It is believed 
that such a provision would be of special benefit to small incorporated 
businesses and the owners thereof; for, unlike publicly held corpora- 
tions, small closely held corporate businesses must often look to their 
stockholders as the only source of borrowed money. 

The protection afforded by the proposed section 317 (c) is 
designed to be available only to very narrowly limited types of 
obligations of the clearest sort, and is intended to be without 
prejudice to the determination of the status of other alleged 
obligations not coming within its strict requirements. For ex- 
ample, the definition is not intended to affect the determination 
of the character and validity of an obligation the interest on 
which is payable only out of income, a type of obligation com- 
monly used in railroad financing; the intent on the contrary is 
that the status of such an obligation should be determined with- 
out unfavorable inference drawn from the fact that it does not 
fall within the strict terms of the proposed definition. The same 
intention exists with respect to obligations which fail to come 
within the definition because of subordination to the claims of 
trade creditors generally, or because of failure to meet the 5-to-1 
test or for some other reason. This point is emphasized because 
the principal concern the advisory group has had concerning 
the proposed definition—a concern we understand to be shared 
by others—is the risk that, instead of being in the nature of a 
relief or clarifying measure in a limited carved-out area, it may 
tend to become the rule and thereby unduly narrow the existing 
meaning of indebtedness. Unless it is made clear that the defi- 
nition is not intended to be and should not be considered to be 
exclusive, the advisory group would not favor its enactment. 
The proposed provision may be enacted or rejected without effect 
upon the other recommendations of the advisory group. The 
proposed section 317 (c) as revised incorporates certain technical 
improvements in the language of the definition not contained in 
the original proposal. 

Technical clarifying amendment.—Section 317 (b) provides that 
“for purposes of this part” (i. e., pt. I of subch. C) if a corporation 
acquires its stock from a shareholder in exchange for property and 
holds it as treasury stock, such stock shall be treated as redeemed. 
Since part II of a Sismrss C also deals to some extent with redemp- 


tions of stock, the advisory group recommends that, for clarification 
purposes, section 317 (b) be amended by changing the word “part” to 
“subchapter. 
section 317 (b). 


” This is accomplished by the proposed amendment to 
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SECTION 11. CONSTRUCTIVE OWNERSHIP OF STOCK— 
AMENDMENT OF SECTION 318 


Attribution from grand parents.—Section 318 (a) (1) of the present 
law provides that stock owned by grandchildren is to be considered 
owned by their prendpent but stock owned by grandparents is not 
considered owned by their grandchildren. In the proposed revision of 
section 318 the advisory group recommends that there be attribution 
of stock owned by grandparents to their grandchildren. This change 
in present law serves to make the rules of stock attribution more sym- 
metrical, and is supported by the natural expectation of inheritance 
of stock by lineal descendants. 

Attribution in case of spouses separated by interlocutory divorce 
decrees.—Section 318 (a) (1) in the present law provides that there 
shall be no attribution of stock between spouses legally separated 
under a decree of divorce. However, cases arising in other contexts 
(such as the right to file a joint return) have interpreted the phrase 
“decree of divorce” as not eee et interlocutory decree of divorce. 
(See Joyce Primrose Lane, 26 'T. C. 405 (Acq.) ; Marriner S. Eccles, 
208 F. 2d 796, Revenue Ruling 57-368, C. B. 1957-2, 896.) The advi- 
sory group recommends that section 318 (a) (1) be amended to pro- 
vide specifically that there will be no attribution between spouses sepa- 
rated under an interlocutory decree of divorce. 

Attribution from and to partnerships, estates, trusts, and corpora- 
tions.—Under the present rules of section 318 (a) some of the most 
difficult problems have arisen because of the reattribution of stock 
into and out of partnerships, trusts, estates, and corporations. Thus, 
under present law, stock owned by a partner is treated as owned by 
any partnerships of which he is a member; and according to the regu- 
lations and the literal statutory language, the stock thus constructively 
owned by the partnership is again attributed to the other partners 
in proportion to their interests in the partnership. Similar reattri- 
bution exists among co-beneficiaries of estates and trusts and stock- 
holders of corporations. In the proposed revision it is recommended 
that this reattribution aspect of the attribution rules be eliminated. 
Separate subdivisions have been drafted, with the rules of attribution 
from such entities incorporated in paragraph (2) and the rules of 
attribution to such entities tebudeie in paragraph (3). Paragraph 
(5) (C) of the proposed amendment then provides that stock attrib- 
uted to the entities under paragraph (3) shall not be reattributed 
under paragraph (2). 

It should be noted that the advisory group has recommended 
in proposed section 302 (c) (1) that, in testing whether a redemp- 
tion of stock qualifies as a disproportionate redemption under 
section 302 (b) (2) or a complete termination under section 302 
(b) (3), the tests under such sections are applied separately for 
each partner. Under such separate testing, the stock owned by 
the partnership is considered to have been distributed to the 
partners immediately prior to the redemption and the stock 
redeemed is considered to have been redeemed in the hands of 
each partner. As a result, partners who own additional stock 
individually may have dividend treatment on the redemption 
while others may have capital gain treatment. 


| 

d 

al 

h 

it 

) 


504 AMEND INTERNAL REVENUE CODE 


The suggestion has been made that, with the adoption of this 
rule in the redemption area, there is no need for any rule in 
section 318 attributing ownership of stock by partners in their 
individual capacities to the partnership. It should be pointed 
out, however, that the rules of constructive ownership apply in 
other areas than redemption, such as section 334 (b) (2). Sup- 
pose A and B in their individual capacities own all the stock of 
the X corporation and the A and B partnership owns all the 
stock of the Y corporation. To prevent section 334 (b) (2) from 
applying to a purchase of the Y stock by the X corporation, it 
is necessary to attribute A’s and B’s ownership of the X stock to 
the A and B partnership. 

(a) Attribution from partnerships, estates, trusts, and corpora- 
tions.—Under present section 318 stock owned by a partnership, es- 
tate, trust, or corporation is considered owned proportionately by the 

artners, beneficiaries, and shareholders. This principle is retained. 
owever, some changes have been made in its application. 

Under present section 318 (a) (2) (C) (i) stock owned by a cor- 
poration is considered owned by a shareholder only if that shareholder 
owns 50 percent or more in value of the stock of the corporation. 
The advisory group recommends that this 50-percent limitation on 
attribution be eliminated. A shareholder has a beneficial interest in 
stock owned by a corporation of which he is the owner just as the 
partner does in stock owned by a partnership. It is believed that the 
attribution rules rest on ownership of the beneficial interest in stock 
and not on principles of control of the stock. One of the main effects 
of the 50-percent limitation in present section 318 is to limit the reat- 
tribution described above. In view of the proposed elimination of 
reattribution in such cases there seems to be no need to retain this 
distinction between partnerships and corporations. 

It is recommended, however, that a 5-percent limitation be inserted 
in all cases. This will eliminate de minimis computations so that per- 
sons having small interests in corporations, partnerships, trusts, and 
estates can ignore the attribution computations. See proposed sec- 
tion 818 (a) (2). 

The method of computing the proportion of ownership of a cor- 

ration by a shareholder under present law is based on the value of 
the shareholder’s stock ownership. The advisory group feels that 
this method should be retained. However, it is proposed that pre- 
ferred stock be specifically eliminated from such computations of 
value. See proposed section 318 (a) (2) (C). 

In the case of attribution of stock from a partnership to a partner, 

resent section 318 does not state how this proportion is to be measured. 

“he advisory group recommends that it be specifically provided that 
this proportion be based on either interest in profits or in capital of 
a partnership, whichever is greater, in the case of the partner to 
whom the stock of the partnership is being attributed. See proposed 
section 318 (a) (2) (A). 

Under present law attribution of stock owned by a trust to a ben- 
eficiary is made in accordance with the beneficiary’s actuarial interest 
in the trust. However, attribution of stock owned by estates to bene- 
ficiaries is made in accordance with the beneficiary’s present interest 
in the estate. The advisory group recommends that estates and 
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trusts be treated alike for purposes of erecmngrae, Aer proportionate 
interest of beneficiaries. It recommends that in both instances this 
proportion be determined on an actuarial basis. A number of other 
means were considered but were determined to be too complex. 
Adoption of the rules applicable to estates, which would provide for 
attribution only to present income beneficiaries, is felt to be inadvisable 
for purposes of subchapter C. For example, if the income beneficiary 
of an estate or trust is of an advanced age it would not seem appropri- 
ate to ignore entirely the interest of the remaindermen. See proposed 
section 318 (a) (2) (B). 

Where stock owned by an estate has been specifically bequeathed 
to certain beneficiaries the advisory group recommends that this stock 
not be attributed to other beneficiaries. This stock would be attributed 
only to the beneficiaries to whom it is specifically bequeathed and 
in proportion to their relative interests in the stock. Likewise, where 
a beneficiary of an estate is specifically bequeathed property other 
than the stock in question, the advisory group recommends that the 
stock should not be attributed to that beneficiary, but should be at- 
tributed exclusively to the other beneficiaries in proportion to their 
interest in the remainder of the estate excluding the roperty specifi- 
cally bequeathed. See proposed section 318 (a) (2) (B) (i). 

As originally proposed, the advisory group recommendation in 
section 318 (a) (2) (B) (i) with respect to specific bequests of stock 
was limited to beneficiaries of estates. The proposed rule has, 
however, been extended in the revised report to trust beneficiaries. 
As so extended, a remainderman of a trust who cannot under any 
circumstances receive any interest in the stock of a particular 
corporation, including the accumulated income therefrom, will 
not be considered constructively to own any of such stock. The 
income beneficiary of a trust may, of course, be considered the 
constructive ewner of such stock, to the extent of his actuarial 
interest, even though under the terms of the trust instrument the 
particular stock may never be distributable to him. 

(6) Attribution to partnerships, estates, trusts, and corporations.— 
Present law provides for attribution to a partnership of stock owned 


by partners, attribution to an estate of stock owned by beneficiaries, 


attribution to a trust of stock owned by beneficiaries except where 
the beneficiary has only a remote contingent interest in the trust, and 


attribution to a corporation of stock owned by a shareholder who 
owns 50 percent or more in value of the stock ofacorporation. — 
The advisory group recommends that, with respect to attribution 
to partnerships, estates, and trusts, stock be attributed from the 
owner to the partnership, estate, or trust only where the owner has 
an interest of 5 percent or more in that entity. This 5-percent interest 
is to be computed on the same basis as the 5-percent interests are com- 
puted for purposes of attribution from such entities. This recom- 
mendation involves the following changes from present law : 

(1) There will be no attribution from beneficiaries to trusts 
where the beneficiary has less than a 5-percent actuarial interest, 
regardless of whether that interest is vested or contingent, whereas 
under present law there is attribution if the beneficiary’s interest is 
vested. (See proposed sec. 318 (a) (3) (B).) 
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(2) There will be no attribution from beneficiaries to estates 
where the beneficiary has an actuarial interest of less than 5 per- 
cent in the estate, whereas under present law there is attribution 
from all beneficiaries to estates. Further, under the proposed 
revision, stock owned by a beneficiary will not be attributable 
to an estate or trust if the beneficiary cannot under any 
circumstances receive from the estate or trust any interest 
in the corporation actually owned by the estate or trust, any 
income from such stock, or any interest in the proceeds of 
disposition thereof. Under this latter rule, for example, stock 
owned by a beneficiary will not be attributed to the estate if the 
beneficiary’s only interest in the estate consists of a specific be- 
quest of real property; but it will be so attributed if he is to be 
the recipient of a bequest of a sum of money or is a residiary 
legatee, if he has an interest of 5 percent or more in the estate, 
(See proposed sec. 318 (a) (3) (B).) 

(3) There will be attribution from partners to partnerships 
only if the partner has a 5-percent interest in either the capital or 
profits of the partnership, whereas under present law there is 
attribution from all partners to partnerships. (See proposed 
sec, 318 (a) (3) (A).) However, attribution from partners to 
partnerships will have no effect with respect to the operation of 
the substantial disproportionality rule of section 302 (b) (2) 
and the complete termination of interest rule of section 302 
(b) (3) in the case of redemption of stock owned by a partner- 
ship, in view of the proposed special provisien in the second 
sentence of section 302 (c) (1). 

It has been suggested that the attribution of stock between 
estates and trusts and their beneficiaries should be required 
only where the beneficiary has a 50 percent actuarial interest in 
the estate or trust. Among the reasons why this suggestion has 
not been adopted by the advisory group is the fact that actuarial 
values, based on age alone, cannot reflect all the factual circum- 
stances of a particular case. Thus, the actuarial value of a 
remainderman’s interest in the corpus of a trust may be relatively 
small because the income beneficiary is young but the state of 
health of the income beneficiary may be such that the remainder- 
man has an expectancy which, in reality, is of substantial value. 
For example, a remainder interest following a life income bene- 
ficiary who is under the age of 52 has an actuarial value of 
approximately 50 percent. The advisory group did not believe 
that attribution should be eliminated between trusts and remain- 
dermen in all cases where the life income beneficiary is under age 


52, nor between trusts and life income beneficiaries in all cases | 


where the beneficiary is over that age. The advisory group be- 
lieves that cases involving stock attribution between beneficiaries 
and estates and trusts can most equitably be handled under the 
rules of proposed section 302 (b) (1), as supplemented by proposed 
section 302 (b) (6). See pages 5 and 6 of this report. 

The advisory group recommends that the rule of present law re- 
stricting attribution from a shareholder to a corporation to cases in 
which the shareholder owns 50 percent or more in value of the stock 
of the corporation be retained. (See proposed sec. 318 (a) (3) (C).) 
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The attribution to a corporation of all stock owned by minority 
shareholders can result in unfairness, since there may be no prac- 
tical working relationship between them and the corporation or the 
other shareholders, and the information as to their holdings in other 
corporations may be difficult to obtain. Where necessary in other 
sections of subchapter C (as, for example, in the proposed section 
304 (c) (2)) the 50-percent requirement can be reduced by specific 

rovision in such sections. Under the proposed revision of section 
318 (a) (3) (C) stock which is limited and preferred as to dividends 
will be excluded in determining the 50-percent ownership. 

It has been suggested that constructive ownership by a corpo- 
ration of stock owned by its shareholders can be eliminated en- 
tirely, without giving rise to tax avoidance opportunities. This 
suggestion is supported by pointing to the 85 percent deduction 
allowed corporations for dividends received which makes it 
advantageous for most corporations to have a distribution treated 
as a dividend rather than as a capital gain. While this may be 
true in many cases, it should be noted that a corporation may still 
be affected adversely by treating a distribution as a dividend. 
For example, the receipt of dividends is of consequence in the 
determination of personal holding company tax and accumulated 
earnings tax. Accordingly, the advisory group believes that the 
question of whether a corporation is in receipt of dividend income 
on a redemption of stock owned by it in another corporation 
should, in general, be determined in a manner consistent with that 
provided for redemption of stock by a noncorporate taxpayer. 

Options.—See the comments under Section 3: Distributions in 
Redemption of Stock—Amendment of Section 302, relating to rights 
to buy unissued stock. 

Operating rules.—In view of the new limitations on reattribution 
contained in paragraph (5) (C), it is recommended that the priority of 
the option attribution rules be expanded to take precedence over all 
other rules. This is accomplished in paragraph (5) (D). 

Paragraph (5) (I) of the proposed revision incorporates certain 
rules now found in section 1.318-1 (b) of the regulations. The specific 
inclusion of these rules in the statute seems advisable. Paragraph (5) 
(E) also contains in clause (iii) a specific statement that the rules of 
stock attribution are to apply in making the 5-percent computation 
required in paragraph (2) (C) and the 50-percent computation re- 
quired in paragraph (3) (C) of the proposed revision. 


SECTION 12. GAIN OR LOSS TO SHAREHOLDERS IN COR- 
PORATE LIQUIDATIONS—AMENDMENT OF SECTION 
331 AND REPEAL OF SECTION 333—COLLAPSIBLE COR- 
PORATIONS 

A. EXISTING LAW 


Section 331 of present law treats a partial or complete liquidation 
of a corporation as representing a sale by the shareholder of his in- 
terest in the corporation. Speaking generally, the shareholder real- 
izes capital gain or loss in the amount of the difference between his 
basis for his stock and the fair market value of the property he 
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receives in the liquidation. This rule creates two significant diflicul- 
ties: 

1. Taxation of gain without change in beneficial ownership.—While 
the transfer of assets by individuals in exchange for the stock of a 
new corporation upon its organization is not treated as a taxable 
transaction (sec, 351), a transfer of the assets from the corporation 
to the individual shareholders upon liquidation of the corporation 
is treated as a sale by the shareholders of their stock in the corpora- 
tion. Gain or loss to the shareholders is recognized even though no 
beneficial interest in the assets has passed from them to third parties, 
Thus if A owns real estate which cost $10,000 and is worth $25,000, 
he may transfer the property to a newly organized corporation in 
exchange for its stock without tax; but if thereafter he dissolves the 
corporation and receives back the same property in complete liquida- 
tion of the corporation, he is subjected to tax on $15,000 of gain. 

The harshness of the rule subjecting a stockholder to capital-gains 
tax on appreciation in corporate assets when he merely dissolves a 
corporation without selling the assets to third parties has been allevi- 
ated from time to time in a provision now contained in section 338, 
This section, in general, permits nonrecognition of gain or loss to the 
shareholder if the corporation is completely liquidated within a period 
of one calendar month, but subject to two important exceptions: (1) 
Gain is recognized to the extent of any cash and to the extent of any 
stock or securities acquired by the corporation after 1953, and (2) to 
the extent of any accumulated earnings or profits of the corporation 
gain is recognized and taxed to the shareholder as a dividend. See- 
tion 333 is not mandatory in its operation, but may be invoked at the 
election of 80 percent of the shareholders. Because of the drastic 
effect of taxing the accumulated earnings as a dividend at surtax 
rates to the shareholders at the time of the liquidation, and because 
of the other complexities of the present provision, it has been used 
by shareholders only to a very limited extent. The advisory group 
understands that in the entire history of this provision only some 
1,500 corporations have elected to be governed by its rules. 

2. Conversion of ordinary income into capital gain—The general 
treatment of a corporate liquidation as the equivalent of a sale by the 
shareholder of his stock permits individual shareholders to make use 
of a corporation in order to convert into capital gain (with a maxi- 
mum tax of 25 percent) profits which would be ordinary income to 
them (taxable up to 91 percent) in the absence of a corporation. For 
example, assume that an individual pays $10,000 into a new wholly 
owned corporation for all its stock. The corporation purchases for 
$10,000 inventory which soon appreciates in value to $25,000. The 
individual may, if there is no special statutory barrier, dissolve the 
corporation, pay a capital gains tax on $15,000 and sell the inventory 
without any profit being subjected to tax as ordinary income either in 
the hands of the corporation or in the hands of the individual. 

In an effort to prevent such abuses, the 1954 Code contains a pro- 
vision in section 341 relating to so-called collapsible corporations. 
Originally enacted in 1950 primarily to deal with certain temporary 
motion picture corporations and real estate construction corporations, 
it was extended in 1951 to cover corporations owning appreciated 
inventories and in 1954 to corporations having a broad category of 
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so-called unrealized receivables and numerous items of real property 
and depreciable property used in trade or business. Certain restric- 
tions upon the operation of the provision were enacted as section 
341 (e) by section 20 of the Technical Amendments Act of 1958. 

In existing law a collapsible corporation is one formed or availed of 
principally for the manufacture, construction or production of prop- 
erty, or the purchase of certain property, with a view to the sale or 
exchange of the stock by the shareholders before the corporation real- 
izes a substantial part of the taxable income to be derived from the 
property. There is a possibility that section 341 today (aside from 
the restrictions contained in the recently enacted section 341 (e)) 
may not only be a shield to protect the revenue against conversion of 
ordinary income into capital gain, but that it may also be an offensive 
weapon to convert into ordinary income items which would clearly be 
capital gain if the shareholders had not made use of a corporation. It 
has the further defect of depending for its application upon the 
intention of the shareholders of the corporation, and is difficult of 
application on a consistent and nondiscriminatory basis. 

In the internal-revenue bill of 1954 (H. R. 8300) in the form in 
which it passed the House of Representatives, the Code would have 
been amended to adopt a different approach to the matter of corporate 
liquidations and collapsibles. The basic principle of the House bill in 
1954 was to treat a corporate liquidation as a transaction on which 
gain would not be recognized to a shareholder except to the extent that 
the basis to the corporation for its assets distributed in the liquidation 
excecds the basis to the shareholders of their stock in the corporation. 
With respect to a shareholder who had held his stock throughout the 
corporate exitsence, the excess of corporate asset basis over his stock 
basis will, in general, represent the accumulated earnings and profits 
of the corporation. This will also be true, in general, with respect to 
a shareholder who has purchased his stock from another stockholder, 
if there is taken into account the capital gain or loss realized by the 
predecessor holders of the stock on the sales made by them. Thus, 
under this system, income derived by the corporation would bear a 
corporate income tax and if not distributed out as a dividend would 
bear, in addition, a capital-gains tax to the shareholders upon the sale 
of the stock or liquidation of the corporation, except to the extent such 
income is offset by any depreciation in value of the corporate assets. 
Unrealized appreciation in the corporate assets would not be taken 
into account in determining the liquidation gain of the shareholder. 

This approach of the 1954 bill as it passed the House of Representa- 
tives was not adopted in the final version of the 1954 Code. Instead, 
the final Code returned to the prior law with a number of modifica- 
tions in the area of “collapsible corporations.” After considerable 
deliberation, the advisory group has concluded that the approach of 
the House bill in 1954 is fundamentally sound and should be adopted, 
but with a number of important changes which, it believes, remove 
the principal objections made to the House bill at that time. 


B. PROPOSED REVISION OF SECTION 331 


Section 12 (a) of the proposed amendments revises section 331 
of the Code. In the proposed revision, section 381 (a) would con- 
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tinue the rules of existing law that amounts distributed in complete 
liquidation of the corporation shall be treated as in full payment 
in exchange for the stock, and amounts distributed in partial liqui- 
dation shall be treated as in part or full payment in exchange for 
the stock. Thus the amount of gain or loss realized in the transaction 
would continue to be computed, as in existing law, by the difference 
between (1) the value of the assets received and (2) the basis to the 
shareholder of the stock plus the corporate liabilities assumed by the 
shareholder and liabilities to which the distributed property is subject. 

However, in the proposed revision there would be inserted a new 
section 331 (b) dealing with the extent to which the realized gain will 
be recognized to the shareholder. Section 331 (b) (1) and (2) in the 
revision deal with cases in which gain is realized by the shareholders, 
Section 331 (b) (1) (A) provides, in general, that if the adjusted 
basis to the corporation for the assets distributed in liquidation a 
creased by any gain recognized to the corporation upon the distribu- 
tion—which might occur by virtue of secs. 311 or 453 (d)) exceeds the 
sum of the basis to the shareholder for his stock plus the corporate lia- 
bilities assumed by him in the liquidation and the liabilities to which 
the property is subject, then gain will be recognized only to the extent 
of such excess. Section 331 (b) (1) (B) provides, in general, that if 
there is no such excess no gain will be recognized on the liquidation. 
While these two rules could be combined in a single paragraph, they 
have been stated in separate subparagraphs in order to facilitate the 
statement in section 334 of the rules applicable in determining the 
basis to the shareholder of the assets distributed to him. 

In section 331 (b) (3) it is provided that any loss realized by the 
shareholder will be recognized to him as under existing law. 

The following examples illustrate the operation of these rules: 

(1) Assume the shareholder has a basis for his stock of $10,000 
and the property distributed in complete liquidation has a value 
of $30,000. The adjusted basis to the corporation for the dis- 
tributed property is $25,000. The gain realized on the liquida- 
tion is $20,000 (value of $30,000 minus stock basis of $10,000), 
but the amount of gain recognized to the shareholder will be only 
$15,000 (corporate asset basis of $25,000 minus stock basis of 
$10,000). (Seesec. 331 (b) (1) (A).) 

(2) Assume the same facts as to stock basis and value of assets 
distributed, but assume that the basis to the corporation of the 
assets distributed is $9,000. Again the amount realized is $20,000 
(value of $30,000 less stock basis of $10,000), but no gain will be 
recognized to the shareholder because the corporate asset basis 
($9,000) is not in excess of the stock basis ($10,000). (See sec. 
331 (b) (1) (B).). fie 

(3) Assume again that the stock basis is $10,000, but that the 
value of the assets distributed is only $7,000. There is, therefore, 
a loss of $3,000 realized on the liquidation ($10,000 stock basis 
minus $7,000 value of assets distributed). In that event, regard- 
less of the basis to the corporation for the assets distributed, the 
entire realized loss of $3,000 would be recognized to the share- 
holder. In such event it would be immaterial whether the cor- 
porate asset basis was greater than, or less than, the stock basis. 
(See sec. 331 (b) (3).) 
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These rules would apply also where property is distributed in 
redemption of stock under section 302 (a). 
_ Under section 331 (b) (2) of the proposed revision, gain would be 
recognized in the case of certain distributions in liquidation or in 
redemption of stock of collapsible corporations. Such distributions 
would be dealt with in a new section 343 designed to forestall any 
significant conversion of ordinary income into capital-gains tax by 
the device of liquidating a corporation, selling its stock, or selling 
the corporate assets without corporate tax under section 337. See 
the comments, infra, under D. Collapsible Corporations. ‘The present 
rovisions of section 341 dealing with collapsible corporations would 
repealed. Also, the present provisions of section 333 dealing with 
liquidations within one calendar month would be repealed. 
he American Law Institute, in whose studies the outlines of this 
approach were originally developed, suggested that, except in the case 
of collapsible corporations, the limitation on the recognition of gain in 
corporate liquidations be made elective with each shareholder. The 
peieory group recommends, however, that the system described here- 
in not be made elective but be made applicable in all cases. The 
advisory group believes that an elective system would create unneces- 
sary administrative complexities and would interfere with the uniform 
application of the Internal Revenue Code. 
The American Law Institute had also suggested that the limitation 
on recognition of gain be made inapplicable in the case of certain 
ublicly held corporations. The advisory group believes that a 
istinction between publicly held and closely held corporations is not 
necessary and recommends that the rule have uniform application. 
The American Law Institute studies proposed that the recognition 
of gain to the shareholder be measured by reference to his ratable 
share of the entire basis to the corporation of all its assets distributed 
in the liquidation instead of by reference to the basis of the particular 
assets distributed to the taxpayer. While the use of the shareholder’s 
ratable share of the entire corporate asset basis would be feasible, the 
advisory group concluded on balance that the operation of the sys- 
tem would be simplified if the shareholder were required to compute 
his recognized gain by reference to the basis of the particular assets 
distributed to him. While this might produce different results for 
different shareholders if each does not receive his ratable share of the 
corporate asset basis in the distribution, it is believed that this is a 
matter which can be satisfactorily adjusted by the shareholders be- 
tween themselves in working out the plan of liquidation. Compara- 
ble problems of basis have existed for many years in the area of dis- 
tributions in kind by partnerships, estates, and trusts and have caused 
no particular difficulty. No serious opportunities for tax avoidance 
would exist, for if any substantial amount of noncapital assets are 
distributed in the liquidation and each shareholder does not receive 
his ratable share of the noncapital assets, the special rules of section 
343 will be applicable to protect the revenue. 


C. PROPOSED REVISION OF SECTION 334 (&) 


Section 14 (a) of the proposed amendments revises section 334 of 
the code. In the proposed revision section 334 (a), which now deals 
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with the basis of property received by a shareholder in partial or com- 
plete liquidations, would be extended to property received in redem 
tion of stock entitled to capital gain treatment under section 302 (a), 

Section 334 (a) (1) would provide as a general rule that the basis 
of property received in the liquidation or redemption is the fair mar- 
ket value at the time of distribution. This provision would apply, 
for example, wherever the value of the assets distributed is less than 
the basis to the shareholder for his stock in the corporation. It would 
apply also where there is a gain realized on the liquidation if the value 
of the assets distributed is less than their basis in the hands of the 
corporation. 

wo exceptions would be made, however, to cover cases in which 

there is a gain realized on the distribution but the basis to the cor- 
poration for the assets distributed is less than their fair market value 
at the time of the distribution : 

(1) If there is a gain realized on the liquidation and the 
corporate asset basis is greater than the stock basis but less than 
the value of the assets, then the basis to the shareholder of the 
property distributed to him will be the same as the basis which 
the property had in the hands of the corporation immediately 
before the distribution. For example, if stock basis is $10,000, 
corporate asset basis is $25,000 and corporate asset value is 
$30,000, then the basis of the corporate asset to the shareholder 
after liquidation will be $25,000—the same basis it had in the 
hands of the corporation. See section 334 (a) (2). (Under see. 
331 (b) (1) (A), the gain recognized to the shareholder will be 
$15,000.) 

(2) If there is a gain realized on the distribution, but the cor- 
porate asset basis is less than the stock basis, then the basis of 
the property to the shareholder will be the same as the basis to 
him for his stock in the corporation. For example, if stock basis 
is $10,000, corporate asset basis is $9,000 se corporate asset 
value is $30,000, the basis of the asset to the shareholder followin 
the liquidation will be $10,000. See section 334 (a) (3). (Under 
sec. 331 (b) (1) (B) no gain will be recognized on the liquidation.) 

If several properties are distributed to the shareholder in the 
liquidation, the aggregate basis of such properties in the hands of the 
shareholders will be allocated among the several properties under 
regulations to be prescribed by the Secretary or his delegate. The 
advisory group concluded that it is advisable to leave this matter of 
detail to Figulasiante, A similar situation has existed in section 338 
for many years, as well as in section 358, without specific rules being 
set forth in the statute. The advisory group assumes that the regu- 
lations under section 334 (a) (3) will contain provisions comparable 
to those in present section 333 under which any adjustment required 
by reason of the assumption by the shareholder of a corporate liability 
constituting a specific lien on property distributed will be made in 
the basis of the particular property on which the lien exists. Moreover, 
the advisory group believes that appropriate regulations under 
section 334 (a) (3) should allocate first to each asset received an 
amount equal to the adjusted basis which that asset has in the hands 
of the corporation; then the excess of the shareholder’s stock basis 
over the aggregate basis to the corporation of the assets distributed to 
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him should generally be allocated among the properties received in 
proportion to the unrealized appreciation on those assets in the hands 
of the corporation. 


D. COLLAPSIBLE CORPORATIONS 


Section 16 of the proposed amendments would add a new section 
343 to the code. Section 343 is designed to replace section 341 of 
existing law, which would be repealed. 

The proposed new section 343 differs from section 341 (at least as 
it existed prior to the enactment of sec. 341 (e) in sec. 20 of the 
Technical Amendments Act of 1958) in three principal respects: 

(1) It would operate entirely by objective tests and would not 
depend for its application upon the intention of the shareholders. 
Present section 341 applies only if a corporation is “formed or 
availed of principally” for certain proscribed purposes “with a 
view to” a sale or exchange of the stock by the shareholders at a 
gain before realization by the corporation of a substantial part of 
the taxable income to be derived from its property. Proposed 
section 343 would not depend for its operation upon the intention 
of the parties—a matter obviously difficult to determine. 

(2) Under present law if section 341 applies, the entire gain 
from the sale or exchange of the stock of the corporation is 
treated as ordinary income taxable at surtax rates. Proposed 
new section 343 would tax to the shareholders at ordinary rates 
only the gain attributable to property which, if sold by the vor- 
poration (or by the individuals if there had been no corporation), 
would have produced ordinary income. 

(3) Present section 341, while originally adopted in order to 
prevent use of a corporation to convert ordinary income into 
capital gain, may operate in many cases to convert into ordinary 
income what might be capital gain to the shareholders if no 
corporation were used. In general, the proposed section 343 
would not tax to shareholders as ordinary income items which 
would be capital gain to them if no corporation were used by 
them. Section 341 (e), added by the Technical Amendments 
Act of 1958, now attempts to accomplish this particular ob- 
jective in certain types of cases by superimposing a further 
limitation upon the previous structure of section 341, but the 
advisory group believes that a more fundamental revision 
of the collapsible corporation section is needed. 

Sales of stock to persons other than the issuing corporation.—In or- 
der to prevent the use of a corporation to convert ordinary income into 
Sital guin. proposed section 343 (a) provides that in certain cases 
part or all of the gain realized on the sale or exchange of the stock of 
a collapsible corporation will be treated as gain from the sale of prop- 
erty which is not a capital asset. For example, in the case of a sale of 
stock of a collapsible corporation to a person other than an issuin 
corporation, section 343 (a) (1) (A) provides in general that so muc 
of the shareholder’s gain on the sale or exchange of stock as is equal 
to such stock’s ratable share of the unrealized ee on section 
343 assets (i. e., those assets which if sold would produce ordinary 


income) will be treated as gain from the sale of property which is not 
a capital asset. 
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Thus assume that A organizes a corporation and acquires its stock 
for $10,000. The corporation uses the funds to purchase inventory 
which appreciates in value to $25,000. A then sells all of his stock to 
X for $25,000. A’s gain of $15,000 will be treated as ordinary income 
because it represents unrealized appreciation in inventory. (See pro- 
posed sec. 343 (a) (1).) If X, the purchaser of the stock, liquidates 
the corporation, he will have no gain or loss on the liquidation. Under 
section 334 the purchaser will take over the inventory upon the liqui- 
dation at a cost of $25,000. 

This rule is to be contrasted with that contained in H. R. 8300 in 
the form in which it passed the House of Representatives in 1954. In 
that bill A’s $15,000 profit on the sale would have constituted capital 
gain to him, but upon liquidation of the corporation X would have had 
to take over the inventory at the corporate cost of $10,000 despite the 
fact that he had actually paid $25,000 to acquire it. This obvious loss 
of basis to the purchaser, which was one of the principal objections to 
these provisions in the 1954 House bill, has been eliminated in the 
present proposals. 

As a further illustration, assume that the corporation’s inventory, 
having a cost of $10,000 had appreciated only to $20,000. Assume 
further that the corporation had cash of $5,000, a taxable 

rofits derived by it from its operation. If A sells all the stock to 
K for $25,000, A’s $15,000 gain on the sale of his stock would be 
treated as ordinary income only to the extent of the $10,000 apprecia- 
tion in inventory. (See proposed sec. 343 (a) (1).) The remaining 
$5.000 of his gain, representing realized corporate profits, would be 
treated as capital gain to him. 

Tf in the latter illustration A sold only one-half of his stock to KX 
for $12,500, realizing a gain on the sale of $7,500, $5,000 of the gain 
(attributable to inventory appreciation) would be ordinary income and 
the balance of $2,500 would be capital gain. 

Distributions in excess of earnings and stock basis —This rule of go- 
called fragmentation of gain is applied not only to sales of stock of 
collapsible corporations, but also to certain distributions from a 
collapsible corporation to its shareholders. For example, if a cor- 

oration makes a distribution to shareholders, not in redemption of 
its stock, in an amount exceeding its earnings, section 301 (c) (2) re- 
quires that the amount in excess of earnings be applied against and 
reduce the adjusted basis of the stock owned by the shareholder, and 
section 301 (c) (3) (A) provides that any further excess be treated as 
gain from the sale or exchange of the stock. In the proposed revision 
section 343 (a) (1) (B) provides that so much of that gain as repre- 
sents the shareholder’s ratable share of the unrealized appreciation in 
the corporation’s section 343 assets will be taxed to him as ordinary 
income. 

Under section 343 (a) (1) the unrealized appreciation on the 
corporation’s section 343 assets is calculated immediately prior 
to the transaction under consideration. Where appreciated sec- 
tion 343 assets are distributed, the amount of the appreciation 
will in certain cases increase the earnings and profits of the 
corporation for the purpose of determining the extent to which 
the distribution is taxable as a dividend. A provision is needed 
to prevent the unrealized appreciation on the distributed property 
from increasing both the amount to be treated as a dividend 
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and the amount of the gain to the shareholder taxable as ordi- 
nary income under section 343 (a) (1). In the original proposal 
of the advisory group, this was accomplished by calculating 
the corporation’s unrealized appreciation in such cases immedi- 
ately after the distribution instead of calculating it immediately 
prior to the distribution, thus eliminating from the calculation 
the unrealized depreciation on the assets distributed in the 
transaction. In the proposal as revised, the unrealized apprecia- 
tion is calculated immediately before the distribution, as in all 
other cases, but for the purpose of determining the gain on the 
distribution taxable to the shareholder as ordinary income the 
amount of unrealized appreciation of the corporation’s section 
343 assets will be reduced by that portion of the unrealized 
appreciation on the distributed section 343 assets which the 
amount of the distribution treated as a dividend under section 
301 (c) (1) (A) bears to the total amount of such distribution. 

Nonaliquot distributions in complete liquidation, partial liquida- 
tion and stock redemption.—Section 343 (a) (1) (C) also provides 
for fragmentation of gain to the shareholder if there occurs a nonali- 
uot distribution in complete liquidation of the corporation, in partial 
liquidation, or in a redemption of its stock under section 302 (a). 
The term “nonaliquot” distribution is defined in section 343 (e) (3), 
in effect, as one in which there is distributed with respect to any 
share of stock section 343 assets which have an unrealized appre- 
ciation less than 90 percent or more than 110 percent of such stock’s 
ratable share of all the unrealized appreciation on all the section 343 
assets of the corporation. Thus if in a complete liquidation each 
shareholder receives substantially the same proportion of each of the 
section 343 assets of the corporation, or the division of corporate 
assets is made in such a way that each receives section 343 assets 
having unrealized appreciation substantially proportionate to his 


share of the total unrealized appreciation on all the section 343 assets, 
the rules of section 331 will be applicable and the shareholder will 
have only capital gain or loss on the liquidation. If there is a gain, 
the gain will be limited under section 331 (b) to the difference between 
ae stock basis and the corporate asset basis of the assets distributed 

This treatment cannot be permitted, however, if the section 343 
assets are distributed on a disproportionate basis since those assets 
might then be distributed to those shareholders who have a high basis 
for their stock and much of the unrealized appreciation would then 
geepe taxation as ordinary income. Hence if the shareholders volun- 
tarily distribute the assets on a “nonaliquot” basis in complete or 
partial liquidation or in a stock redemption, then under section 
831 (b) (2) and 343 (a) (1) (C) each shareholder will realize gain 
or loss in the amount of the excess of the fair market value of the 
assets distributed to him over his stock basis; and that part of the 
gain representing his ratable share of the corporation’s unrealized 
appreciation on its section 343 assets will be treated as ordinary income 
to him. In the original version of this recommendation, the 
advisory group proposed that the gain of the shareholder be 
fragmented into ordinary income and capital gain in the case of 
nonaliquot distributions made in complete liquidation (including 
distributions under sec. 346 (a) (1) which are technically treated 
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as partial liquidations under sec. 346 (a) (1) but are actually part 
of a series of distributions in liquidation). This treatment was 
not made applicable to distributions in partial liquidation under 
section 346 (a) (2) nor to stock redemptions under section 302 (a), 
This differentiation in treatment was suggested for the reason 
that where no section 343 assets were distributed in the partial 
liquidation or redemption, they remained in the corporation to 
affect fragmentation of gain to the remaining shareholders upon 
their future transactions in the stock of the corporation. Where 
section 343 assets were distributed by a collapsible corporation 
in a partial liquidation or stock redemption, section 343 (b) taxed 
the corporation as though it had sold the assets to third parties, 

On further consideration, the advisory group has concluded 
that the fragmentation of gain to the shareholders should be 
extended to partial liquidations under section 346 (a) (2) as well 
as under section 346 (a) (1) and to stock redemptions under see- 
tion 302 (a). For example, if a collapsible corporation having 
substantially appreciated section 343 assets borrows money and 
redeems all the stock of a particular shareholder, his gain on the 
redemption would, under the recommendation as revised, be 
treated as ordinary income to the extent of his ratable share of 
the unrealized appreciation on the corporation’s section 343 assets 
immediately prior to the redemption. 

In view of this revision of the recommendation as applied to 
the shareholder whose stock is liquidated or redeemed, the provi- 
sions of proposed section 343 (b) treating a collapsible corporation 
making a nonaliquot distribution of section 343 assets in a partial 
liquidation or stock redemption as though it had sold such assets 
to third parties are also modified. Under the revision it becomes 
unnecessary and inappropriate to treat the corporation as realiz- 
ing gain where the unrealized appreciation on the section 343 
assets received by the shareholder represents less than his pro 
rata share of the unrealized appreciation on all the section 343 
assets of the corporation. But fragmenting the gain to the re- 
deeming shareholder will not suffice where the unrealized appre- 
ciation on the section 343 assets received by the shareholder sub- 
stantially exceeds his pro rata share of the unrealized apprecia- 
tion on all the section 343 assets of the corporation. If, for ex- 
ample, all the appreciated inventory of the corporation is dis- 
tributed to one shareholder in redemption of his stock, taxing 
that shareholder on his ratable share of the unrealized apprecia- 
tion of the section 343 assets of the corporation will permit the 
appreciation in excess of his ratable share to go free of ordinary 
income tax. It would not appear feasible to tax that balance of 
unrealized appreciation to the remaining shareholders when no 
assets are distributed to them. In the partnership field, section 
751 provides that in the case of such a nonaliquot distribution the 
remaining partners are deemed to sell to the withdrawing partner 
their pro rata interest in the distributed inventory assets and the 
withdrawing partner is deemed to sell to the remaining partners 
his pro rata interest in the other assets left with the partnership. 
This latter rule is believed to be too complex to introduce in the 
corporate field. 
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Accordingly, in the recommendation as revised, section 343 (b) 
provides that where a collapsible corporation makes a nonali- 
quot distribution of section 343 assets in partial liquidation under 
section 346 (a) (2) or in a stock redemption under section 302 (a) 
the corporation will be treated in the same manner as if it had 
sold to third parties that portion of the distributed section 343 
assets which is in excess of the distributee shareholder’s ratable 
share of all the corporation’s section 343 assets. Thus to the 
extent that the distributed section 343 assets were, prior to the 
distribution, attributable to stock owned by shareholders whose 
stock is not redeemed, the corporation will be taxed as though 
it had sold those assets to third parties, since they will not re- 
main in the corporation thereafter for the purpose of affecting 
the application of section 343 to subsequent transactions in the 
corporation’s stock by the remaining shareholders. 

Distributions under section 337 plans.—Finally, in section 343 (a) 
(1) (D) the fragmentation rule is made applicable to distributions, 
whether aliquot or nonaliquot, in complete liquidation of a corporation 
pursuant to section 337 if by reason of the application of section 
337 gain was not recognized to the corporation on sales of section 348 
assets oecurring pursuant to the plan. This rule is necessary to insure 
ordinary income tax treatment with respect to the gain on section 343 
assets if all such assets are sold by the corporation tax free under 
section 337 and the proceeds of sale are distributed to the shareholders 
in an aliquot complete liquidation of the corporation. In such case, 
unlike existing law which denies the benefits of section 337 to a collaps- 
ible corporation, section 837 will apply to relieve the corporation 
from tax but the shareholder’s liquidation gain will be fragmented 
even though the distribution is aliquot. 

In conjunction with this rule regarding section 337 transactions, 
section 343 (a) (5) provides that in determining that part of the 
liquidation gain which is treated as ordinary income, the section 343 
assets sold by the corporation without recognition of gain because of 
the application of section 337 will be treated as still being owned 
by the corporation immediately prior to the distribution to the share- 
holders; but in determining the unrealized appreciation on such 
assets, their fair market value and adjusted basis will be determined 
as of the time immediately prior to their actual sale or exchange by 
the corporation. In this manner the actual gain realized but not 
recognized to the corporation on its sale of the assets will be taken 
into account in determining the part of the liquidation gain taxable 
as ordinary income. 

Furthermore, in the definition of the term “collapsible corporation” 
in section 343 (e) (2), any corporation which satisfies the require- 
ments of section 337 (a) and is a colle | coon corporation at any time 
on or after the adoption of a plan of complete liquidation will be 


treated as a collapsible corporation at all times thereafter, even though 
by reason of the sale of section 343 assets pursuant to the plan it might 
otherwise be removed from this category. 

Stock purchased from other stockholders.—Section 343 (a) (2) pro- 
vides a limitation on the amount of gain to be treated as ordinary 
income of a shareholder if the collapsible corporation stock sold or 
exchanged by him was acquired by him from another shareholder 
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who realized ordinary income on its sale by virtue of the application 

of section 343. In such case the amount of gain to be treated ag 

ordinary income on the subsequent sale or exchange will be based 

upon the unrealized appreciation in section 343 assets of the corpora- 

bee occurring after the acquisition of the stock by the selling share- 
older. 

For example, assume that A a all the stock of a corporation 
for $10,000 on its organization. ‘lhe corporation invests the $10,000 
in inventory assets which appreciate to $25,000 in value. A there- 
upon sells the stock of the corporation to X for $25,000. A’s gain 
oF $15,000 will be treated as ordinary income under section 343 (a) (1), 
Assume further that after the acquisition of the stock by X the inven- 
tory appreciates to $35,000 in value and the corporation earns $5,000 
in cash from operations. X thereupon sells the stock to Y for $40,000, 
Under section 343 (a) (2), X’s gain of $15,000 will be treated as ordi- 
nary income only to the extent of the $10,000 unrealized appreciation 
which has occurred in the section 343 assets since the date of his acqui- 
sition of the stock. 

Stockholders owning less than 5 percent of stock.—An exception to 
the operation of the rules for fragmentation of gain is made in section 
343 (a) (4). This exception is designed to exclude from th® opera- 
tion of the rules shareholders owning less than 5 percent of the stock 
of the corporation (sec. 343 (a) (4)). As in the case of a comparable 
rule in present section 341, this exception will remove from the ambit 
of the collapsible corporation provision persons owning relatively 
small interests in the corporation. As in existing law, the 5 percent 
is measured by value of the outstanding stock, but, unlike existing law, 
there is excluded stock which is limited and preferred as to dividends. 
The shareholder must not own 5 percent or more at any time during 
the period of 3 years ending with the date of the sale or exchange of 
the stock. In determining the 5-percent ownership, the attribution 
rules of section 318 are made applicable. In existing law the attribu- 
tion rules of the personal holding company pyovisions are used with 
certain extensions to include certain in-law relatives. The adviso 
group believes that the attribution rules of proposed section 318 (a 

rovide, in general, sufficient protection to the revenue and will prove 
ess difficult in determining their application. 

Exception for small amounts of ordinary income.—In the proposed 
revision consideration was given to a further exception for cases in 
which the amounts treated as ordinary income to the shareholders 
under section 343 would not, in the aggregate, exceed, say, $2,500 
during the taxable year of the shareholder. This would prevent the 
necessity of applying section 343 in cases which cannot produce a 
material change in the tax of the shareholder. The advisory group 
on subchapter K has recommended an exemption for gain of $1,000 
recognized by any partner in any transaction under section 751. A 
dollar figure applied to each transaction might be difficult to police 
in the corporate field because of the possibility of piecemeal sales 
of stock during the year. An exception based upon an aggregate 
amount for each taxpayer in each year might make it possible for 
substantial amounts of ordinary income to escape taxation via the 
scattering of ownership of stock among various members of a family 
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and trusts, together with the spreading of sales of stock over two or 
more taxable years. Accordingly, no exception for small amounts is 
provided for in the proposed section 343. : : 

As noted at the beginning of the comments concerning collapsible 
corporations, the he + ype section 343 would operate entirely by ob- 
jective tests and would not depend upon the intention of the share- 

olders. Nor would it depend upon the existence of a purpose to 
avoid Federal income tax. Instead it would operate in the main to 
fragment the gain of a shareholder between ordinary income and 
capital gain where the circumstances are such as to indicate that the 
use of a corporation would otherwise cause a conversion of significant 
amounts of ordinary income into capital gain. While the advisory 
group believes that further consideration might be given to introduc- 
ing some further limitation upon the operation of section 343 based 
upon lack of tax avoidance purpose, it has not recommended such a 
provision in the proposed amendments. 

Carryover of character of section 343 assets on certain distribu- 
tions.—Under section 334 (a) (2) and (3), the basis to a shareholder 
of property received by him in connection with partial or complete 
liquidations and certain redemptions is determined by reference to the 
basis of the property in the hands of the distributing corporation or 
to the shareholder’s basis for his stock in the corporation. This carry- 
over-of-basis provision applies to distributions of section 343 assets 
by collapsible corporations unless the distribution is a nonaliquot one. 

The advisory group recommends that where section 343 assets are 
distributed by a collapsible corporation and the basis of the property 
in the hands of the distributee is determined under these provisions, 
any gain on the sale of the property by the shareholder within 5 years 
after the date of the distribution should be treated as ordinary income 
and not as capital gain. For example, assume that A invests $10,000 
in corporation X upon its organization. After the operation of the 
business for a year the corporation owns inventories costing $10,000 
but having a fair market value of $25,000. Its other assets consist 
of cash in an amount equal to its liabilities. If the corporation there- 
upon completely liquidates, no gain or loss would be recognized to 
A upon the complete liquidation under the proposed section 331 (b) 
(1) (A). Under the proposed section 334 (a) (2), A would take the 
inventory at a basis of $10,000. Assuming that A was not individually 
engaged in a type of business that would make the distributed assets 
have the status of inventory in his hands, a statutory provision appears 
necessary to insure that a sale by A of the inventory at a profit of 
$15,000 would constitute ordinary income to him. Section 343 (c) 
provides that in such cases the gain upon the sale by the shareholders 
of the section 343 asset distributed by a collapsible corporation will 
be treated as ordinary income if the sale occurs within 5 years of the 
date of the distribution. (The same rule is made applicable to sales 
by persons whose basis is determined by reference to the basis of the 
property in the hands of the distributee shareholder—e. g., donees of 
the shareholders.) Of course, the sale of the distributed property by 
the shareholder would produce ordinary income or loss to him even 
after the 5-year period hes expired if, independently of the status of 


the assets in the hands of the corporation prior to distribution, his 
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individual activities are such that he is not entitled to capital-gain 
treatment. 

The advisory group considered the adoption of a rule which would 
limit this treatment to the difference between the basis of the property 
in the hands of the distributee shareholder and its fair market value 
at the time of the distribution, thus making the rule inapplicable to 
any appreciation which might occur after the date of distribution, 
If such a rule were adopted, presumably its application would not be 
limited to the 5-year period following distribution. The rule of sec- 
tion 735 (a) (2) inthe partnership field employs the 5-year rule without 
distinction between appreciation occurring before the distribution and 
that occurring after the distribtuion. The 5-year rule, without dis- 
tinction between appreciation prior to distribution and appreciation 
occurring thereafter, has been recommended by the advisory group in 
the interests of simplicity and conformity with the rule in the part- 
nership provisions. 

Definition of collapsible corporation.—In the original version 
of the proposed revision the term “collapsible corporation” was 
defined in section 343 (e) (2) as a corporation the unrealized 
appreciation on whose section 343 assets is more than 15 percent of 
the excess of the fair market value of all the assets of the corpo- 
ration over all its liabilities. Under that rule, for example, if a 
corporation had total assets having a fair market value of $500,000 
and had liabilities of $100,000 (net worth, at value, of $400,000), the 
corporation would be a collapsible corporation if the unrealized 
appreciation on its section 343 assets amounted to more than 
$60,000 (15 percent of $400,000). After further consideration the 
advisory group recommends that the statute also require that the 
unrealized appreciation on the corporation’s section 343 assets 
exceed 15 percent of the unrealized appreciation on all its assets. 
This second requirement is designed to eliminate the operation of 
the collapsible corporation provisions where the principal appre- 
ciation in the corporation’s assets exists in nonsection 343 assets. 
For example, if the unrealized appreciation on the corporation’s 
inventory assets amounts to $60,000 but there is an unrealized 
appreciation in its other assets of $400,000 (for example, in good- 
will), the corporation would not be a collapsible corporation be- 
cause the $60,000 appreciation in its section 343 assets would be less 
than 15 percent of the total $460,000 appreciation in all its assets. 

It is also recommended that for the purposes of applying the 
two tests above mentioned there shall not be included in deter- 
mining the amount of all the assets of the corporation any amount 
attributable to money or property received by the corporation, 
for stock, or as a contribution to capital or as paid-in surplus 
within a period of 1 year immediately preceding the date as of 
which the determination is made, if there was not a bona fide busi- 
ness purpose for the transaction in which such money or prop- 
erty was received. Such a provision will serve to prevent ma- 
neuvers to take the corporation out of the collapsible corporation 
status by nontaxable transfers of property from shareholders to 
the corporation so as to increase either its net worth or the total 
appreciation on its entire assets immediately prior toa transaction 
to which section 343 would otherwise apply. 
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In present section 341 a presumption of collapsible status exists 
if the fair market value of the corporation’s section 341 assets is both 

1) 50 percent or more of the fair market value of its total assets 
Tstustre of cash, capital assets, certain Government obligations, and 
stock in other corporations) and (2) 120 percent or more of the ad- 
justed basis of its section 341 assets. A somewhat comparable rule is 
provided in section 751 (d) (1) relating to collapsible parierenine, 
where inventory items are considered to have appreciated substantially 
in value if their fair market value exceeds both (1) 120 percent of 
their adjusted basis and (2) 10 percent of the fair market value of all 
partnership property other than money. As a result, under the pres- 
ent law even though all the assets of the corporation may be section 
341 assets (or, in the case of a partnership, inventory items) collapsible 
status may not exist if those assets have been acquired largely with 
borrowed funds, since it is required that the fair market value of such 
assets exceed 120 percent of their basis. For example, assume that 
persons in a construction business invest $200,000 in the stock of a 
corporation, obtain construction loans of $400,000, and have the cor- 
poration construct property at a cost of $600,000. After the construc- 
tion is completed the stock of the corporation is sold for $300,000. A1- 
though a profit of $100,000 has been made on an expenditure of 
$200,000 in the normal course of business, the presumption of collapsi- 
ble status will not apply because the value of the assets ($700,000) 
is not more than 120 percent of their basis ($600,000). 

It is believed that a more appropriate test for determining the appli- 
cation of the collapsible rules is to measure the profit derived with 
respect to the corporation’s section 343 assets against the investment 
of the stockholders, without taking into account the money which the 
corporation can itself supply by borrowing. A similar rule has been 
recommended in the revision of section 751 proposed by the advisory 
group on subchapter K. 

In the partnership field, under existing law gain attributable to 
ibalized receivables of the partnership is given ordinary income 
treatment to the partners regardless of the amount of the unrealized 
receivables or the ratio which their appreciation in value bears to 
the net worth of the partnership. In the proposed section 343 
(e) (2), however, unrealized receivables would be aggregated with 
other section 343 assets, and collapsible status would exist only if 
the unrealized appreciation on all the section 343 assets (including 
receivables as well as inventory items) exceeds 15 percent of the net 
worth of the corporation. This is the present eB i with respect to 
the presumption of collapsible status under section 341 (c) (1). 
The advisory group on subchapter C recommends the continuation 
of this policy of aggregation of unrealized receivables with other 
noncapital assets in determining collapsible status for corporations. 

Definition of section 343 assets.—In the proposed revision the defini- 
tion of a “section 348 asset” has been framed in the light of the overall 
Seative of section 843 to prevent the use of a corporation by share- 
holders to convert ordinary income into capital gain, while at the same 
time avoiding having the section operate as a penalty to convert into 
ordinary income for the shareholders items which, in the absence of a 
corporation, would be treated as capital gain to them. 
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In general, section 343 (d) (1) of the proposed revision defines the 
term “section 343 asset” to mean any property of the corporation 
other than — 

(A) money, 

(B) property (except property used in the trade or business, as 
defined in sec. 1231 (b)) which if sold would produce capital 
gain, 

(C) property used in the trade or business, as defined in see- 
tion 1231 (b), if there exists unrealized appreciation on all sec- 
tion 1231 (b) property considered in the aggregate, 

(D) property (other than inventory and stock of other col- 
lapsible corporations) 90 percent or more of the unadjusted 
basis of which consists of costs incurred by the taxpayer 
more than 3 years previously, and 

(E) inventory of a kind customarily sold by the taxpayer 
for a period of 3 years or more, exclusive, however, of inven- 
tory the value of which customarily increases by reason of 
aging for more than 6 months, and exclusive of inventory 
in an amount exceeding either (i) the average amount of 
such inventory held at the close of each of the preceding 3 
fiscal years, or (ii) the average annual gross sales of such 
inventory during the preceding 3 fiscal years, whichever is 
the lesser. 

The fundamental theory of the definition is that property will be 
treated as a section 343 asset if, upon a sale of the property, the gain 
realized upon sale would constitute ordinary income. In that event, 
if the net appreciation is significant enough to classify the corporation 
as a collapsible corporation, sale or exchange of the stock of the cor- 
poration M the shareholders should, in general, produce ordinary 
income rather than capital gain to the shareholders. In this manner 
section 343 will serve to prevent the use of the corporate entity to 
convert into capital-gain profits on dealings in property which would 
produce ordinary income if the property itself were sold. 

Unlike section 341 of the existing law the proposed definition of 
section 343 assets does not include property described in section 1231 
(b) (e. g., real property and depreciable property used in the busi- 
ness) if there exists a net entualiesa appreciation on such property 
considered in the aggregate. Under section 1231, if there isa net gain 
on the sale of such property by the corporation in any year, then, 
in general, the net gain is treated as capital gain to the corporation; 
but if for the year there is a net loss on such property, the loss is 
treated as a deduction from ordinary income. Consistent with this 
theory of section 1231, the definition in section 343 (d) (1) (C) will 
exclude from “section 343 assets” all such property if there exists a 
net unrealized appreciation on such property considered in the aggre- 
gate; but it will include such property if there exists a net unrealized 
depreciation on the property considered in the aggregate. For ex- 
ample, in the case of a real-estate corporation which holds land and 


depreciable property used in the trade or business for rental purposes, 
if there is a net unrealized appreciation on such property, the cor- 
“ie ae will not be a collapsible corporation (and the sale of its stock 

y the shareholders will not produce ordinary income to them) in view 
of the fact that under section 1231 a sale of the property by the cor- 
poration would produce capital gain. Note, however, the provisions 
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of section 343 (d) (3), discussed below, providing that the business 
activities of the shareholder may be taken into account in determin- 
ing whether or not for purposes of section 343 the property should be 
considered as section 1231 (b) property or should be considered as 
property held primarily for sale to customers. 

In determining whether or not property should be considered as a 
section 343 asset, section 343 (d) (1) provides that it shall be im- 
material whether or not the property has been held for more than 6 
months (or 12 months in the case of livestock). This is the policy 
in existing section 341. The rab group believes that this policy 
should be continued. It is believed that any effort to divide the gain 
realized by a shareholder upon the sale or exchange of stock of a 
corporation not only into ordinary income and capital gain but also 
between short-term and long-term capital gain, would be too complex 
to warrant consideration. 

Under the original version of the advisory group’s recommen- 
dation, the length of time an asset had been held did not enter 
into the determination of its status as a “section 343 asset.” In 
the revised version the advisory group has recommended in 
proposed section 343 (d) (1) (D) that an asset (other than in- 
ventory and stock of other collapsible corporations) not be 
treated as a “section 343 asset” if 90 percent or more of the un- 
adjusted basis of the property consists of costs incurred by the 
taxpayer more than 3 years previously. The additional exclu- 
sion is patterned along the lines of section 341 (d) (3) which 
provides that the collapsible corporation provisions shall not 
apply to “gain realized after the expiration of 3 years following 
the completion of such manufacture, construction, production 
or purchase.” (See also section 341 (b) (3) defining “section 341 
assets.”) While logically it might be contended that the age of 
noncapital assets should not serve as a basis for capital gain 
treatment, the problem here is one of determining the circum- 
stances under which the corporate entity is to be looked through 
in taxing transactions in the corporation’s stock. In this con- 
text the advisory group has concluded that in balancing matters 
of practicality in the operation of the provision with need for 
protection of the revenue, a 3-year cutoff is desirable. 

The advisory group considered that the existing requirement 
of “completion” of manufacture, construction, production or pur- 
chase of property may be too strict. Expenditures on property 
which do not represent a substantial part of its total cost should 
not for this purpose defer the running of the 3-year period. Ac- 
cordingly, under the revised recommendation property (other 
than inventory) would be excluded from the definition of “section 
343 assets” if 90 percent or more of its unadjusted basis consists 
of costs incurred by the taxpayer more than 3 years previously. 

With respect to inventory, the advisory group for similar 
reasons has included in section 343 (d) (1) (E) of the bill as revised 
a provision that normal inventory maintained by the taxpayer 
for a period of 3 years or more shall be excluded from the cate- 
gory of “section 343 assets.” To be eligible for such exclusion 
the inventory must be of a type customarily held and sold by the 
taxpayer throughout a period of 3 years or more prior to the date 
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as of which the determination of status as a collapsible corpora- 
tion is to be made. However, inventory the value of which cus. 
tomarily increases by reason of aging for more than 6 months 
(whisky, for example) would not be entitled to the exclusion, since 
it would not seem appropriate to extend an automatic length-of- 
time exclusion to inventory which customarily improves in quality 
and value by lapse of time. Moreover, in order to insure by 
specific tests that the excluded inventory is normal in amount in 
the taxpaye:’s business, the provision is made expressly inapplica- 
ble to inventory of any kind, the adjusted basis of which exceeds 
either (a) the average adjusted basis of inventory of that kind held 
by the taxpayer at the close of each of the 3 preceding fiscal years, 
or (b) the average annual gross sales (less returns and allow- 
ances) of such inventory during such 3-year period, whichever is 
the lesser. (The sales limitation requires, in effect, an average 
inventory turnover at least once a year during the 3-year period.) 

It is believed that the inventory provision suggested will exclude 
most customary inventories in businesses which have operated for 
substantial periods of time, but will not exclude inventories held 
by corporations which are used as devices for obtaining capital 
gain on quick inventory appreciation. Of course, to the extent 
inventory is included among section 343 assets, the unrealized 
appreciation to be taken into account in determining ordinary 
income treatment under section 343 will be determined by refer- 


ence to its value if sold in bulk rather than if sold piecemeal at 


retail over a period of time. If by reason of the limitations in 
section 343 (d) (1) (E) (ii) part of the inventory is included and 
part excluded from the section 343 asset category, it is intended 
that the taxpayer may exclude that part of the inventory which 
has the highest unrealized appreciation if costs of different units 
of inventory are identifiable. 

The recommended definition of a “section 345 asset” contains no 
special provision relating to “unrealized receivables.” The present 

efinition in section 341 (b) (4) is believed to be unduly broad in some 
respects and unduly restrictive in others. Moreover, it is not con- 
sistent with the provisions of section 1221 (4), which would apply in 
determining the nature of the gain which might be realized by the 
corporation if the corporation itself sold the receivable. The advisory 
group recommends that no special provision regarding unrealized 
receivables be inserted in section 343, but that the classification of 
these items for purposes of the “section 348 asset” definition should 
depend on the basic general test of section 343 (d) (1). Thus ifa 
‘tk of the unrealized receivable by the corporation would produce 
ordinary income, then the receivable should be treated as a section 
343 asset, and vice versa. In this connection it may be noted that 
section 1221 (4) does not specifically cover important types of re- 
ceivables (such as rent or interest receivable) which, if sold by the 
corporation, would doubtless produce ordinary income to it; and for 
this and other similar reasons the “section 343 asset” definition is 
not hinged upon the status of the asset as a capital asset but rather 
upon whether a sale of the asset would produce capital gain. 

One of the first instances of the use of collapsible corporations which 
Congress sought to thwart under the 1939 Code related to short-lived 
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corporations used to produce motion pictures. The advisory group 
believes that the rules of section 343 and section 1221 should be co- 
ordinated so that if the sale or exchange of stock of a motion-picture 
corporation is to give rise to ordinary income, the production and sale 
of the film by the corporation should Tikewins produce ordinary income 
to it. In other words, the sale of the stock of the producing corpo- 
ration should not, in general, give rise to more serious tax conse- 

uences than the sale of the film by the corporation. Accordingly, 
the advisory group recommends that section 1221 (3) of the code be 
amended to read as follows: 


(3) a copyright, a literary, musical, or artistic composition, or similar 
property, or an undivided interest therein, held by— 
(A) an individual whose personal efforts created such property, 
(B) a partnership if such property was created by the personal efforts 
of a partner or partners, but not including any such partner who received 
reasonable compensation for such efforts, 


(C) a corporation if such property was created by the personal 
efforts of any person or persons owning more than 20 percent in value 
of the outstanding stock of the corporation (other than stock which is 
limited and preferred as to dividends), but not including any such person 
who received reasonable compensation for such efforts, or 


(D) a taxpayer in whose hands the basis of such property is deter- 
mined, for the purpose of determining gain from a sale or exchange, in 
whole or in part by reference to the basis of such property in the hands 


of a holder described in subparagraphs (A), (B), or (C). 
For purposes of subparagraph (C), the rules of section 318 (a) shall apply in 


determining the ownership of stock. 
The provisions of subparagraphs (B) and (C) and the last sentence 
would represent additions to the present law. 

Section 5343 (da) (3) in the proposed revision provides that the 
exclusion from section 348 assets of property which if sold would 
produce capita) gain, and the exclusion of certain section 1231 (b) 
property, shall not apply if the property would not constitute property 
of either type if held by the shareholder. For example, assume that 
an individual who is a dealer in real estate owns all the stock of a 
real-estate corporation, and that certain real property held by the 
corporation qualifies in its hands as section 1251 (b) property. De- 
spite the fact that the real estate is section 1231 (b) property in the 
hands of the corporation, the real estate will nevertiselesn be regarded 
as a section 343 asset of the corporation in view of the provisions of 
section 843 (d) (3) if it is concluded that such pre erty, if held by the 
dealer-shareholder, would constitute property held by him for sale to 
customers. On the other hand, if the Sabaldes would not be a dealer 
with respect to such property, but would be entitled to capital-gain 
treatment upon the sale of the property if it were held by him individu- 
ally, the property will not be considered a section 3438 asset of the corpo- 
ration for the purpose of determining the nature of the gain to him 
upon the sale or exchange by him of stock of the corporation. Under 
this rule, if the principal asset of a corporation consists of substantially 
appreciated real estate which constitutes section 1231 (b) property in 

e hands of the corporation, and the stock of the corporation is held in 
equal shares by a person who would be a dealer with respect to such 
ogg if he owned it individually and by a person who would not 

a dealer with respect to such property if he owned it individually, 
the sale of stock of the corporation by the former shareholder would 
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produce ordinary income to him but a sale of stock by the latter share- 
older would produce capital gain tohim. The advisory group recom- 
mends this result as the proper objective of the collapsible corporation 
provisions. 

In certain limited cases of nonaliquot distributions of section 343 
assets by collapsible corporations, gain is recognized to the corpora- 
tion under section 348 (b). In such instances, the effect of the share- 
holder’s own business activities in connection with property of the 
type owned by the corporation cannot be tested separately, share- 
holder by shareholder, but a single test must be made for the pur- 
poses of determining the application of the provision to the corpora- 
tion upon the distribution. Accordingly, section 343 (d) (3) (B) 
provides that in those limited cases, if gain on sale of the property 
would constitute ordinary income to any shareholder owning more 
than 20 percent in value of the outstanding stock (other than stock 
limited and preferred as to dividends) if the property were held by 
him individually, the property will be deemed to be a section 343 
asset. For this purpose the constructive stock ownership rules of 
section 318 (a) would be applicable. 

A special rule has been inserted in section 343 (d) (2) relating to cer- 
tain property which upon sale may give rise, under special pro- 
visions of the Code, in part to capital gain and in part to ordinary 
income. For example, section 1238 provides that gain from the sale 
of property shall be considered as ordinary income to the extent that 
the adjusted basis of the property is less than the adjusted basis deter- 
mined without regard to the deduction for amortization of emergency 
facilities; but the balance of any gain on the sale of such facilities may 
be capital gain. Section 343 (d) (2) carries out the policy of this pro- 
vision by providing that the facility shall be regarded as in part a 
section 343 asset and in part as a non-section 343 asset, in the propor- 
tion which the ordinary income that would be realized upon a sale of 
the facility would bear to the total appreciation on the facility. Thus, 
in general, a sale of stock of a collapsible corporation owning emer- 
gency facilities would produce ordinary income or capital gain to the 
shareholder in a manner corresponding to the result which would 
follow if the facility itself were sold. The original version of pro- 
posed section 343 (d) (2) made it applicable only to such emer- 
gency facilities and to original issue discount bonds referred to in 
section 1232. As revised, it would apply to all property which on 
sale may produce in part capital gain and in part ordinary income. 
In its revised form, it would apply, for example, to assets of the 
corporation consisting of section 306 stock and stock in other 
collapsible corporations. 

Section 1231 (b) (4) treats a sale of an unharvested crop on land used 
in the trade or business as section 1231 (b) property if the crop and 
the land are sold at the same time and to the same person. It is in- 
tended that so long as the land and the crop held by the corporation 
are not separated, the crop will be treated for the purposes of section 
343 in the same manner as the land. But, if upon a distribution to 
which section 343 applies, the land is distributed to one stockholder 
and the crop to wri te stockholder, the crop would be treated as a 


section 343 asset, regardless of the treatment accorded to the land. 
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SECTION 138. COMPLETE LIQUIDATIONS OF SUBSIDI- 
ARIES—AMENDMENTS OF SECTION 332 


Sale of minority stock interest to avoid section 332—In order for 
section 332 to apply to a distribution received upon a complete 
liquidation of a corporate subsidiary, paragraph (1) of subsection (b) 
requires that the corporation receiving such property must, on the 
date of adoption of the liquidation plan, and at all times thereafter 
until receipt of the property, be the owner of the percentage of stock of 
the liquidating subsidiary referred to therein. In some instances the 
application of section 332 has been avoided by the sale by the parent 
corporation purely for tax reasons of a very small amount of the 
liquidating subsidiary’s stock after adoption of the plan of liquidation 
but before its completion. The effectiveness of this practice has been 
upheld by the courts. (See Granite Trust Co. v. United States, 238 F. 
24 670).) The advisory group believes that if section 332 is to be made 
so easily elective it ought to be made completely elective and that the 
section should not be so drawn as to invite resort to the tax-motivated 
device of selling a few shares. The first recommendation for amend- 
ment to section 332 is designed to put a stop to this practice. 

Effect of satisfaction of indebtedness to parent having basis above or 
below value of property received.—Under existing law, in connection 
with a complete liquidation under section 332, if property is trans- 
ferred by a liquidating subsidiary to a parent corporation in satisfac- 
tion of indebtedness which has a basis to the parent above or below the 
fair market value of property received, the parent realizes gain or loss. 
This situation usually arises when a parent corporation owns at the 
time of liquidation of its subsidiary outstanding indebtedness of the 
subsidiary which the parent had acquired at a discount or a premium. 
The advisory group believes that it would be more appropriate not to 
recognize gain or loss to the parent corporation when such indebted- 
ness is satisfied in the course of the liquidation, provided that, where 
section 334 (b) (1) applies, the basis to the parent of the property 
received is adjusted by an amount equivalent to the gain or loss the 
parent realized and, where section 334 (b) (2) applies, the basis to the 
parent of the property received is limited to its oa of the subsidi- 
ary’s stock and of the indebtedness so satisfied. The proposed amend- 
ment of section 832 (c) is designed to prevent recognition of gain or 
loss to the parent in these situations. Tt does not apply, however, to 
interest, payment of which would have been includible in gross income 
as interest. A technical revision of the wording of the amendment 
to section 332 (c) as initially recommended is now proposed in 
order to negative any inference that nonrecognition under the sec- 
ond sentence should occur only where the subsidiary had a real- 
ized gain or loss not recognized under the preceding sentence. 

The corresponding recommendation with respect. to asset basis is 
covered by the amendments to section 334 (b) (1) and (2) contained 
in section 14 (a) of the proposed amendments. In connection with 
this recommendation, the following points are noted. First, where 
basis is determined under section 334 (b) (1), an adjustment of 
basis is required not only with respect to property received in the 
transfer to the parent as creditor under section 332 (c) but also with 
respect to property distributed to the parent as stockholder under sec- 
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tion 332 (a). This seems necessary to cover the situation where, in the 
liquidation, the indebtedness is paid off in money and the remaini 
ae is distributed in respect of stock. Secondly, even though the 

asis is determined under section 334 (b) (2),an amendment limiting 
basis as indicated in the preceding paragraph is required in order 
to effect a comparable result. This is because the proposed amend- 
ment to section 332 (c) provides for nonrecognition of gain or loss to 
the parent corporation from satisfaction of the subsidiary’s indebted. 
ness to it even though section 334 (b) (2) is applicable to the distribu- 
tion received by the parent with respect to stock of the subsidiary, 
While the een is less likely to arise in connection with a liquida- 
tion to which section 334 (b) (2) applies, it is quite possible that a pur- 
chaser of a newly acquired subsidiary might hold obligations of the 
new subsidiary at a discount or premium. 

Liquidation of subsidiaries all the stock of which—or the common 
stock of which—is worthless.—Section 332 requires that, in order for 
that section to apply to a distribution in complete liquidation of a 
subsidiary, the distribution by the subsidiary must be in complete 
cancellation or redemption of all its stock. The courts have held, 
with the Commissioner’s acquiescence, that section 332 does not apply 
to the liquidation of an insolvent subsidiary where the property re- 
ceived by the parent is insufficient to satisfy indebtedness to the parent 
so that nothing is received by the parent in cancellation or redemption 
of its stock interest in the subsidiary. In Spaulding Bakeries Incor- 
porated, 252 F. 2d 693 (2d Cir. 1958), the Court, affirming the Tax 
Court, held that where the value of the property of a liquidating sub- 
sidiary received by a parent corporation owning both preferred and 
common stock of the subsidiary is insufficient to satisfy the priority 
rights of the subsidiary’s preferred stock, leaving nothing for distri- 
bution on its common stock, section 332 is similarly inapplicable. The 
advisory group has considered whether section 332 should be extended 
to cover either or both of these two situations. The effect of such an 
extension of section 332 would be to deprive a parent corporation of 
any opportunity in the situations covered to obtain a loss deduction 
under section 165 (g) on account of worthlessness of any stock in 
respect of which no liquidation distribution was received while, on 
the other hand, it would enable the parent in such situations to utilize 
loss carry-overs and other tax attributes of the liquidated subsidiary. 
Little objection appears to have been raised to the present inapplica- 
bility of section 332 to the liquidation of an insolvent subsidiary and 
any attempt to cover insolvency situations would involve a number 
of troublesome problems including whether or not the coverage 
should be elective. With respect to situations of the Spaulding type, 
the question is one of where to draw the line. The advisory group, 
holding no strong convictions either way, makes no recommenda- 
tion for statutory amendment. 

Meaning of “taxable year”.—The advisory group has consid- 
ered the suggestion that the references in section 332 (b) to “the 
taxable year” be clarified to insure that the taxable year referred 
to is that of the parent and not that of the subsidiary. The group 
is aware of no conflict of view in this regard and considers statu- 
tory clarification unnecessary. 
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Correlation of various stock ownership requirements.—While not 
directly pertaining to subchapter C, the advisory group recommends 
that Janaldeeatica be given to the desirability of correlating the stock- 
ownership requirements of section 165 (g) (3) (A) with the stock- 
ownership requirements of sections 1504 (a) and 332. Section 165 
(g) (3) (A), in providing for removal from the capital asset category 
deridion in a corporation affiliated with a domestic corporate tax- 
payer, permits a corporation to be treated as affiliated with the tax- 

yer only if at least 95 percent of each class of its stock is owned 

irectly or indirectly by the taxpayer. Except for the absence of any 

rovision excluding nonvoting stock which is limited and preferred as 
to dividends, this provision, which was formerly incorporated in the 
Internal Revenue Code of 1939, was in genera] accord with section 
141 (d) of the 1939 Code which, for consolidated return purposes, 
required the ownership within the group of at least 95 percent of the 
voting Ce of all classes of stock and at least 95 percent of each 
class of the nonvoting stock (excluding such nonvoting preferred 
stock). In section 1504 (a) of the 1954 Code the definition of an 
affiliated group was amended so as to reduce the 95-percent require- 
ment to 80 percent, nonvoting preferred stock still being excluded. 
The stock ownership requirements for consolidated return purposes 
are thus now in accord with the stock ownership requirements under 
section 332. It would seem appropriate in the interest of consistency 
to amend section 165 (g) (3) t A) by reducing the 95 percent owner- 
ship requirement therein to 80 percent, and by excluding from the 
ownership requirement nonvoting preferred stock which is limited and 
preferred as to dividends. In this connection, consideration should be 
given to the desirability, in view of the 20-percent minority interest in 
subsidiaries now permitted to join in consolidated returns, of provid- 
ing statutory sanction of an appropriate division between the affiliated 
corporations (without tax consequences) of any tax savings flowing to 
the group from the filing of consolidated returns, so that minority 
stockholders of loss subsidiaries included in the affiliated group may 
mag from tax savings resulting from use of their corporation’s 
osses. 


SECTION 14. BASIS OF PROPERTY RECEIVED IN 
LIQUIDATIONS AND CERTAIN REDEMPTIONS 


Revision of section 334 (a).—The proposed revision of section 334 
(a) is explained in the comments with respect to section 12 of the pro- 
supra, under C. Proposed revision of section 

4 (a). 

Basis adjustment where indebtedness of liquidating subsidiary in 
hands of parent is satisfied —The purpose of the proposed amendment 
to section 334 (b) (1) (and the corresponding amendment to sec. 334 
(b) (2)) is explained in the comment with respect to section 13 of the 
proposed amendments, supra, Effect of satisfaction of indebtedness to 
parent having basis above or below value of property received. 

Time within which subsidiary’s liquidation must be commenced or 
completed for purpose of special stock basis rule-—The purpose of the 
proposed amendment to section 334 (b) (2) is to require liquidation of 
a subsidiary to be completed within 2 years after completion of the 
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purchase of its stock if the distributed prencety is to have the basis of 
the purchased stock. Under subsection (b) (2) as it now reads the 
liquidation plan must be adopted not more than 2 years after the 

urchase, but there is no requirement as to the time within which the 
iquidation must be completed. The advisory group has considered 
but makes no recommendation as to whether or not the 2-year period 
in the revised subsection (b) (2) should be shortened. A shorter 
period would have the effect of ss the applicability of the pro- 
vision to situations more closely resembling property acquisitions and 
would reduce complications with respect to adjustments under the 
last sentence of subsection (b) (2), but it would also have the effect 
of making application of the provision more elective. 

Successive liquidations of controlled corporations for purpose of 
special stock basis rule-——The definition of “purchase” in paragraph 
(3) of subsection (b) creates problems in the case of chain acquisitions, 
“Purchase” is defined in section 334 (b) (3) (C) toexclude stock acqui- 
sitions from persons the ownership of whose stock would, under section 
318 (a), be attributed to the acquirer. Suppose that corporation A 
purchased directly the stock of corporation C, an operating company 
the stock of which was the sole asset of corporation B, and A there- 
upon caused C to be completely liquidated. In that event, the 
special stock basis rule of subsection (b) (2) would apply and the 
basis of C’s assets in the hands of A would be the amount paid by 
A to B for the C stock. Suppose that, instead, corporation A pur- 
chased all the stock of corporation B, then caused C to be liquidated 
into B and then caused B to be liquidated into A. In that event it 
would appear that such special stock basis rule would similarly apply 
and the basis of C’s assets in the hands of A would be the amount 

aid by A for the B stock. Suppose, on the other hand, that in the 

atter case A, having purchased the B stock, caused B to be liquidated 
into A first and then caused C to be liquidated into A. In that event, 
it is arguable that under subsection (b) (3) (C) the special stock basis 
rule is not applicable since A acquired the C stock from B, a corpora- 
tion the ownership of whose stock would, under section 318 (a), be 
attributed to A. ‘The purpose of the proposed amendment to sub- 
section (b) (3) (C) is to make sure that the applicability or inappli- 
cability of the special stock basis rule does not depend upon whether 


the purchased corporation or a controlled subsidiary is liquidated first. _ 


The purpose of the proposed new section 334 (b) (5) is to require, 
in the case of purchase of the stock of the parent in a corporate chain, 
that the period within which the liquidation of the parent corporation 
and each of its subsidiaries must be completed is to be measured from 
the time of the original purchase of the parent corporation’s stock 
if the benefits of the special stock basis rule are to be obtained with 
respect to the liquidation of the entire group. 

Stock acquired pursuant to an option.—The definition of “purchase” 
in section 334 (b) (3) (C) gives rise to the following further problem. 
Suppose corporation A desires to acquire the stock of corporation B. 
Corporation X owns 50 percent of corporation B’s stock and corpora- 
tion A takes an option on it, to be exercised if it is successful in obtain- 
ing an additional 30 percent of B’s stock. Shortly thereafter, having 
obtained the additional 30 percent, corporation A exercises its option 
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and promptly causes corporation B to be completely liquidated. 
Under a literal interpretation of sections 318 (a) (3) and 334 (b) (3) 
(C), it is arguable that the stock purchased pursuant to the option 
is not acquired by “purchase” within the statutory definition and 
therefore that the special stock basis rule does not apply. The sub- 
chapter C regulations clarify this problem by treating the purchase of 
stock pursuant to an option as a purchase within the statutory defini- 
tion; and the purpose of the proposed new section 334 (b) (6) is to 
incorporate into the statute the rule on this point now expressed only 
in these regulations 

Modification of attribution of ownership rules.—As indicated 
in the two preceding paragraphs, the attribution of ownership 
rules of section 318 (a) are brought into play in the definition of 
“purchase” for purposes of section 334 (b) (3) and (6). In the 
advisory group’s proposed amendments to section 318 (a), the 
50-percent test under existing law for determining attribution 
from corporations to stockholders is proposed to be reduced to 
5 percent. See proposed section 318 (a) (2) (C). If this were 
applicable for purposes of section 334 (b), as it was under the 
amendments as initially proposed, it would mean, for example, 
that an acquisition of stock by a corporation would not qualify as 
a “purchase” if the acquiring corporation already owned as little 
as 5 percent of the stock of the corporation from which the stock 
was acquired. It is believed that the 50-percent test under exist- 
ing law is more reasonable than the 5-percent test for purposes of 
section 334 (b). Accordingly, it is now proposed to revise para- 
graphs (3) (C) and (6) of the proposed amendments to section 
334 (b) so that, for purposes of those paragraphs the 5-percent 
limitation contained in section 318 (a) (2) (C) will be considered 
to be 50 percent. 

Distribution of installment obligations in a liquidation of a subsidi- 
ary to which the special stock basis rule is applicable-—Under section 
453 (d) (4) no gain or loss is recognized with respect to the distribution 
of installment obligations if section 332 applies. If the basis in the 
hands of the parent of the property of a subsidiary which is liquidated 
under section 332 is determined under section 334 (b) (2), it appears 
that the parent may obtain a stepped-up basis for installment obliga- 
tions without payment of any tax. The only tax paid would be the 
capital-gains tax, if any, paid by the selling stockholders at the time 
of the parent’s purchase of the subsidiary’s stock. The purpose of 
the proposed amendment to section 453 (d) (4) (A) is to prevent the 
distribution without tax to the distributing corporation of install- 
ment obligations at a stepped-up basis under section 334 (b) (2). An 
alternative method of dealing with this problem, though probably 
more complicated to provide, would be to oe nonrecognition of 
gain on the distribution despite the applicability of section 334 (b) (2) 


and to amend the latter section to require continuance in the hands 
of the parent of the subsidiary’s basis for the installment obligations 
distributed. However, viewing section 334 (b) (2) as being intended 
to apply only to transactions resembling asset purchases, it seems 
more in keeping that gain on the installment obligations should be 
recognized to the subsidiary. 
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SECTION 15. GAIN OR LOSS ON SALES OR EXCHANGES 
IN CONNECTION WITH CERTAIN LIQUIDATIONS— 
AMENDMENTS OF SECTION 337 


Section 337 provides, subject to certain qualifications, for the non- 
recognition of gain or loss on sales or exchanges of corporate assets 
made following the adoption of a plan of liquidation, if the liquidation 
is completed within a 12-month period beginning on the date the 
liquidation plan is adopted. 

Involuntary conversions.—The Internal Revenue Service has ruled 
(Revenue Ruling 56-372, C. B. 1956-2, 187) that the receipt of fire 
insurance proceeds from the complete destruction of a building by 
fire, resulting in an involuntary conversion, does not constitute a 
“sale” for the purpose of obtaining nonrecognition of gain or loss 
benefits where jiautdation of corporate assets is made pursuant to 
section 337. The fact that section 1033 characterizes destruction of 
property and indemnification for its loss as an involuntary conver- 
sion, it is held, does not establish that the events constitute a sale or 
exchange; nor are the provisions of section 1231 (a) effective to 
characterize the events as a sale or exchange. The advisory group 
considers it appropriate and desirable to extend the nonrecog- 
nition treatment provided by section 337 (a) to all involuntary 
conversions. Since an involuntary conversion cannot be foreseen 
and it is impractical to require adoption of the liquidation plan 
on or before the day of the conversion, it is proposed, as to such 
conversions, to relax the strict requirements of the section with 
respect to the time of adoption of the liquidation plan. Since 
the time of receipt of the proceeds of an involuntary conversion 
may depend on factors beyond the control of the corporation and 
receipt within a 12-month period is often impossible, it is proposed 
also to relax the distribution requirements with respect to such 
conversions. Accordingly, it is recommended that an involuntary 
conversion within the meaning of section 1033 be considered a sale 
or exchange for purposes of section 337, and that the require- 
ments of paragraph (1) (B) regarding the time of distribution, 
and the requirement of paragraph (1) that the sale or exchange 
occur within the 12-month period referred to therein, be consid- 
ered satisfied if such 12-month period begins not later than 60 
days after the disposition of the converted property, as defined 
in section 1033 (a) (2), and the proceeds of the conversion are 
distributed within such 12-month period or within 60 days after 
the receipt thereof by the corporation, whichever is later. This 
was not fully covered by section 337 (a) (2) as initially proposed 
to be amended but is provided for in section 337 (a) (2) as pro- 
posed to be revised. 

Collapsible corporations and corporations liquidated under section 
333.—Under present luw section 337 is not applicable to any sale or 
exchange made by a collapsible corporation or to any sale or exchange 
following the adoption of a section 333 liquidation plan. In view of 
the proposals herein made with respect to the treatment of corporate 
liquidations generally, the elimination of section 333 and the special 
treatment of collapsible corporations, the advisory group recom- 
mends, for the reasons stated in the comments relating to those provi- 
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sions (and particularly the discussion contained in Section 12, D. 
Collapsible Crenlenstinenns Distributions under sec. 387 plans), that if 
such proposals are adopted, section 337 be no longer inapplicable to 
collapsible corporations and the reference to section 333 be eliminated. 

Successive liquidations of controlled corporations.—Section 337 (c) 
(2) makes the section inapplicable where the liquidation is one to 
which section 332 applies, if the parent corporation takes over the sub- 
sidiary’s property basis. This rule—an entirely sound one when the 
liquidation of a subsidiary alone is involved—raises problems of 

rocedure, i. e., order of sales and liquidations, where parent and 
subsidiary both contemplate the sale of assets and complete liquida- 
tion. Under present law, if a subsidiary adopts a ore of complete 
liquidation under section 332 which is completed within the 12-month 

riod gain or loss would be recognized upon the sale of assets by it 
fering the period, even though the parent corporation within the 
same period completely liquidates outside of section 332. However, 
if the subsidiary were first completely liquidated into the parent under 
section 332 and the parent sold the assets received from the subsidiary 
emoweng the adoption of its own plan of complete liquidation, no 
gain or loss meal be recognized on the sale of the assets formerly 
owned by the subsidiary. Similar problems arise where intermediate 
holding corporations are involved. Since there appears to be no 
policy reason why section 337 should not apply where the parent cor- 
poration completely liquidates within the prescribed period outside of 
section 332, the advisory group recommends that a sentence be added 
to the rule contained in the present paragraph (2) of section 337 (c) 
(subsec. (c) of sec. 337 as revised), making the rule inapplicable 
to a complete oe aici of a member of an affiliated group of 
corporations if all members of the group receiving property in the 
liquidation and the common parent are connpltaly Via’ ated within 
the 12-month period beginning on the date the plan of complete liqui- 
dation is first adop by any such member of the group. The 
amendment as initially proposed incorporated by reference the 
definition of affiliated group contained in section 1504; a tech- 
nical clarifying change is now proposed in order to make clear 
that the definition is applicable without regard to the exceptions— 
of no significance for this purpose—contained in section 1504 (b). 
An affiliated group may of course qualify under this provision 
irrespective of whether or not a consolidated return is actually 
filed by the group. 

Assets not easily distributable among shareholders.—Sometimes the 
sale of assets in the course of a section 337 liquidation involves the 
receipt of debt securities or other consideration from the purchaser, 
which it is difficult to distribute within a 12-month vet among a 
substantial number of shareholders. The liquidating corporation may 
also have other assets, such as claims in litigation, which are not 
susceptible of prompt distribution. The advisory group recom- 
mends that relief be provided in such situations. In the initial 
report and accompanying proposed amendment to section 337 
(a) (1), it was proposed that this be accomplished by permitting 
such assets to be transferred to a liquidation trust or agency 
for the benefit of the shareholders provided the need for such 
arrangement is established, prior to the expiration of the 12- 
month period, to the satisfaction of the Secretary or his delegate 
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and all terms and conditions imposed by him are met. It was 
stated that since section 337 appears to contemplate realization 
of gain or loss to the shareholders within a 12-month period after 
adoption of the liquidation plan as the price of nonrecognition 
of gain or loss to the corporation, it is contemplated that the 
trust or agency arrangement will not be approved if the effect 
thereof is to postpone realization of gain by the shareholders 
that would have been realized upon a distribution of the assets 
directly to them at the time of the creation of the trust or agency, 
The advisory group has given further consideration to this pro- 
posal in the light of comments received and has concluded that 
the amendment as originally proposed should be revised in a 
manner which it is believed will accomplish substantially the 
same objectives but will be more satisfactory in practice. Under 
the revised proposal, a transfer in liquidation to such trust or 
agency is required to be treated for tax purposes as a liquidation 
distribution by the corporation to the stockholders and a transfer 
in turn by them to the trust or agency, if the income of the trust 
or agency is currently taxable to its beneficiaries. Thus the trust 
would not qualify for this purpose if it constituted an association 
taxable as a corporation. 

Dissenting stockholders’ claims.—Section 337 (a) (1) (B) pro- 
vides for the distribution within a 12-month period of all assets 
less assets retained to meet claims. Claims of dissenting stock- 
holders frequently cannot be settled within that period. It is 


recommended that the amendment as initially proposed be re- 


vised so as to insure that such claims will be included within the 
exception. 


Correlation with section 368 (a) (1) (C), (D) or (F).—Section 
337 is designed to eliminate the corporate tax with respect to 
sales and exchanges in connection with complete liquidations 
which involve taxable distributions to the shareholders. Liqui- 
dations incident to corporate reorganizations are not considered 
under the Code to be in connection with such complete liquidations 
as the property transferred in reorganization continues in corpo- 
rate solution. For example, under some circumstances sales or ex- 
changes of corporate property to corporations controlled by the 
same interests may constitute reorganizations within the defini- 
tion contained in section 368 (a) (1) (D); and in such situations, 
though liquidation distributions may be incident thereto, no gain 
or loss is recognized to the stockholders except where “boot” is 
received. In order to correlate section 337 and the reorganization 
provisions and prevent an improper overlap, it is recommended 
that the amendment of section 337 (c) initially proposed be re- 
vised so as to make the section expressly inapplicable to sales 
or exchanges involving transfers to which section 368 (a) (1) (C), 
(D) or (F) applies. 


SECTION 16. COLLAPSIBLE CORPORATIONS 


Section 16 of the proposed amendments would add a new section 
543 to the code. The proposed new section is discussed in the com- 
ments with respect to section 12, supra, under D. Collapsible cor- 
porations. 
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SECTION 17. PARTIAL LIQUIDATIONS 


The advisory group recommends that section 346 be amended so. 
that it will be coordinated with the provisions of section 302 (relatin 
to redemptions of stock) and section 355 (relating to distribution of 
stock and securities of controlled corporations). : 

Subsection (a) (1) in the proposed revision would, as in existing 
law, include in the definitions of partial liquidation a distribution 
which is one of a series of distributions in redemption of all of the 
stock of the corporation pursuant toa plan. : 

Subsection (a) (2) would clarify existing law by providing specifi- 
cally that all other distributions in partial liquidation, including those 
flowing from termination of a business, must (1) be in redemption 
of part of the stock of the corporation pursuant to a plan, and (2) 
occur within the taxable year in which the plan is adopted or within 
the succeeding taxable year. Subsection (a) (2) (C) would then make 
the further requirement that in order to constitute a partial liquida- 
tion a distribution in redemption of part of the stock must meet. 
one of three tests: 

_(1) The distribution must not be essentially equivalent to a 
dividend; 

(2) The distribution must be attributable to the corporation’s 
ceasing to conduct an “active business” (as defined in pro- 
posed section 346 (e)) ; it must be made within a reasonable time 
after such cessation; it must consist of all or part of the assets of 
the discontinued business (or the proceeds from the sale thereof) ; 
the amount of the distribution must be at least equal to 20 per- 
cent of the net worth of the corporation; and after the distribu- 
tion the corporation must be engaged in another “active business”: 

(3) The distribution must be attributable to the reduction 
of an “active business” (as defined in proposed section 346 (e)) 
conducted by the corporation; it must be made within a rea- 
sonable time after such reduction; it must consist of all or 
part of the assets (or the proceeds from the sale thereof) 
which prior to such reduction of business were reasonably 
required in such business but which as a result of such reduc- 
tion are no longer so required; the amount of the distribution 
must be at least equal to 50 percent of the net worth of the 
corporation; and after the distribution the corporation must. 
be engaged in the active conduct of business. 

Where partial liquidation status depends upon satisfying test (2), 
if the amount of the distribution exceeds the net worth of the discon- 
tinued business (including appropriate working capital), the excess 
would not be treated as a part of the partial liquidation but would 
be treated as a distribution to which section 301 or 302 would apply. 
Similarly, where test (3) is involved, if the amount of the dis- 
tribution exceeds the amount which by reason of the reduction 
in business was released from the reasonable needs of the busi- 
ness (including appropriate working capital), the excess would 
not be treated as a part of the partial liquidation but would be 
treated as a distribution to which section 301 or 302 would apply. 

Coordination with section 302.—Section 346, as revised, follows the 

pattern of section 302 in retaining the broad provision of the 1939 


536 AMEND INTERNAL REVENUE CODE 


Code giving capital gain treatment to a distribution which is not 
essentially equivalent to a dividend, while at the same time insuring 
capital gain treatment to the stockholder if his case fits within the 
specific statutory rules relating to termination of one of two or more 
businesses actively conducted by the corporation or reduction of an 
active business. Again in accordance with the pattern of section 302, 
section 346 (f) provides that the failure to meet the specific require- 
ments of the termination of business rule in section 346 (c) or the 
reduction of business rule in section 346 (d) shall not be taken into 
account in determining whether under section 346 (b) the distribution 
is not essentially equivalent to a dividend. 

It is also stated in section 346 (f) that for the purposes of see- 
tions 346 (b), (c), and (d) it is immaterial whether or not the dis- 
tribution qualifies for capital gain treatment under section 302 (a), or 
whether it is pro rata or non prorata with respect to the shareholders 
of the corporation. ‘The treatment is the same as far as section 346 
is concerned whether the distribution is proportionate or dispropor- 
tionate among shareholders. (Thus, under the proposed revision, it 
is unnecessary to make the attribution rules of sec. 318 (relating to 
constructive stock ownership) applicable to sec. 346, because the at- 
tribution of stock ownership is immaterial for its purposes.) How- 
ever, for the purpose of determining whether a distribution is not 
essentially equivalent to a dividend within the meaning of section 
302 (b) (1), it is specifically provided in section 302 (b) (6) that there 
will be taken into account “all * * * facts and circumstances.” Hence, 
under section 302 (b) (1) the inquiry will encompass the proportion- 
ate or disproportionate nature of the redemption and the relationship 
of the shareholders as well as the circumstances at the corporate level 
(such as contraction of the business), whereas under section 346 it will 
be immaterial whether the distribution is pro rata or non pro rata at 
the shareholder level. 

While capital gain treatment would be accorded to the shareholder 
whether the distribution falls under section 302 (a) or under section 
346, there are certain differences in treatment accorded the two types 
of distributions under sections 306 and 311 in existing law. For 
example, under section 311, if the distribution falls only within section 
302 (a) gain is recognized to the distributing corporation in the case of 
certain Fetributions of LIFO inventory and property subject to a lia- 
bility in an amount exceeding the basis of the property. However, 
under section 336 gain is not recognized to the corporation in such cases 
if the distribution falls within section 346. In the original report the 
advisory group stated that further consideration might be given 
to statutory amendments which would make the application of 
sections 306 and 311 uniform whether the distribution falls under 
section 302 (a) or section 346 (a) (2). The revised report recom- 
mends that the provisions of sections 311 (b), (c), and (d) apply to 
the distributing corporation whether the distribution constitutes a 
stock redemption under section 302 (a) or a partial liquidation 
under section 346 (a) (2). This is accomplished by a proposed 
amendment to section 336, contained in section 17 (c) of the pro- 
posed amendments. Under the amendment sections 311 (b), (c), 
and (d) would still remain inapplicable to a corporation in the 
case of a distribution constituting a complete liquidation or a 
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partial liquidation under section 346 (a) (1) (a distribution which 
is one of a series of distributions in redemption of all the stock of 
a corporation). 

With respect to section 306 stock, the revised report recommends 
(in sec. 17 (b) of the proposed amendments) that the present pro- 
visions of section 306 (b) (2), making section 306 inapplicable to 
rdemptions of section 306 occurring in partial or complete 
liquidations, be modified so as to apply only to redemptions occur- 
ring in a complete liquidation or occurring ina partial liquidation 
which qualifies under the termination of business rule of proposed 
section 346 (c) or the reduction of business rule of section 346 (d). 
The effect of the change would be that a redemption of section 
306 stock could no longer be entitled to capital-gain treatment 
merely by qualifying as a partial liquidation under the “not essen- 
tially equivalent to a dividend” test of proposed section 346 (b), 
but in order to be entitled to capital-gain treatment as a partial 
liquidation would have to qualify either under the termination of 
business rule of section 346 (c) or the reduction of business rule 
of section 346 (d). 

As a result, although the words “not essentially equivalent to a 
dividend” still appear in the revised version both in section 302 
(b) (1) and section 346 (b), there will be no difference in practical 
result under the code whether a particular distribution is con- 
sidered to fall under one section or the other. While the advisory 
group gave consideration as a matter of drafting to moving all 
of the provisions of section 346 to section 302, it was concluded 
that this was inadvisable for the present because it would require 
a substantial recasting of parts I and II of subchapter C. 

Termination of business rule-—The provisions of section 346 relating 
to termination of a business (found in subsection (b) of the existin 
law and subsection (c) of the proposed revision) have been madifiel 
in several respects. The new paragraph (2) would require that the 
distribution be made within a reasonable time after the cessation of 
the active business. Existing law, if read literally, might require that 
the business be operated until the time of distribution of the assets 
or the proceeds from the sale thereof. The Treasury regulations 
relax the literal requirements by providing in section 1.3846-1 (c) that 
if a business is sold after having been actively conducted until the 
date of sale, the proceeds need not be distributed at the moment of 


| sale but may be distributed “as soon thereafter as reasonably pos- 


sible.” The proposed paragraph (2) would also cover cases in which 
a business is involuntarily terminated, as might occur in the case of 
fire. The new provision would allow reasonable time to collect the 
proceeds of insurance and investigate the possibility of reestablishing 
the business before the corporation makes the decision to distribute 
the insurance proceeds and the other funds flowing from the termina- 
tion of the business. 

Existing law, as interpreted in the regulations (sec. 1.346 (b)), 
requires that all the assets of the terminated buisness, or the entire 
proceeds of sale thereof, be distributed to shareholders. Para- 
graph (3) of the proposed revision would permit part of the assets, 
or part of the proceeds of sale, to be distributed while the balance is 
retained in the corporation. This change is recommended because 
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of the difficulty in some cases of determining the precise extent of 
the assets of the discontinued business. Moreover, some of those 
assets may be needed to discharge corporate liabilities attributable 
to the discontinued business. 

At the same time paragraph (4) has been added requiring that the 
amount of the distribution must be at least equal to 20 percent of the 
excess of the fair market value of the assets of the corporation over the 
liabilities of the corporation existing immediately before the distribu- 
tion. ‘This will insure that the distribution will represent a signifi- 
cant portion of the net worth of the corporation, and will serve to 
distinguish it from an ordinary distribution of current profits. 

Definition of active business (coordination with section 355).—The 
advisory group recommends that the statute be amended to include 
a definition of “active business” which will apply both for the pur- 
poses of section 346 and for the purposes of 355 (relating to distribu- 
tions of stock and securities of controlled corporations). This has 
been inserted as section 346 (e) in the proposed revision of section 
346, applicable both to section 346 and section 355. As in section 
346 (b) of existing law, it is required that the corporation be engaged 
in the active conduct of a trade or business at the time as of which 
the test is applied; that such trade or business has been actively con- 
ducted throughout the 5-year period immediately preceding ; and that 
the trade or Giahions was not acquired within the 5-year period ina 
transaction in which gain or loss was recognized in whole or in part 
to the transferor. While the latter provision in existing law seeks to 
rule out cases in which a business is acquired within the 5-year period 
in a transaction in which boot is given to the transferor, it fails of 
its mark in those cases in which the transferor corporation distributes 
the boot to its shareholders. In such event section 362 relieves the 
corporate transferor from recognition of gain on the receipt of the 
boot and taxes the boot to the shareholders of the transferor to whom 
it is distributed. ‘There isa further problem under existing law where 
the business is acquired by purchase from a corporation to which no 
gain is recognized because the sale is made by it following adoption of 
a plan of complete liquidation under section 337. In such case, gain 
or loss may be recognized to the shareholders though not to the 
selling corporation. Accordingly, section 346 (e) (3) (B) in the pro- 
posed revision would rule out a business acquired within the presediah 
5 years not only where gain was recognized to the transferor of the 
business but also where gain was recognized to the shareholders of a 
corporate transferor. 

Reduction of business rule.—In the revised version of the ad- 
visory group proposals there has been inserted a new section 
(sec. 346 (d)) providing a further alternative test for determin- 
ing whether a distribution constitutes a partial liquidation. 
Dissatisfaction has been expressed with the test of existing law 
(the basic concept of which has been continued in revised sec. 
346 (c)) making partial liquidation status depend upon the termi- 
nation of a separate business conducted for more than 5 years. 
It has been urged that so long as the corporation is engaged in 
the active conduct of business both before and after the distri- 
bution and the distribution stems from a reduction of the corpo- 
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ration’s active business, it should not be necessary that it stem 
from complete termination of a business which was separate 
from the corporation’s remaining business. It has also been 
urged that the length of time the business has been conducted 
should be immaterial so long as the normal capital asset hold- 
ing period requirement for the stock has been satisfied. In addi- 
tion, it has been contended that the size of the distribution 
required should be raised to a level of 50 percent, as contrasted 
with the lack of any specific size requirement in existing law 
and the 20 percent requirement of proposed section 346 (c). 

The advisory group after deliberation has found it difficult 
to find that either the “termination” test with a lower size of 
distribution requirement or the “reduction” test with a substan- 
tially higher size requirement represents the exclusive indicia 
of partial liquidation. It has concluded that each of the two 
tests appears sufficiently rigorous to permit distributions de- 
scribed by them to be accorded partial liquidation treatment. 
Accordingly, the advisory group recommends that both tests be 
prescribed in section 346, so that satisfaction of either the “termi- 
nation of business” test (346 (c)) or the “reduction of business” 
test (346 (d)) or the general “not essentially equivalent to a 
dividend” test (sec. 346 (b)) will entitle the distribution to partial 
liquidation status. 

The advisory group concluded that for purposes of the “reduc- 
tion of business” test as well as the “termination of business” 
test the statute should require that the business be conducted for 
more than 5 years. The advisory group recognized that there 
may be meritorious cases warranting capital-gain treatment on 
distribution where the business has been conducted less than 5 
years. However, it was felt that the elimination of all require- 
ments as to the period of operation in the “reduction of business” 
test might lead to abuse (even though the distribution represents 
more than 50 percent of the net worth)—as, for example, where 
large liquid funds are used to purchase a business and its scope 
of operations is soon thereafter reduced as a means of effecting a 
partial liquidating distribution. The advisory group concluded 
that where the business has been conducted less than 5 years the 
automatic provisions of the “reduction of business” test in pro- 
posed section 346 (d) sheuld not be applicable, but its inapplica- 
bility would not prejudice the taxpayer’s right to obtain capital- 
gain treatment under the general “not essentially equivalent to a 
dividend” test of section 346 (b) in the light of the surrounding 
facts and circumstances. Accordingly, in the proposed drafts 
the definition of “active business” in section 346 (e), which con- 
tains the 5-year operation requirement, applies for purposes of 
the “reduction of business” test of section 346 (d) as well as the 
“termination of business” test of section 346 (c), but does not 
apply for purposes of the “not essentially equivalent to a divi- 
dend” test of section 346 (b). 

Dividends paid deduction and information returns.—In the pro- 
posed revision the last sentence of present section 346 (a) (relating to 
the dividends paid deduction under section 562 (P) and information 
returns under section 6043) has been deleted. The advisory group 


le 
le 
le 
i- 
to 
le 
r- 
aS 
n 
d 
‘h 
at 
a 
rt 
to 
of 
es 
he 
he 
m 
re 
no 
of 
in 
he 
‘0- 
ng 
he | 
a 
d- 
on 
in- 
yn. 
PC. 
ni- 
rs. 
in 
ri- 
0- 


540 AMEND INTERNAL REVENUE CODE 


recommends that sections 562 (b) and 6043 be amended to make them 
applicable both to redemptions of stock under section 302 (a) as well 
as under section 346, in the same manner as in section 312 (e) of exist- 
ing law. This would be accomplished by inserting after the word 
“liquidation” where it appears in the first sentence of section 562 (b), 
and in section 6048 (1) and (2) , the words “or in redemptions to which 
section 302 (a) or 303 applies.” 


SECTION 18. TRANSFER TO CORPORATION CONTROLLED 
BY TRANSFEROR—AMENDMENT OF SECTION 351 


The proposed amendment to section 351 (a), relating to stock or 
securities issued for services or for section 306 stock, is explained in the 
comments with respect to section 7 of the proposed amendments, 
supra, under Section 351 exchanges and capital contributions of sec- 
tion 306 stock. 

The advisory group recommends that section 351 (b) be amended 
by the addition of two subparagraphs applicable to corporate trans- 
ferors which receive boot in section 351 transactions constituting part 
of a corporate division under section 355 or part of a plan of reorgan- 
ization within the meaning of section 368. These subparagraphs 
would relieve the corporate transferor from recognition of gain by 
reason of the receipt of boot to the extent that the boot is distributed 
to its shareholders pursuant to the plan. 

Section 356 transactions.—The first new subparagraph is inserted in 
section 351 in the proposed revision as section 351 (b) (1) (B) to cover 
transactions at the corporate level which are a part of a corporate 
division under section 355. This is done because in the proposed 
revision transfers of property from one corporation to a controlled 
corporation as a part of a plan for a corporate division under section 
355 are removed entirely from the area of reorganizations. (See secs. 
368 (a) (1) (C) (iii) and 368 (a) (1) (D) (iii) and the comments 
relating thereto, under sec. 26. Definitions relating to corporate 
reorganizations—amendment of sec. 368.) In such cases nonrecogni- 
tion of gain or loss at the corporate level would be governed entirel 
by section 351, and the new subparagraph (B) in section 351 (b) (1 
is necessary to relieve the corporate transferor from tax to the 
— boot is received by it and concurrently distributed to its share- 

olders. 

Reorganizations—The second new subparagraph (section 351 (b) 
(1) (Cy) has been inserted in the proposed revision to coordinate the 
rules applicable to a corporate transferor which receives boot in a 
transaction which qualifies both under section 351 and as a reor- 
ganization under section 368 (a) (1) (D). In existing law section 
351 does not relieve the corporation from tax if it distributes the boot, 
but the overlapping provisions of section 361 do grant such relief. 
In the proposed revision section 351 (b) (1) (C) would make clear 
that in such a case the corporate transferor will be relieved from tax 
to the extent provided in section 361. 

For a further discussion of the provisions relieving the corporate 
transferor from tax on the receipt of boot to the extent cencurrently 
distributed to its shareholders see the comments relating to section 361 
under section 24. 
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SECTION 19. EXCHANGES OF STOCK AND SECURITIES 
IN CERTAIN REORGANIZATIONS—AMENDMENT OF 
SECTION 354 


The principal change recommended by the advisory group in the 
proposed revision of section 354 relates to its application to exchanges 
of stock and securities in reorganiaations pursuant to section 368 
(a) (1) (D). Under present law, in order for a transaction to qual- 
ify as a reorganization under section 368 (a) (1) (D), there must 
be a transfer by a corporation of all or a part of its assets to another 
corporation, immediately after the transfer the transferor or its 
shareholders must be in control of the transferee corporation, and the 
transferor must make a distribution of the stock or securities received 
by it from the transferee corporation in a transaction which qualifies 
under section 354, 355, or 356. 

Section 354 in existing law then provides nonrecognition of gain or 
loss to a holder of rn or securities in the transferor corporation 
who exchanges them solely for stock or securities in the transferee cor- 
poration. However, section 354 (b) then withdraws the non- 
recognition privilege if the exchange is made in pursuance of a plan 
of reorganization under section 368 (a) (1) (D) unless the transferee 
corporation acquires substantially all the assets of the transferor cor- 
poration and the transferor completely liquidates. The apparent 
purpose of these interlocking provisions is to deny nonrecognition of 
gain or loss in the case of a corporate division which does not qualify 
under the strict rules of section 355, 

The present statutory technique may be defective in that it may 
not be adequate to protect the rules of section 355 in the case of a 
“splitup”—1. e., where corporation A transfers part of its assets to 
subsidiary B and the remainder of its assets to subsidiary C, after 
which A dissolves, distributing to its stockholders the stock of B and 
C. If the transaction does not qualify under section 355, none of the 
reorganization provisions are applicable by their terms and the share- 
holders may be taxed as on a complete liquidation of the corporation 
under section 331. Thus under existing law if the shareholders have 
a high basis for their stock in the corporation (for example, by acquir- 
ing it by inheritance or by recent purchase) they may comikiy be ina 
position to consummate without tax to themselves a splitup of the 
corporation which does not qualify for tax deferral under section 355. 
Even if they do not have a high oes for their stock, they may pos- 
sibly be able, at the price of a capital gains tax, to withdraw from the 
corporation surplus property which if otherwise distributed would be 
taxable to them asa dividewd. 

To insure that any opportunity for avoidance of the requirements 
of section 355 is foreclosed by the terms of the statute, the advisory 
group recommends the following changes in existing law: 

(1) Section 368 (a) (1) (D) should be amended (a) to require 
a ee gy liquidation of the transferor corporation and (b) te 
provide that it will not apply to any transaction which is part of a 


plan involving a distribution qualifying under section 355 (or so 
much of section 356 as relates to section 355). See sec. 368 (a) 
(1) (D) (11) and (iii) in the proposed revision.) 
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(2) Sections 354 and 356 should be amended to provide that 
in the case of an exchange in pursuance of a plan of reorganization 
under section 368 (a) (1) é D), if the corporation distributes 
stock in more than one corporation which is a party to the reor- 
ganization, only the stock having the highest fair market value 
will be permited to be received without recognition of gain or logs 
to (or inclusion in income of) the shareholder. The stock in 
any other corporation or corporations a party to the reorganiza- 
tion received by the shareholder should be treated as boot. (See 
secs, 354 (a) (2) (B) and 356 (f).) 

The result of these recommended changes would be that in the case 
of a corporate division which qualifies under section 355 (or so much 
of sec. 356 as relates to sec. 355), the reorganization provisions would 
be wholly inapplicable because the transaction would be excluded 
from the definitions of the term “reorganization” in section 368. The 
transactions at the corporate level would be governed by section 351 
xa those at the shareholder level would be governed by sections 355 
and 356. 

In the case of a corporate division which does not qualify under 
section 355, if the transferor corporation does not completely liquidate, 
the reorganization provisions would be inapplicable and distributions 
would be taxable as a dividend or as otherwise provided in section 
301, 302, or 346. However, if the transferor does completely liqui- 
date, the transactions would constitute a reorganization under section 
368 (a) (1) (D). In that event under sections 354 (a) (2) (B) and 
356 (f) the shareholder would be permitted to receive without recog- 
nition of gain or loss (or inclusion in income) only the stock whic 
has the highest fair market value, and the other stocks would be taxed 
to him as boot under section 356. 

This latter treatment would apply, however, only if as part of the 

lan some or all of the assets of the distributing corporation are trans- 
erred to another controlled corporation. For example, if corpora- 
tion X has a subsidiary Y (or two subsidiaries, Y and Z) formed in 
1950 and X also owns other assets, a complete liquidation of X in 1958 
would be treated as a capital-gain transaction under section 331 
(assuming it was not a “collapsible”) and not as a reorganization 
under sections 368, 354, and 356. But if, as a part of a plan, part or 
all of X’s other assets are transferred to a new controlled corporation 


M, the transaction would be treated as a reorganization under 368 | 


(a) (1) (D); then, of the properties received by the shareholders in 
the complete liquidation of X, only the stock of the transferee cor 
ration M could be received by the shareholders without recognition 
of gain or loss or inclusion in income, since it would be the only stock 
of a corporation a party to the reorganization received by the share- 
holders in the exchange. The stocks of the subsidiaries would be 
treated as boot under section 356. If, in lieu of transferring its other 
assets to new corporation M, corporation X transferred part of such 
assets to subsidiary X and part to subsidiary Y and then dissolved 
in a transaction not qualifying under section 355, the shareholders 
could receive without tax the stock of either Y or Z, whichever stock 
has the highest fair market value, but the other stock would be treated 
as boot under section 356. 
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SECTION 20. DISTRIBUTION OF STOCK AND SECURITIES 
OF A CONTROLLED CORPORATION—AMENDMENT OF 
SECTION 355 


The advisory group recommends that section 355 be amended to 
coordinate it more fully with section 346 eens to partial liquida- 
tions), and to give to the Secretary or his delegate authority to 
approve of certain corporate divisions not specifically permitted in 
the statute if he is satisfied that tax avoidance is not one of the prin- 
cipal purposes of the transaction. 

he advisory group recommends the continuation of the require- 
ment of existing law that the distributing corporation must in every 
case under section 355 either (1) distribute all of the stock and securi- 
ties of the controlled corporation held by it immediately before the 
distribution, or (2) distribute an amount constituting control in 
which latter event the Secretary or his delegate must find that the re- 
tention by the distributing corporation of stock or securities in the 
controlled corporation does not have as one of its principal purposes 
the avoidance of Federal income tax. 

If either of these requirements is satisfied, then under the pro 
revision the transaction would qualify under section 355 if (1) both 
corporations satisfy the “active business” requirements, (2) the fair 
market value of the stock or securities distributed is at least equal to 
20 percent of the net worth of the distributing corporation, and (3) 
the transaction was not used principally as a device for the distribu- 
tion of earnings and profits. (See secs. 355 (a) (1) (B) (i) and 355 
(b).) The definition of “active business” in section 346 (e) would 
apply under section 355 for this purpose. The 20 percent requirement 
corresponds to a similar provision in section 346 (c). 

It is further provided in section 355 (a) (1) (B) (ii) of the pro- 
posed revision that even though the transaction does not otherwise 
qualify under section 355 because of failure to satisfy the active busi- 
hess requirements or the 20 percent distribution requirement, it will 
nevertheless qualify under section 355 if it is established to the satis- 
faction of the Secretary or his delegate that the distribution is not in 
pursuance of a plan having as one of its principal purposes the avoid- 
ance of Federal income tax. For example, even if the controlled cor- 
pee and the distributing corporation are not engaged in separate 
usinesses, the Secretary or his delegate might find that a division of 
a single business qualifies under section 355, particularly where after 
the division certain stockholders will own stock in only one of the 
corporations and the remaining stockholders will own only stock in 
the other corporation. Permitting some latitude in administraticn 
of the section should serve to prevent a rigid interpretation of the 
of clause (i). 

s in the case of the definition of “active business” in section 346 
(e), the provisions of section 355 disqualifying distributions of stock 
or securities of a controlled corporation acquired within the previous 
5 years where the control was acquired in a transaction in which gain 
or loss was recognized to the transferor, have been revised to exclude 
also acquisitions in which gain or loss was recognized to a stockholder 
of the transferor. (See secs. 355 (a) (3) (B) and 355 (b) (2) of the 
proposed revision.) The provisions of existing law have also been 
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clarified with respect to the determination of the acquisition of con- 


trol, particularly with respect to cases in which part of the stock was 
acquired more than 5 years before the distribution. 


SECTION 21. RECEIPT OF ADDITIONAL CONSIDERA- 
TION—AMENDMENT OF SECTION 356 


Reversing theory of Howard v. Commissioner —Section 356 (a) of 
existing law provides that “if * * * section 354 : paths would app} 
to an exchange but for the fact that” boot is received, gain shall be 
recognized in an amount not in excess of the amount of boot. In 
Howard v. Commissioner (288 F. 2d 943 (7th Cir., 1956) ), a stock- 
holder in corporation A exchanged all of his stock in A solely for 
voting stock of corporation B, as a part of a plan in which B acquired 
control of A. However, some of the other stockholders of corpora- 
tion A received cash from corporation B for their stock in A. The 
court held that, under the comparable provisions of the 1939 Code, the 
transaction did not constitute a reorganization because the controlling 
interest in B was not acquired by A solely for its voting stock. Never- 
theless, the court held that, under the 1939 Code equivalent of section 
356 (a), the particular taxpayer had no recognizable gain because the 
transaction would have been a reorganization under the predecessor 
of section 368 (a) (1) (B) “but for the fact that” part of the consid- 
eration given by A to acquire stock of B consisted of boot. 

The advisory group recommends that section 356 (a) be amended 
to make clear that it operates only in a transaction which, independent 
of its provisions, qualifies as a reorganization under section 368 or 371 
or qualifies as a division under section 355. Such a change is believed 
advisable in order to insure that reorganization transactions meet 
a ee requirements of section 368 (a) (1) (B) 
an 

In the proposed revision this is accomplished by changing the intro- 
ductory words of section 356 (a) (1) and (2) to read: 

If section 354 would apply to an exchange made pursuant to a plan of reorgan- 
ization * * * but for the fact— 
that boot is received. By virtue of this modification in language, the 
boot provision will be inapplicable unless the transaction would con- 
stitute a reorganization aside from the application of section 356. 

The actual result to the taxpayer in the Howard case would be sus- 


tained under the proposed revision of section 368 (a) (1) (B). See 


the comments made with respect to section 368 (a) (1) (B), infra, 
under section 26. 

Boot received in 368 (a) (1) (D) reorganizations.—In section 356 
(a) of existing law the boot provisions literally operate only where 
stock or securities are exchanged for stock or securities. In a 368 (a) 
(1) (D) reorganization, cases have arisen in which one controlled cor- 
poration immediately prior to its complete liquidation transfers prop- 
erty gratuitously to another corporation controlled by the same share- 
holders without receiving back any stock or securities of the transferee. 
Moreover, in the area of so-called reincorporations a corporation may 
be completely liquidated and part of the assets received by the share- 
holders may be transferred by them as a contribution to capital of 
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another controlled corporation. In the ky revision the lan- 
guage of section 356 (a) (2) (B) (ii) would bring these transactio 
within the boot rule even though no stock or securities are receiv 
from the transferee corporation. 

The operation of section 356 (a) (2) (B) (ii) may be illustrated by 
the following example. Assume that individual A owns all of the out- 


aly G stock of corporations X and Y. Corporation X is com- 
1 


pletely liquidated and A, pursuant to a plan, promptly transfers its 


operating assets to corporation Y as a contribution to capital, retain- 


ing personally a substantial amount of cash received by him in the 
liquidation of X. Under section 368 (a) (1) (D) the transaction con- 


stitutes a reorganization because there is a transfer of a part of the 
assets of X to Y, the shareholder of X is in control of Y and X is com- 


pletely liquidated. Under section 368 (b) (2) both corporations are 
parties to the reorganization. Section 354 does not apply because the 
exchange of stock of X is not made solely for stock of another cor- 
poration a party to the reorganization. But section 356 (a) (2) (B) 
(ii) does apply to the transaction because the exchange was made pur- 
suant to a plan of reorganization under section 368 (a) (1) (D) and 
section 354 would apply to the exchange but for the fact that the prop- 
erty received in exchange for the stock of X consists not of stock of 
but entirely of other property or money. 

Thus under section 356 (a) (2) (B) (ii) gain or loss will be recog- 
nized to A, and amounts will be includible in his income, to the extent 
provided in section 356 (b) (1). If the receipt of all or part of the 
cash has the effect of a distribution of a dividend or a partial liquida- 
tion, it will be taxed to A as such under section 356 (b). Otherwise, the 
cash received and retained by A will be treated under section 356 (b) 
(1) (B) asa distribution to which section 301 (c) (2) and (3) applies, 
in which event it will be applied against and reduce the basis of the X 
stock in the hands of A and any excess will be taxed to A as a capital 
gain. 

Elimination of gain requirement.—Under section 356 (a) of existing 
law the boot provisions operate to tax a shareholder recipient only 
where the fair market value of stock, securities and boot received by 
him exceeds his adjusted basis for the stock and securities he turns in 
to the distributing corporation in exchange therefor. Thus under 
existing law persons who have a high basis for their stock in the dis- 
tributing corporation (as, for example, where the stock has recently 
been inherited or purchased) may be able to withdraw corporate 
property without dividend tax if the withdrawal occurs as part of a 
plan of reorganization, whereas they could not do so if the distribution 
occurred apart from a reorganization. This might even be the case 
where a corporation is merely reincorporated in another state while 
remaining in the control of the same stockholders in the same 
proportions. 

e advisory group recommends that section 356 be amended to 
tax a shareholder on the receipt of boot in a reorganization, whether 
or not he has a gain on the celina in the same manner in general as 


he would be taxed if the distribution were made by the corporation 
without a reorganization occurring. Under section 356 (b) in the 
proposed revision the tax treatment of boot received by a shareholder 
would not depend upon his basis for his stock and would be the same 


iS 
if 
ly 
n 
or 
a- 
1e 
1e 
| 
r- 
ne 
or 
ad 
nt 
(1 
ad 
et 
3) 
‘O- 
in- 
he 
is- 
ee 
56 
re 
a) 
r- 
p- 
ny 
‘e- 
of 


546 AMEND INTERNAL REVENUE CODE 


whether the property is distributed in a reorganization or in a non- 
reorganization case, except that under section 356 (b) dividend treat- 
ment would be limited to the recipients’ ratable share of the earnin 
and profits of the corporation referred to in section 316 (a) (1) or (2), 
The latter limitation is believed desirable in the reorganization cases 
in order to provide a proper rule for the treatment of boot received 
by holders stock. 

Treatment of boot as partial liquidations or 302 (a) or 303 distribu. 
tions.—In existing law if the boot provisions of section 356 (a) are 
applicable, that part of the gain which has the effect of the distribution 
of a dividend is treated as a dividend to the shareholder to the extent of 
his ratable share of the earnings and profits of the corporation accumu- 
lated after February 28, 1913. There is, however, no provision in 
existing law stating that such part of the distribution as has the effect 
of a partial liquidation under section 346 or a redemption of stock 
under section 302 (a) shall be treated as such. Accordingly, some boot 
distributions in reorganizations have been taxed to shareholders as 
dividends although they represent the proceeds from the sale of a 
business which might be entitled to capital-gain treatment as a 
partial liquidation under section 346 if distributed without a reorgani- 
zation occurring. See e. g., Lewis v. Commissioner (176 F. 2d 
646 (1st Cir., 1949) ). 

The advisory group recommends that section 356 be amended to 
provide that, in the case of a distribution of boot in a reorganization 
or section 355 transaction, such part of the distribution as has the 
effect of a dividend (but not in excess of the recipient’s ratable share 
of the earnings and profits referred to in section 316 (a) (1) or (2)) 
will be treated as a dividend, such part as has the effect of a partial 
liquidation shall be treated as such, and such part as has the effect 
of a redemption under section 302 (a) or 303 shall be treated as such. 
(See sec. 356 (b) (1) (A) in the proposed revision.) If, for example, 
money distributed as boot in a reorganization constitutes the proceeds 
from a sale of a business, and the distribution would qualify as a par- 
tial liquidation under section 346 if it did not occur as a part of a plan 
of reorganization, it would be treated as received in exchange for part 
of his stock and the gain or loss thereon accorded capital gain or loss 
treatment in the same manner as if the distribution had occurred apart 
from a reorganization. 

It is intended that in determining under section 356 (b) (1) (A) 
(ii) whether the receipt of boot has the effect of a distribution in 
redemption of stock under section 302 (b), the attribution rules of 
section 318 shall be applicable to the same extent that they apply 
under section 302 (b). It is also intended that in determining 
whether the distribution has the effect of a substantially dispropor- 
tionate redemption under section 302 (b) (2), the 80 percent test 
therein prescribed would be applied with reference to the percentages 
of stock holdings among the former shareholders in the corporation 
acquired in a (B) reorganization and in the transferor corporation in 
(C) and (D) reorganizations, and not by reference to the percentage 
holdings in the transferee corporation asa whole. Thus, in a 368 (a) 
(1) (C) reorganization, where the assets of the transferor corporation 
are acquired for stock and cash of the transferee, if the cash received 
by the transferor is applied in redemption of some of the shares of 


con 
in ¢ 
rc 
fhe 
int 
con 
cas 
ren 
pre 
stor 
be 
stor 
rec 
act 
the 
om 
boo 
inte 
rec 
wo 
Ca 
Sec 
casi 
not 
tre: 
tre: 
sec 
per 
acd 
rece 
boo 
shi 
tre: 
dat 
reo 
is 
der 
spe 
reg 
unt 
wil 
tior 
E 
or 
isr 
trea 
tior 


AMEND INTERNAL REVENUE CODE 547 


\- common stock of the transferor and the transferee’s stock is distributed 
= in exchange for the balance of the transferor’s common stock, the dis- 
proportionality test of section 302 (b) (2) will be applied as though 
the redemptions for cash had been made by the transferor corporation 


in the absence of a reorganization. If ina (B) or (C) reorganization 
d common stock is exchanged solely for nonvoting preferred stock and 

cash of the transferee in the same proportions on each share sur- 
I. rendered in exchange, the cash will be treated as qualifying as a dis- 
€ proportionate redemption under section 302 (b) (2) of part of the 
n stock surrendered in exchange and the nonvoting preferred stock will 
f be treated as acquired in a tax-free exchange for the balance of the 
\- stock surrendered in exchange; but if common stock and cash are 
n received (with or without the receipt of preferred stock), the trans- 
t action will not have the effect of a disproportionate redemption under 
k section 302 (b) (2) in view of the continuing common stock interest of 


t the stockholders and the fact that the cash is distributed propor- 
tionately. 


a Boot received in exchanges for securities —The advisory group rec- 
a ommends that section 356 be amended to require-that such part of any 
\- boot received in exchange for securities as has the effect of payment of 
d interest on the securities shall be treated as interest income to the 


recipient. (See sec. 356 (b) (2) (A) of the proposed revision.) This 


0 would change the rule of existing law, established in Commissioner v. 
n Carman (189 F. 2d 363 (2d Cir., 1951) ) and Commissioner v. Capento 
e Securities Corporation (140 F. 2d 382 (1st Cir., 1944)). In those 
e cases the courts held that since boot received in respect of interest does 
) not have the effect of a dividend, section 356 provides only capital gain 
ul treatment for the recipient. However, the amount which may be 
t treated as interest would be limited to the interest accrued on the 
i. securities since the date of the acquisition of the securities by the 
Q, person receiving the boot, or by a person from whom the recipient 
Is acquired the securities in a transaction in which no gain or loss was 
r recognized. This would include, for treatment as interest income, 
n boot received in respect of interest accrued during a period of owner- 
t ship by a person from whom the securities were acquired by the tax- 
8 payer by gift or inheritance. 
t he purpose of the elimination of the gain requirement and the 
treatment of boot for what it really is, viz, dividend, partial liqui- 
) dation distribution, redemption gain, interest, etc., is to prevent a 
n reorganization from altering the character of the receipt. There 
\f is no intention of having the reorganization result in a more bur- 
y densome treatment of the receipt than would exist under similar 
g circumstances if no reorganization had occurred. Thus with re- 
P spect to boot received in exchange for securities, existing case law 
st regarding identification of payments and lack of interest income 
s | until cost has been recovered on defaulted bonds purchased flat, 
n will be applicable as much to the receipt of “boot” in reorganiza- 
n tions as to similar payments outside of section 356. 
8 Boot which is not treated as a dividend, partial liquidation, 302 ( a) 
) or 303 redemption, or interest.—In the proposed revision boot whic 
n is received in a reorganization or section 355 division, but which is not 
d treated as a dividend, partial liquidation, 302 (a) or 303 stock redemp- 
f | tion or interest, would be applied against the basis of the stock or 


securities received in the reorganization, and only the excess over basis 
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would be taxed as capital gain. (See secs. 356 (b) (1) (B) and 356 
(>) (2) (B).) This would change existing law which now requires 
that capital gain on the exchange be recognized to the extent of the 
amount of the boot which is not taxed as a dividend. This change 

ain has the effect of coordinating the rules for distributions occur. 
ring as a part of a reorganization with those applicable in the absence 
of a reorganization, and seems a necessary yr at of the decision to 
eliminate the requirement of gain as a prerequisite to dividend treat- 
ment of boot received. 

For example, assume the case of a reorganization in which a share- 
holder exchanges common stock for new common stock and cash. If 
the receipt of the cash has the effect of a distribution of a dividend, 
it will be taxed to the shareholder as a dividend whether or not the 
sum of the value of the new stock and the cash exceeds the share- 
holder’s basis for his old stock. But if it does not have the effect of 
a dividend, the cash will be treated as a return of capital and applied 
against the basis of the stock and only the excess over the basis will 
be taxed as capital gain. The result in such case will be substantially 
the same as would be the case if the cash were distributed by the cor- 
poration apart from the exchange of stock for stock. 

Exchanges for section 306 stock.—In the proposed revision section 
356 (e), dealing with the receipt of boot in exchanges for section 306 
stock, has been amended to make the provision apply only if section 
306 (a) would have been applicable if the amount received on the 
exchange had consisted solely of money. The result under section 
356 (e) should not be any more unfavorable to the holder of the sec- 
tion 306 stock than if the transaction had occurred outside the non- 
recognition rules of part ITT. 

Receipt of stock in more than one corporation a party to a 368 (a) 
(1) (D) reorganization.—Section 356 (f) has been added in the pro- 
posed revision to provide that if stock in more than one corporation 
a party to a reorganization is distributed in a 368 (a) (1) (D) reor- 
em only the stock having the highest fair market value will 

permitted to be received without recognition of gain or loss and the 
other stocks so received will be treated as boot. See the comments 
relating to sections 354 (under sec. 19) and 368 (under sec. 26) regard- 
ing this matter. 

A pplication to insolvency reorganizations.—The advisory group ree- 
ommends that the provisions of section 356 regarding the receipt of 
boot be made applicable to insolvency reorganizations, as was the case 
under the 1939 Code. This has been done in the proposed revision 
of sections 356 and 371. (See the comments relating to sec. 371 under 
sec. 27. 

of present subsections (b) and (c).—In the proposed 
revision subsection (b) of section 356 in present law has been relettered 
as subsection (c), and subsection (¢) of present law has been absorbed 
in subsection (a). 


SECTION 22. ASSUMPTION OF LIABILIT Y—AMENDMENT 
OF SECTION 357 


Types of transactions to which section 357 (c) applies—The ad- 
visory group recommends that section 357 (c) be made inapplicable to 
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intercorporate exchanges in section 368 (a) (1) (D) reorganizations, 
because in the proposed revision section 368 (a) (1) (D) requires the 
complete liquidation of the transferor corporation. The problem 
created by the situation in which the liabilities exceed the basis of the 
assets transferred stems from the fact that, unless a special rule is pro- 
vided in section 357 (c), the transferor will either have a minus basis 
for the stock he receives in the transferee or else (if the stock basis is 
not reduced below zero) he may when he later disposes of his stock 
have a gain which will go untaxed. However, under the proposed re- 
vision of section 368 (a) (1) (D) requiring complete liquidation of 
the transferor corporation no problems of “minus basis” will exist be- 
cause the transferor corporation’s basis for the transferee’s stock will 
disappear when the stock is distributed to its shareholders in the 
oa The advisory group also recommends that section 
357 (c) be made inapplicable to certain section 351 transactions 
which constitute part of a plan under which the transferee’s stock 
or securities are distributed under section 355. 

Liabilities of the transferee-—Section 357 (c) (2) (B) has been 
added to state that section 357 (c) is inapplicable where immediately 
before the exchange the liabilities constitute the primary obligation of 
the transferee corporation. This will make clear that section 357 (c) 
does not +p y, for example, in cases in which the property transferred 
has merely been put up by the shareholder as security for indebtedness 
of the transferee corporation prior to the transfer. 


SECTION 23. BASIS TO DISTRIBUTEES—AMENDMENT OF 
SECTION 358 


Changes recommended in section 358 (a).—In the proposed revision 
section 358 (a) has been divided into two subsections, (a) and (b), 
because of the changes which have been made in the boot provisions 
of section 356. The new subsection (a) of section 358 would apply 
only to exchanges under section 351 and 361, which contain their own 
boot provisions. The only change recommended is the deletion of the 
provisions of present section 358 (a) (1) (B) (i), regarding amounts 
treated as a dividend, in view of the inapplicability of the language 
tosection 351 and 361 exchanges. 

The proposed new subsection (b) would apply. to exchanges made 
pursuant to sections 354, 355, 356, and 371 (b). ‘The basis of property 
permitted to be received in exchange for stock under such sections 
without the recognition of gain or loss would be the same as the 
basis of the stock exchanged, decreased by— 

(1) that part of the basis of the stock exchanged which is 
applied in determining gain or loss with respect to so much of 
any boot received as has the effect of a partial liquidation under 
section 346 or a stock redemption under section 302 (a), and 

(2) the amount of any boot received which under section 356 
is applied in reduction of basis of the stock. (See proposed new 
section 358 (b) (1).) 

The basis of property permitted to be received without recognition 
of gain or loss in exchange for securities would be the same as that 
of the securities exchanged, decreased by any amount which under 
section 356 (b) (2) (B) is applied in reduction of basis of the securities 
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permitted to be received without recognition of gain or loss. (See pro- 
posed new section 358 (b) (2).) 

The proposed new section 358 (b) (3) would provide that the basis 
of any boot (except money) received shall be its fair market value, as 
under section 358 (a) (2) of existing law, but a further provision has 
been inserted to the effect that if the distributee of the boot is a cor- 
poration its basis shall be determined, as under section 301 (d), by 
reference to the amount of the distribution determined under section 
301 (b) (1). This change will produce the same basis for property 
received as a dividend by a corporate stockholder in a reorganization 
as would be the case if the distribution occurred apart from a reor- 

anization. An additional provision has been inserted as section 
858 (b) (3) (B) to coordinate the basis rules with those of section 334 
(a) where the distribution of the boot has the effect of a partial liqui- 
dation or section 302 (a) redemption. 

Relettering of subsections (b) and (c).—By reason of the changes 
referred to above, subsections (b) and (c) of section 358 in existing 
law have been relettered as subsections (c) and (d), respectively. 

Liabilities of the transferee.—Section 358 (e) in the pecanesed al 
sion (sec. 358 (d) in existing law), treating assumption of liabilities as 
the receipt of boot for the purpose of determining basis adjustments, 
would be made inapplicable to liabilities which, immediately before 
the exchange, are the primary obligation of the transferee. This 
change is consistent with a corresponding change recommended in 
section 357 (c). See the comments relating to section 357 under sec- 
tion 22. 

Property received for treasury stock.—Section 358 (f) in the pro- 
posed revision (sec. 558 (e) in existing law) has been amended so as 
to make certain that the decision in Firestone Tire and Rubber Com- 
pany (2 T. C. 827 (1943)) will not apply. This amendment, together 
with a corresponding amendment in section 362 (b), is recommended 
in order to make clear that the basis of property received in a reorgani- 
zation by a corporation in exchange for its own stock is to be deter- 
mined under section 362 by reference to the basis of the property in the 
hands of the corporation from which it is acquired (and not by refer- 
ence to the basis of the stock given in exchange for the property), 
whether the corporation receiving the property gives newly issued 
stock or gives treasury stock in exchange for the property. Both see- 
tions 358 and 362 in present law provide that section 362, rather than 
section 358, shall be applicable if the property is acquired by the “‘issu- 
ance” of stock or securities of the transferee as the consideration in 
whole or in part for the transfer of property to it. In the Firestone 
case it was held under the 1939 Code that the giving of treasury stock 
in exchange for the property does not constitute an “issuance” of stock 
by the transferee company. Changes made in the 1954 Code, particu- 
larly the insertion of section 1032, may make the Firestone case inap- 
plicable under the 1954 Code, but it is believed desirable to make a 
specific change in sections 358 and 362 in this respect. 

In the proposed revision section 358 (f) (sec. 358 (e) of existing law) 
would be changed to provide that section 358 shall not apply in the 
determination of the basis of property if section 362 is applicable in 
determining the basis of such property, and the language of the pro- 
vision in section 362 (b) would be changed by inserting the word 
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“exchange” in lieu of the word “issuance.” Thus, section 362, instead 
of section 358, would be clearly applicable whether the transferee cor- 

oration issues new stock or transfers its treasury stock in exchange 
be the property acquired by it. 


SECTION 24. NONRECOGNITION OF GAIN OR LOSS TO 
CORPORATIONS—AMENDMENT OF SECTION 361 


Changing theory of Howard case—The advisory group recommends 
that the introductory language of section 361 (b) be changed, in the 
same manner as seceummenaied in section 356 (a), so as to make clear 
that the section applies only if, wholly apart from this section, the 
transaction constitutes a reorganization. ‘This would make clear that 
the theory adopted in Howard v. Commissioner, supra, will not apply 
under the proposed revision. See the comments relating to section 
356 under section 21. 

Boot received in 368 (a) (1) (D) reorganizations.—As in the case 
of section 356, which operates at the shareholder level, revised sec- 
tion 361, which operates at the corporate level, brings section 368 
(a) (1) (D) within the boot rule even though no stock or securities 
are received from the transferee corporation. See the comments 
relating to section 356 under section 21. 

Reduction of corporate gain for boot distributed.—The advisory 
group recommends that section 361 (b) (1) be amended to provide that 
any gain otherwise recognized to the corporation by reason of the 
receipt of boot be reduced to the extent that the boot is distributed by 
the corporation in pursuance of the plan of reorganization. In exist- 
ing law any gain to the corporation is recognized to the extent that boot 
is retained; under the proposed revision the gain otherwise recognized 
would be reduced to the extent boot is distributed. For example, 
assume that the gain realized by the corporation on the exchange is 
$50,000 and that the amount of boot received is $70,000. If the cor- 
poration distributes $15,000 of the boot in pursuance of the plan of 
reorganization, under existing law the full gain would still be recog- 
nized to the corporation because the boot retained ($55,000) exceeds 
the realized gain ($50,000). Under the proposed revision the $50,000 
realized gain would be reduced by the amount of the boot distributed 
($15,000), with the result that only $35,000 of gain would be recog- 
nized to the corporation. This change has been recommended because 
it fits more appropriately into the program recommended in section 356 
of taxing the receipt of the boot at the shareholder level whether or 
not the shareholder realizes any gain on his exchange of stock or 
securities pursuant to the plan of reorganization. A similar provision 
has been inserted in section 351 (b) (1) (B). 

Distribution of money.—Present law, read literally, permits a reduc- 
tion in the gain otherwise recognized to a corporation in a reorgani- 
zation by reason of its receipt of money or other property in addition 
to stock or securities of the transferee corporation only to the extent 
“of the sum of such money and the fair market value of such other 
property so received, which is not * * * distributed” in pursuance 
of the plan of reorganization. The advisory group recommends that 
the word “such” as applied to money distributed be deleted. Thus 


_ the gain otherwise recognized to the corporation would be reduced to 
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the extent any money, whether or not received from the transferee, 
is distributed in pursuance of the plan of reorganization. Any money 
so distributed will be taxed as boot at the shareholder level. This 
change will make it possible for boot to be taxed to the shareholders, 
rather than to the corporation, where the property received by the 
corporation cannot be distributed. This may occur where the boot 
consists of an assumption of liabilities, or of property which cannot 
be appropriately divided among the shareholders. A similar provision 
has been made in section 351 (b) (1) (B). 

Matter for further consideration —The advisory group sug- 
gests that it may be found desirable on further consideration to 
provide for complete nonrecognition of gain at the corporate 
level, regardless of whether boot is received or of whether, if 
received, it is distributed to shareholders or paid over to creditors, 
In view of the advisory group’s recommendation that liquidation 
of corporate transferors be required in all reorganization cases, 
the only instance in which recognition of gain will occur at the 
corporate level under the advisory group’s draft of proposed 
amendments is when boot is not distributed to shareholders in 
an amount equal to the corporate gain—which means when it is 
used to discharge liabilities of the corporation not assumed by the 
transferee corporation. If, on the other hand, the liabilities 
are assumed, there is no recognition of gain, nor will there 
be any step-up in the basis of assets upon the later payment of 
the indebtedness by the transferee corporation. Arguably, the 
two types of transactions should be treated alike, particularly in 
section 368 (a) (1) (D) reorganizations, so as to postpone the 
recognition of gain until the assets are disposed of to outsiders 
vis-a-vis the continuing enterprise and thereby prevent basis 
manipulation. 


SECTION 25. BASIS TO CORPORATIONS—AMENDMENT 
OF SECTION 362 


The advisory group recommends the insertion of a new section 
362 (b) (2) to provide for adjustments to the basis of stock of a sub- 
sidiary held by a parent corporation where, in a reorganization under 
section 368 (a) (1) (A), (B) or (C), stock or property is acquired by 
a subsidiary in exchange for stock issued by its parent. The new 
provision would also apply where the parent exchanges its own stock 
for the stock or property and then transfers it to the subsidiary. In 
view of the fact that the subsidiary in such a transaction may receive 
the stock or property without any consideration passing from it to the 
parent, or may issue its own stock or securities to the parent, or may 
transfer other property to the parent in the transaction, it is recom- 
mended that the statute provide that the appropriate basis adjust- 
ment shall be made under regulations to be prescribed by the Secre- 
tary, without spelling out detailed rules in the code. See the com- 
ments concerning this type of reorganization transaction under sec- 
tion 26. Generally speaking, the appropriate basis on an asset 
acquisition would be one reflecting the basis of the underlying 
assets acquired by the subsidiary, though, to the extent the 
parent’s stock in the subsidiary may be really only a continu- 
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ation of a prior investment in the transferor corporation (see, 
for example, Rev. Rul. 57-278, 1957-1 C. B. 124), the parent’s 
own prior basis for its investment should be preserved. Inno case 
would the fair market value of the parent’s stock be the appro- 
priate figure. 

The advisory group recommends that the last sentence in section 
862 (b) of existing law (sec. 362 (b) (3) in the proposed revision) be 
amended in two respects. The first amendment would make clear 
that section 362 applies to stock or property acquired by a subsidiary 
in a reorganization in exchange for stock or securities of its parent as 
well as for its own stock or securities. See the comments concerning 
this matter under section 26. The second amendment would make 
specifically inapplicable the result reached in Firestone Tire & Rubber 

0., supra, relating to cases in which property is acquired by a corpo- 
ration 1n exchange for treasury stock. See the comments relating to 
section 358 under section 23. 


SECTION 26. DEFINITIONS RELATING TO CORPORATE 
REORGANIZATIONS—AMENDMENT OF SECTION 368 


Statutory mergers and consolidations.—Though retained as a 
separate category of reorganization in the proposed section 368 as 
revised, statutory mergers and consolidations must meet either 
the proposed continuity of interest requirement of clause (C) 
reorganizations or the proposed control requirement of clause 
(D) reorganizations. There should be no difference in the tax 
treatment of reorganization transactions insofar as the con- 
tinuity of interest or control requirements are concerned depend- 
ing upon whether it is possible under the local law to consummate 
them by a statutory merger or consolidation, or whether they must 
be carried out by an exchange of stock for properties or an ex- 
change of stock for stock. Yet, retention of statutory mergers or 
consolidations as a separate category may be desirable to avoid 
any confusion as to their inclusion. 

“Continuity of interest” rule.—Existing law requires that in the 
case of (B) reorganizations (acquisition of stock where the acquir- 
ing corporation 1s in control of the corporation whose stock is ac- 
quired) and (C) reorganizations (acquisition of substantially all the 
assets of another corporation), the sole consideration which may be 
given by the acquiring corporation must be its voting stock, subject to 
a minor exception in the (C) reorganization cases. The “solely for 
voting stock” test has long been criticized and seems an inadequate 
criterion. It was adopted originally in the Revenue Act of 1934 be- 
fore a number of important court decisions were handed down estab- 
lishing principles to be followed in interpreting the reorganization 
provisions of the statute. The test now unduly restricts the operation 
of the reorganization provisions, sometimes to the detriment of tax- 
payers and at other times to the loss of the Treasury. The inclusion 
of a small amount of property other than voting stock may lead to 
imposition of a heavy capital gains tax, or may relieve from tax (or 
convert into capital gains tax) amounts which properly should be 


taxed to shareholders as a dividend. 
38257—59 
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The advisory group recommends that in lieu of the “solely for vot- 
ing: stock” test there be substituted a requirement that 66% percent 
of the consideration received in exchange for the stock or property 
transferred, measured by fair market value, consist of stock of the 
acquiring corporation. The advisory group believes that the trang. 
ferors should receive a major part of their consideration in the form 
of a stock interest in the transferee in order for the nonrecognition 
of gain or loss provisions and the boot provisions of the reorganiza- 
tion sections to be applicable. The suggested 6624 percent figure 
represents a change from the 50 percent figure recommended in 
the advisory group’s initial report. The advisory group has 
attempted to set the percentage at a figure which will be high 
enough to require a significant continued interest on the part 
of the shareholders of the transferor corporation and yet not 
so high as to lead to undue valuation problems. Particularly in 
view of the stricter provisions which have been recommended in sec- 
tion 356 regarding dividend treatment to shareholders receiving boot 
in corporate reorganizations, the proposed new test should be of as 
much benefit to the Treasury in appropriate cases as it will be to 
taxpayers in others. It is intended that in (B) reorganizations 
(stock-for-stock) boot received by the shareholder can have the effect 
of a dividend, and be taxable as such, under the boot provisions of 
section 356 (b) (1) in the same manner as in (A), (C) and (D) re- 
organizations, determined in each case by reference to the earnings 
of the acquired or transferor corporation as though the distribution 
of the boot had been made by it. 

The advisory group believes that it should be immaterial whether 
the stock so received is voting or nonvoting, since the test should be 
that of an economic continuity of interest rather than a right to vote 
in the election of directors or on other corporate matters. Further- 
more, it would be difficult to provide or administer a rule which 
would require that voting rights be proportionate to the fair market 
value of the property transferred, and unless such a requirement is 
made the voting stock test is relatively inconsequential. 

The advisory group further believes that, as in existing law, pre- 
ferred stock as well as common stock should be permitted to be 
received without recognition of gain or loss. Existing law permits 
voting preferred stock to be received in (B) and (C) reorganizations, 
and permits both nonvoting and voting preferred stock to be received 
in statutory mergers and consolidations. In view of the recommenda- 
tion that voting rights not be the criterion for determining continuity 
of interest, the advisory group recommends that both voting and non- 
voting preferred stock be permitted to be received in (A), (B) and 
(C) reorganizations. It would obviously be advisable to permit 
preferred stock of the transferee to be exchanged in (A), (B) and 
(C) reorganizations for preferred stock. Since common stockholders 
could exchange their common stock for preferred stock in a tax-free 
recapitalization prior to the transactions with the transferee cor- 
poration, it would seem advisable to permit the same result to be 
accomplished entirely as a part of a single tax-free exchange with 
the transferee corporation. It is true that the preferred stock of the 
transferee may represent only a limited interest in the continuing 
enterprise. Preferred stock, however, is subject to the business risks 
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of the transferee, the degree of risk depending upon the amount of 
equity represented by the common stock. There is a sharp distinction 


in the code between debt on the one hand and stock (both preferred 
and common) on the other—for example, with respect to the interest 
deduction, the treatment of payments made in redemption of the 
securites, etc. ‘The provisions of section 306 seem adequate to prevent 
any avoidance of tax which might otherwise flow from the receipt of 
both preferred and common stock. The advisory group recommends, 
therefore, that preferred stock of the transferee be permitted to be 
received in the reorganization exchange. 

In the amendments as revised, the continuity of interest test in 
(C) reorganizations is based upon the consideration received by 
the transferor and distributed to its shareholders, and not, as 
in the initial proposal, upon the consideration received by the 
transferor corporation (whether or not distributed). In con- 
formity with this change, section 368 (a) (2) (B) of the amend- 
ments initially proposed has been deleted as being unnecessary. 
That provision had stated that in determining the consideration 
received in a (C) reorganization there would not be included any 
liability of the transferor assumed by the transferee, nor any 
liability to which the property transferred is subject. 

The advisory group considered, but does not recommend, the use 
of a continuity of interest test based upon the relative sizes of the 
acquiring corporation and the acquired corporation. See, for example, 
section 359 of H. R. 8300 (the Internal Revenue Code of 1954) in 
the form in which it passed the House of Representatives, requiring 
that, except in the case of certain mergers and consolidations of 
publicly held corporations, the shareholders of the acquired corpora- 
tion own not less than 20 percent of the stock of the acquiring corpora- 
tion outstanding after the acquisition. The “solely for voting stock” 
test of the 1939 Code was restored and the relative size test was elimi- 
nated before the final enactment of the 1954 Code. After careful 
deliberation the advisory group has recommended in the proposed 
amendments as revised the “6624-percent stock” rule discussed 
above. It has not recommended adoption of the relative size test, 
although further consideration might be given to it as a policy matter. 

“Oreeping control” in (B) reorganizations.—Both under the 1939 
Code and the 1954 Code there has been doubt as to the extent to which 
the statute requires in a 368 (a) (1) (B) reorganization (stock-for- 
stock acquisition) that each of the stock acquisitions be made by the 
acquiring corporation solely for its voting stock. The 1954 Code 
amended subparagraph (B) of the 1939 Code so as to cover “the 
acquisition by one corporation, in exchange solely for all or a part 
of its voting stock, of stock of another corporation if, immediatel 
after the acquisition, the acquiring corporation has control of suc 
other corporation.” In explanation of this rule the Senate Finance 
Committee report accompanying the 1954 Code, and the Treasury 
Regulations, contain an illustration of a case in which one corpora- 
tion purchased 30 percent of the stock of another corporation for 
cash in 1939 and, pursuant to an exchange offer, during a 6-month 
period in 1955 acquired an additional 60 percent of the stock solely 
for voting stock. The stock acquisitions in 1955 are stated to qualify 
as a reorganization, since they were made solely for voting stock and 
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after they were completed the acquiring corporation was in contro} 
of the ther corporation. There remains some doubt, however, as to 
whether if in 1955 some stock was acquired from certain stockholders 
solely for cash and other stock was acquired from other stockholders 
solely for voting stock, the transaction qualifies for nonrecognition 
of gain or loss in the case of those shareholders who exchanged their 
stock solely for voting stock. This was the problem involved in the 
Howard case, supra, in which the court held that the transaction did 
not qualify as a reorganization under the 1939 Code but was nonethe- 
less free of tax under the boot provisions corresponding to section 356 
of present law. 
he advisory group recommends that this matter be dealt with by 
testing each transaction from the standpoint of the particular share- 
holder on his own exchange with the acquiring corporation. Thus, 
under the proposed revision of the (B) reorganization definition, if 
the new continuity of interest test is met for the particular share- 
holder (i. e., at least 6624 percent of the consideration received by him 
consists of stock of the acquiring corporation), the exchange would 
not give rise to recognition of gain or loss to him if the acquiring 
corporation has contro] of the other corporation immediately after 
the acquisition or acquires such control within 6 months after the 
acquisition. Under this test the tax characteristics of the exchange 
by a taxpayer stockholder would not be dependent upon the nature 
of the transactions by which the corporation acquires other stock 
from other stockholders, so long as the acquiring corporation has 
control immediately after the taxpayer makes his exchange of stock 
or acquires control within 6 months thereafter. It will still be neces- 
sary, however, for the taxpayer to make his exchange in pursuance of 
some plan of the acquiring corporation to acquire a controlling inter- 
est in the other corporation, to increase its stock ownership to the 
point of control, or to extend it beyond a controlling interest. 
Under the proposed revision of section 368 (a) (1) (B) it would 
be possible for the acquiring corporation to acquire part of a control- 
ling interest in another corporation in stock-for-stock exchanges with 
some stockholders and the balance by cash purchases from other stock- 
holders, all as a part of the same plan. While this probably repre- 
sents an extension beyond the present (B) reorganization concepts, 
the only feasible alternative would seem to be either (1) to require 
separation of the two plans in point of time, with the stock-for-stock 
exchanges having to follow the cash acquisitions, or (2) to require 
that at least 80 percent of the stock be acquired in tax-free acquisi- 
tions. The latter alternative, which was the rule in the (B) reorgan- 
ization definition under the 1939 Code, was abandoned in the 1954 
Code, and the advisory group does not believe that rule should be 
restored since it forever blocks (B) reorganizations if at any time in 
the past more than 20 percent of the stock was acquired by purchase. 
The other alternative makes it essential to determine when a plan for 
purchase of stock ends and a plan for a stock-for-stock exchange be- 
gins—a determination which frequently is difficult to make with 
certainty. The advisory group believes it desirable, both for the 
Treasury and for business interests, to facilitate the simplification of 
corporate structures through the offering of stock in a parent cor- 
poration in tax-free exchange for stock in a subsidiary. The ex- 
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changing shareholder necessarily retains a continuing interest in the 
enterprise because of the requirement that the parent corporation 
must have 80-percent control of the other corporation immediately 
after the exchange or must acquire such control within 6 months there- 
after. The advisory group, therefore, recommends the proposed re- 
vision of section 368 (a) (1) (B) as the most satisfactory solution to 
the problem. 

Requirement of complete liquidation, merger, or consolidation in a 
(0) reorganization.—In the case of a (C) reorganization, present law 
permits the receipt of boot to the extent of 20 percent of the total con- 
sideration received (including in the 20 percent ail liabilities as- 
sumed), but requires neither the complete liquidation of the transferor 
corporation nor the distribution of the boot received. In the pro- 

revision the amount of boot permitted to be received by the 
transferor corporation would be substantially increased. The ad- 
visory group has concluded that it is advisable to require that the 
transferor corporation be completely liquidated pursuant to the reor- 
ganization plan, if the transfer is not accomplished by statutory 
merger or consolidation. See section 368 (a) (1) (C) (ii). This 
will prevent a transferor corporation from distributing the stock of 
the transferee without tax to its shareholders while at the same time 
retaining the boot for an ultimate complete liquidation of the trans- 
feror (or a sale of its stock by its shareholders) at capital gains rates. 
The advisory group explored several alternatives, including the pos- 
sibility of permitting the transferor to remain in existence provided 
it distributed any boot received, but concluded that complete liquida- 
tion of the transferor should be required. 

No specific time has been — in which the liquidation must 
be completed, although the liquidation must be carried out pursuant 
to the reorganization plan. It is believed desirable for this purpose 
not to provide a mt 4 time schedule, but to permit reasonable flexi- 
bility in the light of the practical problems encountered in winging 
up the affairs of the transferor. As a general matter, provide 
liquidation is ultimately effected as part of the reorganization 
plan, disqualification should not result because of mere delay. 
If the distributed boot is a dividend equivalent, it should be so 
treated whenever distributed and any attempt by a shareholder 
to avoid such treatment by sale of his old stock when only or 
largely boot remains to be distributed should be treated as no 
more than an attempted assignment of income. 

Elimination of overlap between (C) and (D) reorganizations.—Un- 
der the language of 868 (a) (1) (C) and 368 (a) (1) (D) in existing 
law a transaction may qualify under both provisions. The transac- 
tion may involve a transfer, solely for voting stock, of substantially all 
the assets of a corporation—thus qualifying under (C). At the same 
time it may also involve a transfer of all or part of the assets to 
another corporation, after which the transferor or its shareholders 
are in control of the transferee—thus qualifying under (D) as well. 
Since some provisions in subchapter C operate solely with respect. to 
{D) reorganizations, the possible overlap is dealt with by complex 
rules in sections 368 (a) (2) (A) and 354 (b) (1). The advisory 
group recommends that the overlap be eliminated in simpler fashion 
within the language of sections 368 (a) (1) (C) and 368 (a) (1) (D) 
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by making (C) inapplicable where the transferor or its shareholders 
are in control of the transferee and by making (D) apply only where 
such control exists. See sections 368 (a) (1) (C) (iil) and 368 (a) 
(1) (D) (i) in the proposed revision. 

Requirement 4 3 complete liquidation in (D) reorganizations — 
Present law does not require the complete liquidation of the trans- 
feror ina (D) reorganization, but requires only that stock or securities 
of the transferee corporation be distributed in a transaction qualify- 
ing under section 354, 355, or 356. However, complete liquidation 
of the transferor is required if the nonrecognition provisions of see- 
tion 354 are to be applicable to a (D) reorganization. These sepa- 
rate requirements in the statute lead to some confusion and com- 
plexity. The advisory group recommends that in a (D) reorganiza- 
tion the transferor be required to be completely liquidated. This will 
prevent any retention of assets in the transferor corporation if the 
transaction is to qualify under (D). The comments made with 
respect to delayed liquidations in the discussion of (C) reorgan- 
izations are applicable here as well. 

Inapplicability of (D) reorganizations to section 355 corporate divi- 
sions.—In order to prevent any overlap of the provisions of section 355, 
relating to a corporate division, with those of section 368 relating 
to a (D) reorganization, the advisory group recommends that sec- 
tion 368 (a) (1) (D) be made inapplicable where any part of the plan 
of reorganization constitutes a distribution of stock or securities to 
which section 355 (or so much of sec. 356 as relates to sec. 355) applies. 
See the comments relating to section 354 (under sec. 19) for further 
explanation of this change. 

‘Reincorporations” under section 368 (a) (1) (D).—Under existing 
law a number of cases have arisen in which shareholders have sought 
to withdraw corporate funds in a transaction which would be treated 
as a dividend if the distribution occurred apart from a plan of its 
complete liquidation, by means of first completely liquidating the 
corporation and then transferring the assets which are to remain in 
corporate form to a new corporation controlled by the same share- 
holders. The assets which are to continue in corporate ownership may 
be transferred by the shareholders to a new corporation in exchange 
for its stock or may be transferred by them to an existing controlled 
corporation as a contribution to capital. While, in the main, the 
courts have managed to deal adequately with these cases in order 
to prevent tax avoidance, the advisory group recommends that cer- 
tain changes be made in the statute to give the Internal Revenue 
Service and the courts full opportunity to deal with these transactions 
as reorganizations and, in appropriate cases, to treat as dividends the 
assets which are withdrawn from corporate ownership and retained 
by the stockholders. 

The first of the recommended changes is the deletion of the require- 
ment in the introductory words of section 368 (a) (1) (D) that the 
transfer of assets be made “by a corporation.” Thus a transfer, after 
the distribution in complete liquidation, made by the shareholders of 
the liquidating corporation to the other corporation pursuant to the 
plan would be made to qualify as a reorganization to the same extent 
as if the transfer were made directly by the liquidating corporation 
to the other corporation. Secondly, in the new provision in section 
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368 (a) (1) (D) (ii) requiring that the transferor corporation be 
completely liquidated it would be specifically stated that the liquida- 
tion may precede, accompany or follow the transfer of the corporate 
assets to another corporation. Thirdly, as mentioned in the com- 
ments with respect to section 356 (under sec. 21), a recommended 
amendment to section 356 (a) would make the boot provisions appli- 
cable even if no stock of the transferee corporation is acquired by the 
shareholders in the transaction—as would be the case, for example, 
where after the complete liquidation part of the assets are transferred 
by the shareholders as a contribution to capital of another corporation 
controlled by them. Finally, in the proposed section 368 as revised, 
the control requirement in the case of clause (D) reorganizations 
is reduced from 80 to 50 percent. This reduction is not made for 
purposes of section 368 (a) (1) (B), section 355, section 332, section 
934 (b) (2), section 351, and other provisions where an 80 percent 
control requirement is present in existing law. 

The proposed reduction of the control test from 80 to 50 percent, 
coupled with the provisions making section 368 (a) (1) (D) applica- 
ble in appropriate cases even though no stock or securities are 
received from the transferee, is not intended to convert all trans- 
fers literally coming within the statutory language into clause (D) 
reorganizations. On the contrary, it is intended that the general 
doctrine requiring that the transaction be in substance a reor- 
ganization will continue to be applied. For example, to take a 
very clear case, a transfer of all the assets of the X corporation 
to the Y corporation for cash, followed by X corporation’s liquida- 
tion, should not be treated as a reorganization simply because a 1 
percent shareholder of X corporation controls Y corporation. 
Similarly, a transfer of only a small portion of the assets of X 
corporation to Y corporation for cash followed by X corporation’s 
liquidation should not be treated as a reorganization even though 
the shareholders of X corporation control Y corporation. This 
problem is present under existing law but may be accentuated by 
the proposed reduction in the control requirement from 80 to 50 
percent. It is believed that the general doctrine above men- 
tioned should be adequate to take care of those transfers which 
are essentially unlike reorganizations. For this reason and for 
the further reason that an arbitrary statutory dividing line 
appropriate to all cases would be difficult to draw, no specific 
statutory provision on this point has been included in the pro- 
posed section 368 (a) (1) (D). However, a specific provision 
could be devised for (D) reorganizations and included in the 
statute if desired. Cf. comments relating to section 337 under 
section 15. 

Amplification of the provisions reversing the rule of the Groman and 
Bashford cases.—In the decisions of the Supreme Court in Groman v. 
Commissioner (320 U.S. 82 (1987)), and Hlelvering v. Bashford (320 
U. S. 454 (1937)), and in a number of subsequent decisions in lower 
courts, it was held that the reorganization provisions of the 1939 Code 
and predecessor revenue acts did not apply where a corporation 
acquired the assets or stock of another corporation, and pursuant to 
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the plan transferred such assets or stock to a wholly owned subsidiary 
-of the acquiring corporation. Further, the reorganization provisions 
were held inapplicable where the stock or assets were acquired directly 
by a subsidiary, and stock of its parent corporation was issued in 
exchange therefor. 

The 1954 Code sought to change the result of those decisions, in 
eases in which assets of another corporation are acquired, by making a 
number of changes throughout section 368. The advisory group 
recommends that most of the rules dealing with this problem be 
gathered together in a new section 368 (e). 

Under the revision recommended by the advisory group, the rule 
of the Groman and Bashford cases would be overturned with respect 
to acquisition of stock in (B) reorganizations as well as with respect 
to acquisition of assets in (A) and (C) reorganizations. Either the 
parent or the subsidiary would be able to issue stock or securities in 
exchange for the stock or assets acquired, and part of such stock or 
securities could be issued by the parent and part by the subsidiary. 
In addition, it would be specifically provided that part of the acquired 
stock or the acquired assets can be retained in the parent corporation 
and part transferred to the subsidiary pursuant to the plan. More- 
over, while existing law may possibly be interpreted to prohibit the 
parent from assuming liabilities of the transferor corporation in (A) 
and (C) reorganizations while transferring the acquired assets to the 
subsidiary, the proposed provision would permit this to be done, 
Again, while existing law does not specifically provide that the basis 
-of the stock or assets to the transferor carries through to the subsidi- 
ary in all cases, this would be clearly provided for by a change recom- 
mended in section 362 (b) (3) (last sentence of section 362 (b) in 
existing law). Finally, by virtue of the insertion of a new section 
362 (b) (2), an adjustment to the basis of the subsidiary’s stock in 
the hands of the parent corporation would be provided for under 
regulations to be prescribed by the Secretary. See the comments 
relating to section 362 under section 25. 

Subparagraph (C) Reorganization where the transferee corporation 
already owns stock in the transferor—Under the law as it existed prior 
to the change made in 1934, it was held in Winston Bros. Co. v. Hel- 
vering (76 F. 2d 381 (8th Cir., 1935) ) that where a parent corpora- 
tion owned 60 percent of the stock of a subsidiary and issued its stock 
for all the assets of the subsidiary, the transaction qualified under the 

rovision of that law comparable to present section 368 (a) (1) (C), 

espite the fact that the parent corporation received back in the 
complete liquidation of the subsidiary 60 percent of the stock which 
the parent gave to the subsidiary in the transaction. 

In Revenue Ruling 54-396 (C. B. 1954-2, 147), the Internal Rev- 
enue Service held that under the 1939 Code such a transaction would 
not constitute a (C) reorganization because the parent corporation 
would in effect acquire 60 percent of the assets of the subsidiary in 
the complete liquidation of the subsidiary, and therefore would not 
acquire the assets solely in exchange for voting stock of the parent. 
See also Bausch & Lomb Optical Co. (30 T. C. No. 56 (1958)), on 
appeal to the second circuit. In Revenue Ruling 57-278 (C. B. 
1957-1, 124), under the 1954 Code, the Service held that a similar 
transaction, though one where the acquiring corporation was a 
subsidiary of the stock-issuing parent corporation, would consti- 
tute a (C) reorganization under the 1954 Code. Although the 
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Service has not yet so held, it is arguable that the change made in 
the definition of (B) reorganizations should permit acceptance by 
it of the Winston Bros. case under the 1954 Code on the ground 
that the desired result could be accomplished in two steps. Unlike 
the 1939 Code, the (B) reorganization provision in the 1954 Code 
would apply if the parent issued solely its voting stock to the minorit 
Brehold srs of the subsidiary in exchange for the remaining selaienae 
ing 40 percent of the subsidiary’s stock, regardless of the manner in 
which the parent acquired the 60 percent interest in earlier trans- 
actions not a part of the current plan. Having acquired 100 percent. 
ownership, the parent could then liquidate the subsidiary under 
section 332. 

In order to clarify this situation, the advisory group recommends 
that a specific provision be inserted in section 368 (a) (2) (B) stating 
that for the purposes of (C) reorganizations, if stock of the trans- 
feror corporation is owned by the acquiring corporation at the 
time of the transaction, then the determination of whether 66% 
percent or more of the consideration received by the shareholders. 
of the transferor corporation consists of stock of the acquiring 
corporation shall be made by assuming that the acquiring cor- 
poration exchanged its stock for the assets of the transferor 
corporation attributable to stock of the transferor corporation 
previously owned by the acquiring corporation, and that such 
stock of the acquiring corporation was thereupon distributed by 
the transferor corporation in pursuance of the plan. In view of 
the restoration of statutory mergers and consolidations as a 
separate class of reorganization by the advisory group’s revised 
recommendations, but with a continuity-of-interest test like that 
in clause (C), it is necessary to include (A) reorganizations in 
this rule as well. 

Relocation of certain parenthetical material in reorganization provi- 
sions.—Section 368 (a) (1) (B) of existing law, in requiring that a 
corporation acquiring stock in another corporation be in control of 
the other corporation immediately after the acquisition, contains a 
parenthetical phrase “(whether or not such acquiring corporation had 
contro] foitnadiaanty before the acquisition).” In order to simplify 
the language of section 368 (a) (1) (B) this provision has been 
inserted as section 368 (a) (2) (A) in the proposed revision. 

Section 368 (a) (1) (D) of existing law, in requiring that immedi- 
ately after the transfer control of the transferee must remain in the 
transferor or its shareholders, adds a parentheticx] phrase “(including 
persons who were shareholders immediately before the transfer). 
Again for purposes of simplifying the language of section 368 (a) (1) 
(D), this provision has been inserted as section 368 (a) (2) (C) in the 
proposed revision. It has also been made applicable in determinin 
the absence of contro] for the purposes of the revised section 368 (a) 
(1) (A) and (C). 

Status of stock rights —The regulations under existing law take the 
position that rights to subscribe for stock do not constitute stock or 
securities within the meaning of the reorganization provisions. The 
advisory group recommends the addition of a new section 368 (d) to 
state specifically that for the purposes of the reorganization provi- 
sions, other than the definition of control, the term “stock” includes 
rights to acquire stock. 
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SECTION 27. REORGANIZATION IN CERTAIN RECEIVER. 
SHIP AND BANKRUPTCY PROCEEDINGS—AMENDMENT 
OF SECTION 371 


Under the 1939 Code if a shareholder or security holder of a cor- 
poration involved in certain insolvency reorganizations received boot 
as well as stock or securities, the boot could in appropriate circum- 
stances be taxed as a dividend. However, the comparable provision 
in the 1954 Code (sec. 371 (b) (2)) provides only that the receipt of 
boot can give rise to the recognition of gain and does not provide that 
any part of such gain may be treated as a dividend. 

The advisory group recommends that section 371 (b) be amended 
to provide that boot so received shall be treated as provided in section 
356, in which event it can be taxed as a dividend, as a partial liquida- 
tion, as a redemption of stock under section 302 (a), as interest, or as 
a return of capital, as may be appropriate in each case. Furthermore, 
the advisory group recommends that the “greater principal amount 
rule,” which is applicable generally in the reorganization provisions 
but was not soctiiadly incorporated in section 371 (b) in the 1954 
Code, be inserted therein as section 371 (b) (2). 


SECTION 28. CARRYOVERS IN CERTAIN CORPORATE 
ACQUISITIONS—AMENDMENTS OF SECTION 381 


Subsection (a) of section 381 now provides that an acquiring cor- 
poration in certain types of nontaxable asset acquisitions shall succeed 
to and take into account certain specified tax attributes of the dis- 
tributor or transferor corporation, subject to the conditions and 
limitations set forth in subsections (b) and (c). Subsection (b) states 
certain operating rules and subsection (c) lists the particular items 
referred to in subsection (a) and the limitations upon their inherit- 
ance. 

The types of nontaxable asset acquisitions now referred to in sub- 
section (a) are— 

(i) Liquidations of subsidiaries under section 332 but only 
where the parent corporation takes over the subsidiary’s asset 
basis; and 

(ii) Transfers in reorganization under section 368 (a) (1) (A), 
(C), (D) (but only if the requirements of section 354 (b) (1) (A) 
and (B) aremet) and (F). 

Liquidation of subsidiaries —The advisory group has considered the 
desirability of limiting the applicability of section 381 to section 332 
liquidations which involved the distribution in liquidation of a goin 
business. If section 381 were so limited a premium would be B pees 
on the timing of the sale of the subsidiary’s assets; a sale of its business 
before the liquidation would be treated differently than a sale of the 
business by the parent after the liquidation. Under present law the 
tax consequences of a sale of a subsidiary’s assets, where the sub- 
sidiary’s asset basis is carried over in a section 332 liquidation, is no 
different whether the sale is made by the subsidiary before the liqui- 
dation or by the parent after the liquidation. There appears to be 
no reason for applying a different policy for the purposes of section 
381. Moreover, adoption of a going business requirement would 
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involve troublesome definitional problems. Accordingly, the advisory 

up recommends no limitation in such regard. The ee group 
also considered the desirability of restricting the application of section 
381 in the case of section 332 liquidations which are effected shortly 
after the parent acquires the subsidiary’s stock in a nontaxable (B) re- 
organization. In view of the proposed amendments to section 382, 
which would apply to the carryover of losses in connection with (B) ac- 
_— it was concluded that no such restriction in section 381 is 
needed. 

Necessity of requiring liquidation of transferor corporation in (C) 
and (D) reorganizations.—At present, as indicated above, section 381 
(a) states that the requirements of section 354 (b) (1) (A) and (B) 
must be met—at least in a (D) reorganization—in order for the section 
toapply. ‘This means that in a (D) reorganization the transferee cor- 
poration must acquire substantially all the assets of the transferor 
corporation and the consideration received by the transferor as well 
as its other properties must be distributed in pursuance of the plan of 
reorganization. Under the revised reorganization provisions herein 
proposed, the transferor corporation in both a (C) reorganization and 
a (D) reorganization must be liquidated. Accordingly, if the advisory 
group’s recommendations with respect to the reorganization provisions 
are adopted, no special provision is needed in section 381 (a) with re- 
spect to liquidation of the transferor corporation. This view is re- 
flected in the proposed subsection (a) (1) (B). 

Corporate divisions under sections 355 and 356 involving intercorpo- 
rate transfers under section 351.—Al\though section 312 (i) of the 
1954 Code provides that, in the case of corporate divisions under sec- 
tion 355 or section 356, proper allocation with respect to the earnings 
and profits of the distributing corporation and the controlled corpora- 
tion or corporations shall be made under regulations prescribed by the 
Secretary or his delegate, section 381 excludes such corporate divisions 
from its application. If a transferee in a corporate separation under 
these provisions is not to succeed to the designated tax attributes of the 
Ganateror corporation, presumably the transferor corporation would 
retain all the attributes it formerly possessed and the transferee 
would not be required or permitted to take any of them into account. 
This would appear to produce an unsound result in some cases and to 
permit the tax consequences to depend upon which corporation is 
used as the transferor corporation. The advisory group recommends 
that section 381 be amended to cover intercorporate section 351 trans- 
fers in connection with corporate divisions under sections 355 and 356; 
and that, in the case of such transactions, the designated tax attributes 
be divided between the respective corporations in a manner appro- 
priate to the character of the items and their relationship to the assets 
and liabilities of the respective corporations. 

Because of the difficulty of attempting to incorporate in the statute 
all the rules that might be appropriate to the various items in the 
differing situations that might arise and of the undue statutory com- 
plications that would be involved, the advisory group recommends 
that the implementation of the general rule be left to regulations. A 
precedent for such delegation may be found in code section 1017 
relating to adjustment of basis of property in respect of discharge 
of indebtedness. Pursuant to the broad authorization in that 
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section, the regulations thereunder prescribe general rules as to 
the manner of adjusting basis. They also permit the adjustment 
to be made in a different manner, consistent with the basic prin. 
ciples, upon a proper showing to the satisfaction of the Com. 
missioner. It is contemplated that, upon such a showing, a similar 
opportunity for division of tax attributes by agreement between 
the parties may be permitted here. In the present instance, the 
broad policy to be followed in the regulations is indicated by the pro- 
posed statutory provision, including the requirement that net operat- 
ing loss carryovers and earnings and profits—two of the principal 
items—are to be divided in a manner appropriate to the assets owned 
by each of the corporations. Of the other tax attributes specified in 
section 381 (c), it is intended as indicated above that the tax treatment 
be determined in keeping with the underlying policy of the section, 
Some of them might appropriately be attributed to the corporation 
owning the assets to which the particular items relate and some might 
appropriately be attributed to both corporations or to neither. ‘The 
proposed provisions of subsection (a) (1) (C) and (3) deal with this 
problem. The advisory group has considered the question of 
making section 381 applicable to simple transfers of assets to 
controlled subsidiaries under section 351 and has concluded that 
a decision as to the desirability of any broader application of 
section 381 to section 351 transactions should await the results 
of experience under the amendments presently proposed. In 
the case for example of a transfer of money to a newly formed 
subsidiary in exchange for its stock—a section 351 transaction— 
it is doubtful that the parent’s accumulated earnings and profits 
or its loss carryover should be affected. (As to earnings and 
profits, see Regulations 1.312-11 as in force and as proposed to 
be amended.) 

Subparagraph (C) reorganizations involving asset acquisitions by, 
or asset transfers to, subsidiaries —The 1954 Code permits the acquisi- 
tion of assets in a (C) reorganization by a subsidiary in exchange for 
the parent’s stock or by the parent in exchange for its stock followed 
by a transfer of all or part of such assets to a subsidiary. The provi- 
sions of section 368 (e) herein proposed continue this policy. 

Section 381 does not state whether in such cases the parent or the 
subsidiary is to be the acquiring corporation which succeeds to the 
transferor’s tax attributes or whether different results flow from use 
of the two available methods of accomplishing the same result. Nor 
is there any indication of what happens where the parent and sub- 
sidiary divide the transferor’s assets between them. While it is 
arguable that such items as net operating loss carryovers and ac- 
cumulated earnings and profits may reasonably be treated differently 
in such situations, the advisory group has concluded, partially in the 
interest of simplicity, that the existing administrative policy should 
be followed and that the corporation owning the assets should succeed 
to both of these attributes. Accordingly, under the proposed subsec- 
tion (a) (2) the subsidiary and not the parent would be considered 
the acquiring corporation for purposes of section 381 if it acquires 
substantially all of the assets transferred in the reorganization either 
directly from the transferor corporation or upon retransfer from the 
parent corporation. 
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‘The proposed subsection (a) (3) covers the situation where the 

uired assets are so divided between the parent and one or more 
subsidiaries that no one corporation owns substantially al) the trans- 
ferred assets. In such cases the parent corporation could have been 
made the acquiring corporation for purposes of section 381, but this 
would amount to giving the parent an election to determine the loca- 
tion of tax attributes simply by retaining a substantial part of the 
assets transferred. Alternatively, the benefit or burdens of the tax 
attributes could be denied to all the corporations; but this would result 
not only in preventing any corporation from using attributes that are 
beneficial but would also make it possible by careful planning to avoid 
the inheritance of burdensome tax attributes. Accordingly, the 
advisory group believes it preferable to provide that, in cases where no 
one corporation owns substantially all the acquired assets, net operat- 
ing loss carryovers and accumulated earnings and profits should be 
apportioned between the respective corporations holding a substantial 

rtion of the transferred assets in a manner appropriate to the assets 
acquired and that the treatment of the other tax attributes referred 
to in subsection (c) should be determined on a rational basis depending 
on the character of the particular item involved and its relationship to 
the assets and liabilities owned by the respective corporations, in 
keeping with the underlying policy of section 381. Here again any 
attempt to spell out in the statute all the necessary rules to cover the 
differing items and situations would unduly complicate the statute; 
and, as with corporate divisions, it is recommended, as provided for 
insubsection (a) (3), that with the indicated guides the matter be left 
to regulations, 

Insolvency reorganizations under section 371.—It is intended 
that section 381 shall apply to every nontaxable reorganization 
under section 368 (a) (1) (A), (C), (D), or (F) even though the 
reorganization also qualifies as a receivership or bankruptcy reor- 
ganization under section 371. However, section 381, both as it 
exists today and as proposed to be amended, does not apply to 
receivership or bankruptcy reorganizations qualifying solely 
under section 371, and it is suggested that consideration be given 
as a policy matter to the extension of section 381 to cover such 
reorganizations. 

Accounting methods.—Paragraphs (4), ), (6) and (8) of sub- 
section ‘ eal with accounting matters ((7) was repealed). Para- 
= 4) is a general provision entitled “Accounting Methods” 
while the other three paragraphs which follow it relate to specific 
accounting items. To improve the form of the statute and avoid the 
possibility of confusion without intending any change in substance, 
the advisory group recommends that these paragraphs be made into 
subparagraphs of paragraph (4), the final subparagraph to be the 
present paragraph (4), slightly revised to indicate that it is intended 
to apply to accounting methods other than those covered in the three 
preceding subparagraphs. With this change, the succeeding para- 
graphs in the statute should be renumbered consecutively accordingly. 

Dividend carryovers.—The amendment to paragraph (14) (re- 
numbered paragraph (10)) of subsection (c), was not included 
in the section 381 amendments as originally proposed. It is 
designed to make clear that the dividend carryover under section 
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564 of a subsidiary, liquidated under section 332, that is available 
to the parent in computing the parent’s own dividend paid deduc- 
tion for personal holding company tax purposes, cannot include 
any dividend paid deduction of the subsidiary under section 
562 (b) that results from a nontaxable liquidation distribution 
made by it under section 332. It is not believed Congress in- 
tended the parent corporation in such a case to have a dividend 
paid deduction for 2 years following the liquidation solely be- 
cause earnings and profits of the subsidiary were included in the 
nontaxable liquidation distribution. 

Treatment of obligations deductible by transferor corporation if 
paid by it.—The present paragraph (16) permits the acquiring corpo- 
ration to deduct certain obligations and liabilities of the transferor 


corporation assumed on the reorganization if such obligations and | 


liabilities would have been deductible by the transferor corporation if 

aid by it. However, the last sentence of the paragraph makes it 
inapplicable if such obligations are reflected in the amount of stock, 
securities, or property transferred by the acquiring corporation to the 
transferor corporation in consideration for the latter’s property. 
Since liabilities assumed by an acquiring corporation will nonnele 
reflected in the consideration given by it for the property acquired, 
the benefit of this provision is in general limited to liabilities for which 
no provision was made and which were unknown or contingent at 
the time of the acquisition. The advisory group believes that, con- 
sistent with the general policy underlying section 381 of placing the 
transferee corporation in the tax shoes of the transferor corporation 
and to avoid evidentiary difficulties, it would be preferable if tax 
liabilities and other liabilities of the transferor corporation assumed 
by the acquiring corporation in a reorganization were deductible by 
the acquiring corporation paying the.same if the transferor corpora- 
tion could have deducted them had it made the payment, even though 
such liabilities are reflected in the consideration given for the acquired 
property. Accordingly, the advisory group recommends the elimina- 
tion of the last sentence of the present paragraph (16), the proposed 
paragraph (12). 

Catchall provision —There is at present no catchall provision in 
section 381 designed to permit its application to other items not spe- 
cifically described therein or frat $90 in the code, though they be 
of the same general character. One such item is the right of an 
acquiring corporation to continue amortizing an emergency facility 


on the basis of a certificate of necessity granted to the transferor cor- | 


poration, as permitted under the 1939 Code. Other such items as to 
which the rights of an acquiring corporation are not specified include 
research expenditures, excess soil and water conservation expenditures, 
foreign tax credits, elections on war loss recoveries and borrower status 
for section 312 (j) windfall distributions. The advisory group ree- 
ommends that a general provision be added at the end of the itemized 
list of tax attributes in subsection (c), providing that the acquiring 
corporation shall be treated as the distributor or transferor corpora- 
tion with respect to any item or for any purpose not referred to in 
subsection (c) if it is established to the satisfaction of the Secretary 
or his delegate that such item or purpose is in a category similar to 
that of any of the items referred to and that such treatment is con- 
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sistent with the treatment of such items. This is covered by the pro- 
posed new paragraph (17). 

Technical amendments.—The amendments recommended to section: 
381 (c) (1) (A) and (C) (v) are minor clerical changes. The 
changes made in the section as originally proposed have been 
revised in accordance with the revisions recommended in section 
368. 


SECTION 29. SPECIAL LIMITATIONS ON NET OPERATING 
LOSS CARRYOVERS—AMENDMENT OF SECTION 382 


The advisory group has carefully reviewed the policy considerations 
involved in the determination of the circumstances under which limi- 
tations should be imposed on the allowance of the full amount of a 
corporate net loss carryover, whether originating with the same cor- 
poration or inherited from a predecessor corporation. The rules of 
existing law are conflicting and uncoordinated. In fact, there is a 
serious question whether they do not serve more to blueprint than to 

revent avoidance. 

The problems are most acute in section 382, which seeks to spell’ 
out precise rules for specific situations. Generally speaking, section 
382 (a) covers stock acquisition and section 382 (b) covers asset acqui- 
sition cases. They are separately compartmented, and it is difficult 
to find any common thread of policy running through the section as 
a whole. Under section 382 (a), existing carryovers of a corporation 
are wiped out if, within a 2-year period, there is a 50-percent change. 
in ownership coupled with a failure to continue the corporation’s 
business substantially unchanged. However, these rules apply only 
if the change of ownership results from a purchase or redemption of 
stock and there are no limitations if the change of ownership results 
from a tax-free exchange; e. g., a section 368 (a) (1) (B) reorganiza- 
tion. Section 382 (b) imposes limitations in the case of mergers and’ 
other reorganizations involving the tax-free acquisition of assets, in 
connection with which section 381 provides that loss carryovers may 
be inherited; but, again, there is a hiatus, in that no express limita- 
tions are imposed in the case of tax-free acquisitions (with accom- 
panying inheritance of loss carryovers) by way of section 332 liquida- 
tions. Moreover, section 882 (b) is operative only where the share- 
holders of the loss corporation wind up with less than a 20-percent 
interest in the combined enterprise. While section 382 (a) results in- 
a complete loss of carryover where applicable, section 382 (b) results 
in only a pro tanto reduction, proportionate to the extent that the loss 
corporation’s shareholders’ interest is less than 20 percent. There is 
also no requirement in section 382 (b) of continuity of business, as 
there is in section 382 (a). And taxpayers have made much of the- 
statement in the committee report on the 1954 Code that applicability 
of section 382 (b) to any extent prevents application of section 269° 
regardless of result. The technique (as to the effectiveness of which. 
the advisory group expresses no opinion and which, it is understood, . 
the Internal Revenue Service is certain to challenge) is to give the loss 
corporation’s shareholders, say, a 19-percent interest, thereby accept- 
ing a 5-percent reduction in carryovers to insure against a much. 
greater, perhaps even a total, disallowance under section 269. 
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The above discussion is far from exhaustive on the shortcomings of 
existing law. Can taxpayers avoid both subsections of section 382 
by acquiring the stock of the loss company in a section 368 (a) (1) 
(B) reorganization and then liquidating the company under section 
332, where acquisition of the assets directly in a section 368 (a) (1) 
(C) reorganization would bring section 382 (b) into play? Can the 
Sesvéledhdiens of the acquiring company purchase the stock of the loss 
company and then merge it into the acquiring company, relying on 
the common-ownership provision of section 382 (b) (3) to escape the 
limitations of the section? It is clear that present law has created a 
very difficult situation for the Internal Revenue Service. 

In seeking a solution to the carryover problem, the advisory group 
considered the possibility of employing the principle underlying the 
recent Supreme Court decision in Libson Shops, Inc. v. Koehler 
(353 U.S. 382 (1957)), a merger case under the 1939 Code, that loss 
carryovers can be applied only against income from the business which 
generated the loss. Such an approach was rejected, however, on the 

round that it would result in too narrow a rule, not in harmony with 
the general carryover scheme of the statute, and that it would be very 
difficult to draft and apply. , 

The advisory group also considered making the availability of 
carryovers turn entirely on continuity of a minimum level of 
proprietary interest. One suggestion along these lines has been 
to preserve a corporation’s carryovers in all case unless as much 
as 6624 percent of its stock changes hands within a 2-year period 
and to cut off carryovers completely in every case where such a 
change in ownership does take place, regardless of relative values, 
continuity of business, or any other factor. Such a rule would 
be applicable in reorganization as well as outright purchase 
cases. The advisory group has not adopted this approach be- 
cause it appears to the group not to give sufficient weight to the 
fact that the Federal corporate income tax system is based upon 
the principle of treating the corporation as an entity separate 
and apart from its shareholders and taxing the income of the 
corporation separate and apart from that of the shareholders. 
Thus the group believes that in the absence of some extraordinary 
event indicating that a loss corporation is primarily the subject 
of tax maneuvers, the loss carryover should not be affected by a 
change in ownership of its stock. 

The advisory group viewed the problem as, basically, one of differ- 
entiating between acquisition of a going business, the tax attributes 
of which would be incidental, and mere acquisition of the tax attributes 
themselves. This is not to say that the tax attributes of the particular 
business acquired may not have some financial bearing on negotiations 
for the sale of stock or for mergers, consolidations, or other reorgani- 
zations. This is something that cannot be avoided unless we should 
abandon entirely our concepts of reorganizations and of the corporate 
entity as something existing apart from its shareholders. The prob- 
lem is, to some extent, like that in the Gregory case, one of ruling 
out sham transactions. Continuity will be permitted where the under- 
lying transaction is in harmony with the substance of those concepts, 
and will be denied where it constitutes nothing but manipulating 
shadows. But, to the maximum possible extent, it is desirable to 
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icularize the tests to be employed rather than to rely on the 
exercise of judgment, based on general and necessarily vague prin- 
ciples, in every case. 
he advisory group believes that the desired result can be accom- 
lished by relating the availability of carryovers to the price paid 
or the business or stock of the loss corporation so as to eliminate any 
rofit from the acquisition of loss carryovers except as an incident to 
re acquisition of a substantial going business. The advisory group, 
therefore, recommends as a basic rule that the available carryovers 
of an acquired business be limited to 50 percent of the consideration 
paid for that business. Assuming, for purposes of convenience, a 
corporate rate of 50 poe this means that the value of the business 
apart from the tax benefit to be derived from the carryovers, must 
be at least 3 times the tax benefit, or 114 times the amount of the carry- 
overs. For example, if a corporation has loss carryovers totaling 
$200,000, at least $400,000 would have to be paid for the business 
in order to have the carryovers fully available. Since the tax benefit 
to be derived from the carryovers would be only $100,000, the acquired 
business itself would have to be worth at least $300,000. Actually, 
however, since it would be an exceedingly rare case where a purchaser 
would pay dollar for dollar for the hopedeton tax benefits to be derived 
from the carryovers, a much greater relative value would have to 
exist for the business itself than 3 to 1. 

In any evaluation of the advisory group’s recommendation 
sight should not be lost of the fact that it is functional rather 
than conceptual. The proposal to limit preexisting carryovers 
to half the price paid for the business is not because of any 
logical relationship between purchase price and the amount of 
carryovers that should be permitted to survive but because such 
a device seems, more effectively than any other that has been so 
far suggested, to serve the practical ends the group considered 
desirable. The rule is arbitrary, like the cutting of the Gordian 
knot. But no other solution than an arbitrary one seems pos- 
sible. Judging from comments which have been received since 
release of the advisory group’s initial report, unanimity of view 
along theoretical lines is unattainable. The choice appears to be 
between a solution like that of the advisory group and the change- 
in-proprietary-interest rule referred to earlier in this discussion. 
And considering the general nature of the comments, many oppo- 
nents of the advisory group’s suggestion would not regard the 
change-in-proprietary-interest rule as acceptable. Whatever op- 
position they have to the advisory group’s proposal is based upon 
what it disallows, not upon what it allows. The change-in- 
proprietary-interest rule would disallow even more, unless the 
triggering point were fixed so high as to leave a large area of 
practical avoidance possibilities untouched. 

Thus far the statement of the general principle to be applied 
has been expressed in terms of a case where the entire proprietary 
interest changes hands. It will also be applicable where there is Jess 
than a 100-percent change in ownership, though, as in the case of 
existing law, the limitations will operate only where the change in 
ownership is so large as to demonstrate that persons who did not 
participate in the ownership during the loss years have taken over 
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the proprietary interest. The draft therefore adheres to a 50-percent 
rule relative to change in ownership, but the limitations are inde- 
pendent of the manner of acquisition, whether of assets or of s 
and, in the case of stock, whether taxable or tax free. In asset, re. 
organization cases this 50 percent cutoff point corresponds to the 20 
percent cutoff point found in existing section 382 (b). Of course, 
the choice of a cutoff point is a matter of judgment and legisla. 
tive policy and the advisory group’s proposed carryover rules do 
not depend on its being fixed at 50 percent. A somewhat higher 
percentage requirement might be found to be more appropriate 
and could be substituted without affecting the principles of the 
advisory group’s recommendation. 


Where the change in ownership is less than 100 percent, the 50. — 


percent rule relative to available carryover will be applied to the sum 
of the consideration for the stock involved in the change in ownership 
and an amount computed for all the other stock. In pe the 
amount for the other stock, the consideration for the stock involved 
in the change in ownership will be the starting point. That is to 
say, the assumed consideration for the entire business is based on the 
amount which was paid for the portion of the business involved in the 
change in ownership. If 55 percent of the business was involved in 
the change in ownership and the consideration therefor was $500,000, 
then the assumed consideration applicable to the entire business is 
$500,000 divided by 55 percent, or $909,090.90, and the carryovers 
could not exceed half that amount, or $454,545.45. Of this full amount 
of $909,090.90, $500,000 would be determined under section 382 (d 
i (A) and $409,090.90 would be determined under section 382 ta} 
(1) (B). The advisory group considered permitting carryovers to be 
retained in some stock acquisition cases on account of stock which did 
not change hands, on the principle that the minority shareholders 
should be allowed to keep the same amount of carryover as was allo- 
cable to their stock prior to the transaction. A major objection to 
this approach, however, was that the retained carryover so measured 
would ioniai principally the new owners, not the old. Thus, what 
was regarded at first blush as its primary justification was seen not 
to be present. Another difficulty was that such a rule would lead to 
discrimination between various types of transactions without any real 
differences. 

The foregoing example would be equally applicable if the acquisi- 
tion were by another corporation in a section 368 (a) (1) (B) reorgan- 
ization or if all the assets of the loss corporation were acquired in a 
section 368 (a) (1) (C) reorganization, the consideration paid for the 
stock or assets, as the case may be, being the fair market value of the 
stock of the acquiring corporation transferred in the reorganization. 
This would also be true if, in the section 368 (a) (1) (C) reorganiza- 
tion, the loss corporation acquired all the assets of the profit corpora- 
tion. In all these cases, however, the determination of whether a 50- 
percent change in ownership is involved is made against the back- 
ground of the combined enterprise (except for a retained minority in- 
terest in a sec. 368 (a) (1) (B) reorganization). 

The application of proposed section 382 to various fact situations 
may be illustrated by the following examples: 
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(1) The X corporation, with no net operating loss carryovers, has 
a net worth of $1,600,000 and the Y corporation, with a $2,000,000 
carryover, has a net worth of $500,000. The X corporation acquires 
80 percent of the stock of the Y corporation for 20 percent of its stock, 
worth $400,000. Under section 382 (b), the change in stock owner- 
ship is 60 percentage points, since the old shareholders will be deemed 
to have a retained interest of only 40 percent, computed as follows: 
20 percent on account of their 20 percent interest in the X corporation, 
plus 20 percent on account of the retained minority interest. The net 
operating loss carryover of the Y corporation after the transaction 
will therefore be 50 percent of $400,000, the amount paid for 80 percent 
of the Y corporation’s stock, plus 50 percent of $100,000, the corre- 
sponding amount on account of the retained minority interest, or a 
total of $250,000. Had the net worth of the Y corporation in the 
above example been $1,000,000, instead of $500,000, and assuming the 
X stock had been issued in proportion to the relative net worths of 
the two corporations, there would not have been a 50-percentage-point 
change in ownership as a result of the reorganization with X corpo- 
ration, for the old shareholders of Y corporation would have come 
out with a 3314-percent stock interest in X corporation. This, when 
combined with the 20 percent on account of the retained minority 
interest, would have totaled 5314 percent, leaving only a 4624-percent- 
age-point change in ownership. Section 382 would therefore not oper- 
ate to reduce the carryover. 

(2) The X corporation has a net operating loss carryover of 
$175,000 and a net worth of $200,000. It has two shareholders, indi- 
viduals A and B. A owns 20 percent of the outstanding stock (all of 
which is common stock) and B ownsthe remainder. Ina recapitaliza- 
tion, B receives preferred stock in exchange for 75 percent of the out- 
standing stock of the corporation out of the 80 percent which he owns 
so that he thereafter owns 20 percent of the common stock of the cor- 
poration and all of its preferred stock. The preferred stock which 
he receives in the recapitalization has a value of $150,000. The net 
operating loss carryover of the X corporation will be 50 percent of 
$150,000, the amount paid for 75 percent of the X corporation stock 
plus 50 percent of $50,000, the corresponding amount on account of 
the retained minority interest of individual B and the interest of indi- 
vidual A in corporation X, or $100,000. 

(3) Individual A owns all the stock of the X corporation which 
has a net operating loss carryover of $15,000. It has a net worth 
of $5,000. Individual B pays $10,000 into the X corporation for 
a new issuance of stock which gives him 70-percent control of 
the X corporation. The consideration transferred with respect 
to stock in the transaction which results in the change of owner- 
ship is the $10,000 paid into the X corporation by individual B. 
The net operating loss carryover of the X corporation after the 
transaction will be limited to $2,143, which is 50 percent of the 
amount ($4,286) in respect of the stock outstanding immediately 
before the transaction (that owned by A) determined on the basis 
of the $10,000 consideration paid in by B. This $4,286 figure is 
arrived at by assuming that if 70 percent of the stock is worth 
$10,000, all the stock is worth $14,286 ($10,000 divided by 7/10), 
and 30 percent is therefore worth $4,286. 
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(4) Corporation X has a net worth of $48,000 and a net oper. 
ating loss carryover of $75,000. It acquired substantially all the 
assets of corporation Y, which has a net worth of $72,000, in a 
transaction falling within the definition of a reorganization in 
section 368 (a) (1) (C). After the reorganization, the former 
shareholders of corporation X (because of giving some value to 
the net operating loss carryover of X corporation) own 45 per- 
cent of the outstanding stock of X. In such a case the net oper- 
ating loss carryover of X is limited to $28,636.50. This amount 
is determined by computing first the consideration received by 
the shareholders of Y. Assume that their 55 percent interest is 
determined to have a value of $70,000. If 55 percent of the stock 
is worth $70,000, then 45 percent of the stock is worth $57,273 
($70,000, divided by ™/10, times “/10). Half of this amount is 
$28,636.50. If the Y corporation acquired the X corporation 
under the same circumstances, the result would be the same. 

The advisory group’s recommendation contains appropriate rules 
to cover asset reorganization cases where there are intercompany 
stockholdings prior to the transaction. There are four possible fact 
combinations in this area. Either the profit corporation may own 
stock in the loss corporation, or the loss corporation may own stock 
in the profit corporation. Either the profit corporation acquires the 
loss corporation, or the loss corporation acquires the profit corporation, 
If the profit corporation owns stock in the loss corporation and is also 
the acquiring corporation, the problem is to reflect the fact that the 
shareholders of the profit corporation occupy a dual status—one as 
direct owners of the profit corporation and the other as indirect owners 
of stock of the loss corporation. Section 382 (c) (2) is designed to 
take this fact into account. If the profit corporation owns stock in 
the loss corporation, but the loss corporation is the acquiring corpora- 
tion, the problem is again to reflect the fact of dual status in the case 
of the shareholders of the profit corporation. This is accomplished 
by the reference to indirect ownership of stock of the loss corporation 
in section 382 (c) (1) (B). If the loss corporation owns stock in the 
profit corporation and is also the acquiring corporation, there is no 
problem, because the stock owned by the shareholders of the loss cor- 
poration in their capacity as former shareholders of the loss corpora- 
tion will obviously be that owned immediately prior to the reorganiza- 
tion. Similarly, there appears to be no need for a special rule where 
the loss corporation owns stock in the profit corporation and the 
profit corporation is the acquiring corporation, for all the stock of the 
acquiring corporation received by the shareholders of the loss corpora- 
tion, including the stock formerly owned by the loss corporation, will 
be received as a result of their ownership of stock of the loss cor- 
poration. 

It is also provided that the limitations of section 382 shall not 
apply if, for at least two years prior to the transaction resulting in the 
change in ownership, more than 50 percent of the fair market value 
of the outstanding stock of each corporation was owned by the same 
persons in substantially the same proportions. This will, of course, 
not validate any earlier transaction in which the stock ownership of 
the loss corporation arose, if, as a result of that transaction, carry- 
overs then in existence were subject to adjustment under this section. 
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The general rules described above need to be ae ge in order 
to prevent taxpayers from taking advantage of their specific details. 
For example, a loss corporation may have assets (perhaps the pro- 
ceeds of sale of its trade or business), though it no longer is engaged 
in trade or business. Such a corporation is really a shell in a business 
sense and must not be permitted to pass its carryovers on to new 
owners. —- a going business might be acquired with no idea 
of continuing it, but merely for the purpose of utilizing its carry- 
overs. The proposed mathematical tests would not reach such cases. 
With these possibilities in mind, the advisory group recommends that 
its proposals with respect to section 382 be supplemented by an amend- 
ment to section 269, relating to acquisitions made to evade or avoid 
income tax. This amendment would take the form of a presumption 
that an acquisition is for one of the purposes condemned by section 
969 where, subsequent to the si ch Sh the corporation does not 
continue to carry on a trade or business substantially the same as 
that conducted prior to the acquisition. In other words, the test 
which now appears in section 382 (a) (1) (C) would be removed from 
the objective rules of that section and inserted in the more general 
rules of section 269. 

While it is recognized that a test of the nature proposed to be 
inserted in section 269 is cast in general terms which are uncertain in 
application to specific cases, it is believed that such a test is entirely 
appropriate to the kind of case to which it would be limited under the 
avinry group’s proposal. It is also an integral part of this proposal 
that the application of the general language proposed to be inserted 
be S cosibved in some detail in an accompanying committee report. 
This will serve to relieve speculative fears on the part of taxpayers 
entering into transactions in the ordinary course of their business 
and will assist the Government in its administrative problem. 


SECTION 30. EFFECTIVE DATES 


The amendments initially recommended by the advisory group 
contained no provision with respect to effective dates. A new sec- 
tion 30 has been added for that purpose. Since the time of enact- 
ment of the proposed amendments, assuming their adoption, 
cannot be foreseen, the date when the amendments should gen- 
erally become effective has been left open. However, the advisory 
group is strongly of the opinion that as a general principle the 
amendments should be effective prospectively only, except in very 
limited areas, and that they should not apply to specified types 
of transactions carried out pursuant to plans adopted before the 
enactment of the amendments or before the date the act becomes 
— effective, whichever is earlier, unless the taxpayer so 
elec 
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(H.R. 4459, 86th Cong., 1st sess.] 


A BILL To amend certain provisions of the Internal Revenue Code of 1954 with respect to 
corporate distributions and adjustments 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That wherever in this Act an amendment is 
expressed in terms of an amendment to or repeal of a section or other provision, 
the reference shall be considered to be made to a provision of the Internal 
Revenue Code of 1954. 


SEC. 2. DISTRIBUTIONS OF PROPERTY—AMENDMENTS OF SECTION 301. 


(a) Amount DistriputTeD.—Section 301(b) (1) is amended to read as follows: 
“(1) GENERAL RULE.—For purposes of this section, the amount of any 
distribution shall be— 

“(A) DISTRIBUTEES IN GENERAL.—The amount of money received, plus 
the fair market value of the other property received, unless subpara- 
graph (B) is applicable to the distribution. 

“(B) CERTAIN CORPORATE DISTRIBUTEES.—If the shareholder is a cor- 
poration, the amount of money received, plus whichever of the follow- 
ing is the lesser: 

“(i) the fair market value of the other property received ; or 
“(ii) the adjusted basis (in the hands of the distributing corpo- 
ration immediately before the distribution) of the other property 
received, increased in the amount of gain to the distributing corpo- 
ration which is recognized on the distribution, including the 

amount of any adjustments under section 311(d) (1) and (2). 
If an obligation of the distributing corporation is received, the princei- 
pal amount of the obligation shall be treated, for the purpose of clause 

(ii), as the adjusted basis of such property. 

Subparagraph (A), and not subparagraph (B), shall apply in case of the 
distribution of any stock, or rights to acquire stock, of the distributing 
corporation if such distribution is treated, under section 305(b), as a dis- 
tribution of property to which this section applies. Subparagraph (A), and 
not subparagraph (B), shall apply in the case of any distribution received 
by a foreign corporation not engaged in trade or business within the United 
States. Subparagraph (A) shall apply to a distribution received from a 


foreign corporation, unless a dividend from that foreign corporation at the | 


time of the distribution would qualify for a dividends received deduction 
under section 245, in which case subparagraph (B) shall apply to the 
distribution.” 

(b) Basis or Property ReEcetvep.—Section 301(d) is amended to read as 
follows: 

“(d) Basis.—The basis of any property received in a distribution to which 
subsection (a) applies shall be the amount determined under subsection (b) (1) 
as the amount of the distribution to the shareholder on account of the receipt 
of such property (without reduction for liabilities referred to in subsection 
(b) (2)).” 

SEC. 3. DISTRIBUTIONS IN REDEMPTION OF STOCK—AMENDMENT OF SECTION 302. 

Section 302 is amended to read as follows: 

“SEC. 302. DISTRIBUTORS IN REDEMPTION OF STOCK. 

“(a) GENERAL Rute.—If a corporation redeems its stock (within the meaning 
of section 317(b) ), and if paragraph (1), (2), (3), (4), or (5) of subsection (b) 
applies, the amounts distributed in redemption of such stock shall be treated as 
a distribution in part or full payment in exchange for the stock. 

“(b) REDEMPTIONS TREATED AS EXCHANGES.— 

“(1) REDEMPTIONS NOT EQUIVALENT TO DIVIDENDS.— 
“(A) IN GENERAL.—Subsection (a) shall apply if the redemption is 
not essentially equivalent to a dividend. 
“(B) Dericir compantes.—The fact that the corporation has no earn- 
ings and profits, or that the amount distributed on the redemption ex- 
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ceeds the earnings and profits of the corporation, shall not require the 
application of this paragraph. 
“(2) SUBSTANTIALLY DISPROPORTIONATE REDEMPTION OF STOCK.— 

“(A) IN GENERAL.—Subsection (a) shall apply if the distribution is 
substantially disproportionate with respect to the shareholder. 

“(B) Lrmiration.—This paragraph shall not apply if immediately 
after the redemption the shareholder owns stock possessing 50 percent 
or more of the total combined voting power of all classes of stock entitled 

t to to vote. 
“(C) Drrtnitions.—For purposes of this paragraph, the distribution 
tes is substantially disproportionate if— 


tis | “(i) the ratio which the voting stock of the corporation owned by 
on, | the shareholder immediately after the redemption bears to all of the 
nal voting stock of the corporation at such time, 
| is less than 80 percent of — 
(ii) the ratio which the voting stock of the corporation owned by 
the shareholder immediately before the redemption bears to all of 
WS; the voting stock of the corporation at such time. 
any For purposes of this paragraph, no distribution shall be treated as sub- 
stantially disproportionate unless the shareholder’s ownership of the ‘ 
lus common stock of the corporation (whether voting or nonvoting) after | 
ira- and before redemption also meets the 80 percent requirement of the 
preceding sentence. 
cor- “(D) DETERMINATION OF RATIOS.—For purposes of this paragraph, if - 
ow- there is more than one class of voting stock the determination of voting 
stock ratios shall be made by reference to the combined voting power of 
all classes of stock entitled to vote; and if there is more than one class 
'po- of common stock the determination of common stock ratios shall be 
3 made by reference to fair market value. 
rpo- “(3) TERMINATION OF SHAREHOLDER’S INTEREST.—Subsection (a) shall 
the apply if the redemption is in complete redemption of all of the stock of the 
{ corporation owned by the shareholder. 
nei- “(4) SrockK ISSUED BY RAILROAD CORPORATIONS IN CERTAIN REORGANIZA- 
use TIONS.—Subsection (a) shall apply if the redemption is of stock issued by a 
railroad corporation (as defined in section 77(m) of the Bankruptcy Act, as 
the amended) pursuant to a plan of reorganization under section 77 of the Bank- a 
ting ruptey Act. 
be “(5) PREFERRED sTocK.—Subsection (a) shall apply if the redemption is— 


(A) a redemption of stock which is limited and preferred as to divi- 
ived dends, and 


ited “(B) the shareholder owns less than one percent of the voting stock 
m & of the corporation and less than one percent of the common stock of 
the - the corporation immediately after the redemption. 
tion “(6) APPLICATION OF PARAGRAPHS.—In determining whether a redemption 
the meets the requirements of paragraph (1), the fact that such redemption 
fails to meet the requirements of paragraph (2), (3), (4), or (5) shall not 
1 as be taken into account, and the rules of section 318(a) shall not be applicable 
but the relationships described therein may be taken into account along 
hich with all other facts and circumstances. If a redemption meets the require- 
(1) ments of paragraph (3) and also the requirements of paragraph (1), (2), 
eipt (4), or (5), then so much of subsection (c)(2) as would (but for this 
tion sentence) apply in respect of the acquisition of an interest in the corporation 


| within the 10-year period beginning on the date of the distribution shall not 

apply. 
“(7) SERIES OF TRANSACTIONS.—Where pursuant to a plan there is a series 
of redemptions, or redemptions and acquisitions by shareholders of stock 


ning (whether previously issued or unissued), this subsection shall not apply with 

(b) respect to any redemption in such series unless it would have applied to 

d as such redemption if all such redemptions and acquisitions had occurred 
simultaneously. 


CONSTRUCTIVE OWNERSHIP OF StocK.— 
“(1) IN GENERAL.—Except as provided in paragraph (6) of subsection (b), 


m is in paragraphs (2) and (3) of this subsection and in paragraph (1)(A) of 
subsection (e), section 318(a) shall apply in determining the ownership of 
arn- stock for purposes of this section. For the purpose of determining the appli- 


1 eX- cation of paragraph (2) or (3) of subsection (b) in the case of redemptions 
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of stock owned by a partnership, the redemption shall be treated in the cage. 
of each partner as though immediately prior to the redemption the part. 
nership had distributed to its partners all the stock of the corporation owned 
by it (other than stock constructively owned by it by reason of section 
318(a) (3) (A)), and the stock redeemed had been redeemed in the hands of 
the partners. 


“(2) FoR DETERMINING TERMINATION OF INTEREST.— 


“(A) In the case of a distribution described in subsection (b) (8), 
no part of section 318(a)(1) (relating to attribution between members. 
of a family), except section 318(a)(1)(A)(i) (relating to attribution 
between spouses), shall apply if— 

“(i) immediately after the distribution the distributee has no 
interest in the corporation (including an interest as officer, director, 
or employee), other than an interest as a creditor, 

“(ii) the distributee does not acquire any such interest (other 
than in the manner described in subparagraph (C)) within 10. 
years from the date of such distribution, and 

“(iii) the distributee, at such time and in such manner as the 
Secretary or his delegate by regulations prescribes, files an agree. 
ment to notify the Secretary or his delegate of any acquisition 
described in clause (ii) and to retain such records as may be neces- 
sary for the application of this paragraph. 

If the distributee acquires such an interest in the corporation (other 
than in the manner described in subparagraph (C)) within 10 years from 
the date of the distribution, then the periods of limitation provided in 
sections 6501 and 6502 on the making of an assessment and the collection 
by levy or a proceeding in court shall, with respect to any deficiency 
(including interest and additions to the tax) resulting from such acqui- 
sition, include one year immediately following the date on which the 
distributee (in accordance with regulations prescribed by the Secretary 
or his delegate) notifies the Secretary or his delegate of such acquisi- 
tion; and such assessment and collection may be made notwithstanding 
any provision of law or rule of law which otherwise would prevent such 
assessment and collection. 

(B) Subparagraph (A) of this paragraph shall not apply if— 

“(i) any portion of the stock redeemed was acquired, directly or 
indirectly, within the 10-year period ending on the date of the dis- 
tribution by the distributee from a person the ownership of whose 
stock would (at the time of distribution) be attributable to the dis- 
tributee under section 318(a), or 

“(ii) any person owns (at time of the distribution) stock the 
ownership of which is attributable to the distributee under section 
318 (a) and such person acquired any stock in the corporation, 
directly or indirectly, from the distributee within the 10-year period 
ending on the date of the distribution, unless such stock so acquired 
from the distributee is redeemed in the same transaction. 

The preceding sentence shall not apply if the acquisition (or, in the case 
of clause (ii), the disposition) by the distributee did not have as one of 
its principal purposes the avoidance of Federal income tax. 

“(C) Clause (ii) of subparagraph (A) of this paragraph shall not 
apply to the acquisition of stock in the corporation— 

“(i) by bequest of inheritance, or 

“(ii) by enforcement of rights as a creditor. 

An acquisition of stock shall not be considered to be in the enforce- 
ment of rights as a creditor if the default in payment of the obliga- 
tion could reasonably be anticipated at the time of the redemption of 
stock, or at the time of creation of such creditor relatiouship, which- 
ever is later. 

“(D) For purposes of subparagraphs (A) and (C), the term ‘corpo- 
ration’ shall include the distributing corporation, a corporation which 
controls the distributing corporation, a corporation which is controlled 
by the distributing corporation, or a corporation which acquires the 
assets of any such corporation in a transaction to which section 381 
(a) applies. For purposes of this subparagraph, control means the 
ownership of stock possessing at least 50 percent of the total combined 
voting power of all classes of stock entitled to vote or at least 50 
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percent of the total number of shares of all other classes of stock 
(except nonvoting stock which is limited and preferred as to divi- 
dends) ; and such control shall be determined with the application of 
section 318 (a). 

“(d) REDEMPTIONS TREATED AS DISTRIBUTIONS OF PROPERTY.—Except as 
otherwise provided in this subchapter, if a corporation redeems its stock (with- 
jn the meaning of section 317 (b)), and if subsection (a) of this section does 
not apply, such redemption shall be treated as a distribution of property to 
which section 301 applies. 

“(e) Basis.—If a corporation redeems its stock in a transaction to which 
subsection (d) applies, then, under regulations prescribed by the Secretary 
or his delegate, the amount of the basis of the stock redeemed (reduced by 
any amount which under section 301 (c) (2) is applied in reduction of basis 
of such stock) shall— 

“(1) be applied to increase the basis of other stock in such corporation 
which, immediately after the redemption, is owned— 
“(A) by the shareholder whose stock is redeemed (determined with- 
out reference to section 318(a) ), or 
“(B) by any other person whose stock would be attributable to such 
shareholder under section 318(a), if such shareholder so elects, or 
“(2) if paragraph (1) does not apply, be allowed as a loss to such share- 
holder from the sale or exchange of such stock. 
“(f) Cross REFERENCES.— 
“For special rules relating to— 
“(1) Redemption of stock to pay death taxes, see section 303. 
“*(2) Certain sales of stock treated as redemptions, see section 304. 
“(3) Redemption of section 306 stock, see section 306. 
“(4) Distributions in partial or complete liquidation, see section 331. 
“(5) Nonrecognition of gain in certain redemptions, see section 331. 
“(6) Character of gain in certain liquidations, see section 343.” 
SEC. 4. DISTRIBUTIONS IN REDEMPTION OF STOCK TO PAY DEATH TAXES—AMEND- 
MENT OF SECTION 303. 


Section 303(a) is amended by striking out “gross estate of a decedent,” and 
inserting in lieu thereof “gross estate of a decedent (including stock acquired by 
.) legatee | from the decedent’s estate in satisfaction of a specific monetary 

uest),”. 
SEC. 5. REDEMPTION THROUGH USE OF RELATED CORPORATIONS—AMENDMENTS 
OF SECTION 304. 

(a) ACQUISITION BY RELATED CORPORATION OTHER THAN Supsip1aARy.—Section 
804(a) (1) is amended by striking out the last sentence thereof. 

(b) AMENDMENT OF SPECIAL RuLEs.—WSection 304 is amended— 

(1) By striking out the last sentence of paragraph (1) thereof and by 

inserting in lieu thereof the following: 
“In applying section 318(a) (relating to constructive ownership of stock) 
with respect to section 302(b) for purposes of this paragraph, section 
318(a)(3)(C) shall be applied by substituting a 5 percent limitation for 
the 50 percent limitation contained therein.” 

(2) By striking out subparagraph (A) of paragraph (2) and inserting 
in lieu thereof the following— 

“(A) WHERE SUBSECTION (a)(1) APPLIES.—In the case of any ac- 
quisition of stock to which paragraph (1) (and not paragraph (2) ) 
of subsection (a) of this section applies, the determination of the 
amount which is a dividend shall be made as if the property were dis- 
tributed by the issuing corporation to the acquiring corporation and 
immediately thereafter distributed by the acquiring corporation.” 

(3) By adding at the end thereof the following new paragraph: 

“(3) Svrock TREATED AS CAPITAL CONTRIBUTION.—In any ease where sub- 
section (a) (1) or (2) applies and the distribution in redemption of stock 
is not treated as a distribution in full payment in exchange for such stock, 
the stock so acquired shall be treated as having been transferred by the 
person from whom acquired, and as having been received by the corpora- 
tion acquiring it, as a contribution to the capital of such corporation.” 

(c) CoNSTRUCTIVE OWNERSHIP.—Section 304(c)(2) is amended by striking 
out the last sentence and inserting in lieu thereof the following: ‘For purposes 
of the preceding sentence, the 50 percent limitation contained in section 
318(a)(3)(C) shall be reduced to 5 percent. In the case of a transaction to 
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which subsection (a) (1) of this section applies and to which subsection (a) (2) 
also applies by reason of the application of section 318(a), the determination of 
whether the distribution shall be treated as in part or full payment in exchange 
for the stock redeemed shall be made only under the rules of subsection (a) (1).” 


SEC. 6. DISTRIBUTIONS OF STOCK AND STOCK RIGHTS—AMENDMENT OF SECTION 
305. 

Section 305(b) is amended by striking out the word “or” at the end of para- 
graph (1), by striking out the period at the end of paragraph (2), and insert- 
ing in lieu thereof “; or’, and by adding at the end thereof the following new 
paragraph : 

“(3) if— 

“(A) a distribution is made with respect to common stock of the 
corporation (whether of one or of more than one class), 

“(B) such distribution is payable— 

“(i) in its stock (or in rights to acquire its stock) with respect 
to a portion of such stock, and 
“(ii) in property with respect to the balance thereof, and 

“(C) the effect of such distribution is to increase the proportionate 
interest of the recipient in the assets and earnings and profits of the 
corporation.” 

SEC. 7. DISPOSITIONS OF CERTAIN STOCK—AMENDMENTS OF SECTION 306. 

(a) CAPITAL CONTRIBUTION OF Section 306 Stock.—Section 306(a) (1) is 
amended by adding at the end thereof the following new sentence: 

“If the disposition is a contribution to the capital or paid-in surplus of 
another corporation the shareholder shall be treated, for purposes of sub- 
paragraph (A) of this paragraph, as realizing on the transfer an amount 
equal to the fair market value of the stock at such time.” 

(b) DEFINITION OF SEcTION 306 Stock.—Section 306(c) is amended— 

(1) by striking out subparagraph (C) of paragraph (1) and inserting 
in lieu thereof the following : 

“(C) StrocK HAVING TRANSFERRED OF SUBSTITUTED BASIS.—Except as 
otherwise provided in subparagraph (B), stock the basis of which for 
the purpose of determining gain (in the hands of the shareholder 
owning such stock) is determined by reference to such basis (in the 
hands of such shareholder or any other person) of section 306 stock.” 

(2) by adding at the end thereof the following new paragraph: 
“(3) SPECIAL RULES RELATING TO PARAGRAPH (1) (B).— 

“(A) CERTAIN COMMON sTOCK.—For purposes of the first sentence 
of paragraph (1)(B), common stock received in respect of dividend 
rights for the current year or preceding taxable years on preferred 
stock shall be treated as stock which is not common stock, unless the 
preferred stock is itself exchanged for common stock as part of the 
same transaction. 

“(B) CONSTRUCTIVE OWNERSHIP.—For the purpose of determining 
the extent to which the effect of the transaction described in paragraph 
(1) (B) was substantially the same as the receipt of a stock dividend, 
section 318(a) shall apply to the extent generally applicable in the 
determination of whether a distribution, redemption, or exchange, as 
the case may be, is the equivalent of a dividend.” 


SEC. 8. BASIS OF STOCK AND STOCK RIGHTS ACQUIRED IN DISTRIBUTIONS—AMEND- 
MENT OF SECTION 307. 


Section 307(b)(1) is amended by striking out the word “and” at the end 
of subparagraph (A), by adding the word “and” at the end of subparagraph (B), 
and by adding at the end thereof the following new subparagraph: 

“(C) the fair market value of such rights received by the share- 
holder does not exceed $1,000 at the time of the distribution,”. 


SEC. 9. TAXABILITY OF CORPORATION ON DISTRIBUTION—AMENDMENTS OF SEC- 
TION 311. 


(a) TECHNICAL AMENDMENT.—So much of section 311(a) as precedes para- 
graph (1) is amended to read as follows: 

“(a) GENERAL RuLE.—Except as provided in subsections (b), (ec), and (d) of 
this section, in section 343(b), and in section 453(d), no gain or loss shall 
be recognized to a corporation (and no amount shall be includible in its 
income) on the distribution, with respect to its stock, of—”. 
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(b) DistRIBUTIONS OF INVENTORY AssETS.—Section 311 is amended by adding 
at the end thereof the following new subsection: 

“(d) CERTAIN DISTRIBUTIONS OF INVENTORY ASssETS.—If a corporation dis- 
tributes inventory assets (as defined in section 312(b)(2)) to a shareholder 
with respect to its stock— 

“(1) gross income of such corporation shall include an amount equivalent 
to any deductions, credits, or allowances allowed in prior taxable years 
with respect to such assets, 

“(2) no deductions attributable to expenses with respect to such assets 
in the taxable year shall be allowed, and 

“(3) if the property distributed constitutes property of a kind which 
would properly be included in the inventory of the corporation if on hand 
at the close of the taxable year, then, pursuant to regulations prescribed 
by the Secretary or his delegate, proper adjustment shall be made to pre- 
vent such property from being reflected in cost of goods sold for such 
year or any other year. 

This subsection shall not apply to the extent that an amount is includible in 
the gross income of the corporation without regard to this subsection.” 


SEC. 10. DEFINITION OF INDEBTEDNESS OF A CORPORATION—AMENDMENTS OF 
SECTION 317. 


(a) DEFINITION OF INDEBTEDNESS.—Section 317 is amended by adding at the 
end thereof the following new subsection : 


“(c) INDEBTEDNESS.—For purposes of this subtitle, indebtedness of a corpora- 
tion shall include in all events (but shall not be limited to) any unconditional 
obligation in writing of a corporation to pay on demand on or before a specified 
and not unreasonably distant date a sum certain in money incurred upon a 
distribution to shareholders or for an adequate consideration in money or 
money’s worth and under circumstances which do not negative any reasonable 
expectation of payment, if— 

“(1) the obligation is not by agreement subordinated to the claims of 
trade creditors generally, and 

“(2) payment, if any, for use of the principal amount is not excessive, 
is not dependent upon the earnings of the corporation, and is unconditionally 
due not later than the maturity date of the principal amount, and 

“(3) the obligation does not entitle the obligee to vote upon the election 
of directors of the corporation, and 

“(4) in case the obligation is intially held or guaranteed by a share- 
holder of the corporation, immediately after the obligation is created the 
principal amount of all obligations of the corporation held or guaranteed 
by its shareholders does not exceed by more than five-to-one the fair value 
of the outstanding stock of the corporation or the total of the capital and 
surplus paid-in with respect thereto, whichever is greater.” 

“(b) TECHNICAL AMENDMENT.—Section 317(b) is amended by striking out the 
word “part” and inserting in lieu thereof “subchapter”. 

SEC. 11. CONSTRUCTIVE OWNERSHIP OF STOCK—AMENDMENT OF SECTION 318. 

Section 318 is amended to read as follows: 

“SEC. 318. CONSTRUCTIVE OWNERSHIP OF STOCK. 
“(a) GENERAL RULE.—For purposes of those provisions of this subchapter 
to which the rules contained in this section are expressly made applicable— 
MEMBERS OF FAMILY.— 
“(A) IN GENERAL.—An individual shall be considered as owning stock 
owned directly or indirectly, by or for— 

“(i) his spouse (other than a spouse who is legally separated 
from the individual under a decree of divorce, whether interlocutory 
or final, or a decree of separate maintenance), and 

“(ii) his children, grandchildren, parents and grandparents. 

“(B) Errecr or Apoprion.—For purposes of subparagraph (A) (ii), a 
legally adopted child of an individual shall be treated as a child of such 
individual by blood. 

“(2) ATTRIBUTION FROM PARTNERSHIPS, ESTATES, TRUSTS AND CORPORA- 
TIONS.— 

“(A) FROM PARTNERSHIPS.—Stock owned, directly or indirectly, by or 
for a partnership shall be considered as being owned proportionately 
by any partner having an interest of 5 percent or more in either the 
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capital or profits of the partnership in proportion to the greater of hig 
interest in capital or profits. 
“(B) FROM ESTATES OR TRUSTS.— 

“(i) Stock owned, directly or indirectly, by or for an estate or 
trust shall be considered as being owned by any beneficiary having 
an actuarial interest of 5 percent or more in such estate or trust 
in proportion to that beneficiary’s actuarial interest in the estate 
or trust; except that stock owned by or for an estate or trust shall 
not be considered as being owned by those beneficiaries who cannot 
under any circumstances receive from the estate or trust any in- 
terest in the stock, the proceeds of disposition thereof, or the income 
therefrom, but shall be considered as being owned by the other 
beneficiaries in proportion to their relative actuarial interests in 
the balance of the estate or trust. 

“(ii) Stock owned directly or indirectly, by or for any portion of 
a trust of which a person is considered the owner under subpart B 
of part I of subchapter J (relating to grantors and others treated 
as substantial owners) shall be considered as being owned by such 
person. 

“(iii) This subparagraph shall not apply to stock owned by any 
employees’ trust described in section 401(a) which is exempt from 
tax under section 501(a). 

“(C) From corPorATIONS.—Stock owned, directly or indirectly, by 
or for a corporation shall be considered as being owned proportionately 
by any shareholder of that corporation who owns 5 percent or more in 
value of its stock in that proportion which the value of the stock which 
such shareholder so owns bears to the value of all the stock in such 
corporation. For this purpose in determining the value of the stock 
owned by the shareholder and the value of all the stock in such corpo- “ 
| 


ration there shall be excluded the value of stock which is limited and 
preferred as to dividends. 
(3) ATTRIBUTION TO PARTNERSHIPS, ESTATES, TRUSTS AND CORPORATIONS.— 
“(A) To PARTNERSHIPS.—AIl stock owned, directly or indirectly, by 
or for any partner having an interest of 5 percent or more in either the 
capital or profits of a partnership shall be considered as being owned by 
the partnership. 
“(B) To ESTATES AND TRUSTS.— 
“(i) Stock owned directly or indirectly by or for a beneficiary SEC. 
having an actuarial interest of 5 percent or more in an estate or trust 


shall be considered as being owned by the estate or trust; except (i 
that in the case of an estate or trust, there shall not be included any 

stock owned by those beneficiaries who cannot under any cireum- “SEC 
stances receive from the estate or trust any interest in the stock ° 
actually owned by the estate or trust, the proceeds of disposition at 


thereof, or the income therefrom. 

“(ii) Stock owned, directly or indirectly, by or for a person who 
is considered the owner of any portion of a trust under subpart E of 
part I of subchapter J (relating to grantors and others treated as 
substantial owners) shall be considered as being owned by the trust. 

“(iii) This subparagraph shall not apply to stock owned by the | 


beneficiary of an employees’ trust described in section 401(a) which | a 
is exempt from tax under section 501(a). | TION 
“(C) To corporations.—Stock owned, directly or indirectly, by or for | sectj 


any shareholder who owns at least 50 percent in value of all the outstand- 
ing stock of a corporation (excluding stock which is limited and pre- 
ferred as to dividends) shall be considered as being owned by the 
corporation. 

“(4) Options.—If any person has an option to acquire stock, that stock 
shall be considered as being owned by such person. For purposes of this 
paragraph, an option to acquire such an option, and each one of a series of 
such options, shall be considered eas an option to acquire such stock. 

“(5) OPERATING RULES.— 


“(A) IN GENERAL.—Except as provided in subparagraphs (B) and 
(C), stock constructively owned by a person by reason of the application 
of paragraphs (1), (2), (3), and (4), shall, for purposes of applying 
paragraphs (1), (2), (3), and (4), be considered as actually owned by 
such person. 
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“(B) MEMBERS OF FAMILY.—Stock constructively owned by an indi- 
vidual by reason of the application of paragraph (1) shall not be con- 
sidered as owned by him for purposes of again applying paragraph (1) 
in order to make another the constructive owner of such stock. 

“(C) PARTNERSHIPS, ESTATES, TRUSTS AND CORPORATIONS.—Stock con- 
structively owned by a partnership, estate, trust or corporation by rea- 
son of the application of paragraph (3) shall not be considered as owned 
by it for purposes of applying paragraph (2) in order to make another 
the constructive owner of such stock. 

“(D) Priortry oF RULES.—For purposes of this paragraph if stock 
may be considered as owned by a person under paragraph (4) and any 
| other paragraph it shall be considered as being owned by him under 
paragraph (4). 
| “(E) SpecraAL RULES.—In applying the rules of this section— 


“(i) a corporation shall not be considered to own its own stock ; 

“(ii) in any case which an amount of stock owned by any per- 
son may be included in the computation more than once, such stock 
shall be used in such computation only once and in the manner in 
which it will impute to the person concerned the largest total stock 
ownership ; 

“(iii) in determining whether the 5 percent requirement of para- 
graph (2) (C) and the 50 percent requirement of paragraph 
(3) (C) have been met the rules of constructive ownership of this 
section shall apply ; and 

“(iv) a beneficiary’s actuarial interest in an estate or trust shall 
be determined on the assumption that there will be a maximum 
exercise of any discretion of the fiduciary in his favor. 


“(b) Cross REFERENCES.— 


“For provisions to which the rules contained in subsection (a) apply, see— 
“(1) section 302 (relating to redemption of stock) ; 

““(2) section 304 (relating to redemption by related corporations) ; 

(3) section 306 (relating to dispositions of certain stock) ; 


““(4) sections 334(b)(3)(C) and 334(b) (6) (relating to basis of property received 
in certain liquidations of subsidiaries ' 


‘a sections 343(a)(4) and 343(4) (3) (relating to collapsible corporations) ; 
an 
me section 382(e) (relating to special limitations on net operating loss carry- 
overs). 
SEC. 12. GAIN OR LOSS TO SHAREHOLDERS IN CORPORATE LIQUIDATIONS—AMEND- 
MENT OF SECTION 331 AND REPEAL OF SECTION 333. 


(a) AMENDMENT oF SEcTION 331.—Section 331 is amended to read as follows: 


“SEC. 331. GAIN OR LOSS TO SHAREHOLDERS IN CORPORATE LIQUIDATIONS AND 
' CERTAIN REDEMPTIONS, 
“(a) GENERAL RULE.— 
“(1) CoMPLETE LIQUIDATIONS.—Amounts distributed in complete liquida- 
tion of a corporation shall be treated as in full payment in exchange for 
the stock. 
“(2) PARTIAL LIQUIDATIONS.—Amounts distributed in partial liquidation 
of a corporation (as defined in section 346) shall be treated as in part or 
| full payment in exchange for the stock. 
“(b) Recognition or GAIN or Loss ON LIQUIDATIONS AND CERTAIN REDEMP- 
_ Tions.—In the case of a distribution to which subsection (a) applies or to which 
| section 302(a) applies— 

“(1) ReCOGNITION OF GAIN IN GENERAL.—Except in the case of distribu- 
tions described in paragraph (2)— 

“(A) CoRPORATE ASSET BASIS EXCEEDING STOCK BASIS.—If the aggre- 
gate adjusted basis (for determining gain) to the corporation of the 
assets (including money) distributed to the shareholder, increased by 

the amount of any gain recognized to the corporation upon the dis- 
tribution, exceeds the sum of— 

“(i) the aggregate adjusted basis to the shareholder for deter- 
mining gain on the stock, and 

“(ii) the amount of the liabilities of the corporation assumed by 
him on the distribution plus the liabilities of the corporation to 
which such assets are subject, 

then gain (if any) to the shareholder shall be recognized only to the 
extent of such excess. 
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“(B) CoRPORATE ASSET BASIS NOT EXCEEDING STOCK BASIS.—If the 
aggregate adjusted basis (for determining gain) to the corporation of 
the assets (including money) distributed to the shareholder, increased 
by the amount of any gain recognized to the corporation upon the dig. 
tribution, does not exceed the sum of— 

“(i) the aggregate adjusted basis to the shareholder for de. 
termining gain on the stock redeemed, and 
“(ii) the amount of the liabilities of the corporation assumed by 
him on the distribution plus the liabilities of the corporation to 
which such assets are subject, 
then no gain to the shareholder shall be recognized. 

““(2) RECOGNITION OF GAIN ON CERTAIN DISTRIBUTIONS.—In the case of a 
nonaliquot distribution (as defined in section 343) made by a collapsible 
corporation (as defined therein) and in the case of distributions described 
in section 343(a)(1)(D) (relating to certain distributions qualifying under 
section 337), gain (if any) shall be recognized to the shareholder. 

“(3) RECOGNITION OF LOss.—Loss (if any) shall be recognized to the 
shareholder. 

“(c) NONAPPLICATION oF Section 301.—Section 301 (relating to effects on 
shareholder of distributions of property) shall not apply to any distribution 
of property in partial or complete liquidation. 

“(d) Cross REFERENCES.— 

“(1) For general rule for determination of the amount of gain or loss to the share- 


holder, see section 1001. 
“*(2) For general rule for determination of the amount of gain or loss recognized, see 


section 1002. 
“(3) For rules relating to certain liquidating distributions on which gain or loss is 
not recognized to the shareholder, see sections 332, 354, and 355.” 


(b) REPEAL oF SECTION 333.—Section 333 is hereby repealed. 


SEC. 13. COMPLETE LIQUIDATIONS OF SUBSIDIARIES—AMENDMENTS OF SECTION 
332. 


(a) LiquIDATIONS TO WHICH SEcTION APPLIES.—So much of section 332 (b) 
as precedes paragraph (2) is amended to read as follows: 

“(b) LiqumaTIons TO WuHiIcH SeEcTIon AppLies.—For purposes of subsection 
(a), a distribution shall be considered to be in complete liquidation only if— 

“(1) the corporation receiving such property was, on the date of the 

adoption of the plan of liquidation, and has continued to be at all times until 

the receipt of the property, the owner of stock (in such other corporation) 

possessing at least 80 percent of the total combined voting power of all 


classes of stock entitled to vote and the owner of at least 80 percent of | 


the total number of shares of all other classes of stock (except nonvoting 


stock which is limited and preferred as to dividends) ; for the purpose of | 


this paragraph the disposition by the corporation receiving such property, 
in anticipation of or after the adoption of the plan of liquidation, of stock 
in such other corporation possessing less than a majority of the voting 
power of all classes of its stock shall be treated as an assignment of 
proceeds of liquidation and not as a disposition of stock unless the disposi- 
tion was not for the principal purpose of avoiding the application of this 
paragraph ; and either”. 
(b) INDEBTEDNESS OF SUBSIDIARY.—Section 332(c) is amended to read as 
follows: 
“(e) Specrat RuLE For INDEBTEDNESS OF SUBSIDIARY TO PARENT.—If— 
“(1) a corporation is liquidated and subsection (a) applies to such 
liquidation, and 
“(2) on the date of the adoption of the plan of liquidation, such cor- 
poration was indebted to the corporation which meets the 80 percent stock 
ownership requirements specified in subsection (b), 
then no gain or loss shall be recognized to the corporation so indebted because 
of the transfer of property in satisfaction of such indebtedness, and no gain 
or loss shall be recognized to the corporation meeting such 80 percent stock 
ownership requirements upon the receipt by it of property in satisfaction of 
indebtedness (other than interest the payment of which would be includible 
in gross income as interest) .”’ 
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SEC. 14. BASIS OF PROPERTY RECEIVED IN LIQUIDATIONS AND CERTAIN REDEMP- 


TIONS. 

: (a) AMENDMENT oF SecTIoN 334.—Section 334 is amended to read as follows: 

' “SEC. 334. BASIS OF PROPERTY RECEIVED IN LIQUIDATIONS AND CERTAIN REDEMP- 
TIONS. 

e- “(a) GENERAL RvuLe.—If property is received in a distribution in partial or 


complete liquidation (other than a liquidation to which section 332 applies) or in 
iy a distribution to which section 302(a) applies, then— 

“(1) GENERAL RULE.—Except as provided in paragraph (2) or (3), the 
basis of the property in the hands of the shareholder shall be the fair 
market value of such property at the time of distribution. 

(2) RECOGNITION OF GAIN GOVERNED BY SECTION 331(b) (1) (A).—In the 
case of property received in a distribution in which the gain recognized to 
the shareholder is limited by section 331(b)(1)(A), the aggregate basis 
of the property (other than money) in the hands of the shareholder 
shall be the same as it would be in the hands of the corporation, increased 
by the amount of any gain recognized to the corporation upon the distri- 
bution. 

“(3) RECOGNITION OF GAIN GOVERNED BY SECTION 331(b) (1) (B).—In the 
ease of property received in a distribution in which no gain is recognized 
to the shareholder by reason of the application of section 331(b) (1) (B), 
the aggregate basis of the property (other than money) in the hands of the 
shareholder shall be the same as the aggregate basis to the shareholder of 
the stock exchanged therefor— 

“(A) increased by the amount of the liabilities of the corporation 

is assumed by him on the distribution plus the liabilities of the corpora- 
tion to which such property is subject, and 

“(B) decreased by the amount of money received in the distribution. 

“(4) ALLOCATION OF BASIS.—Under regulations prescribed by the Secre- 
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IN tary or his delegate, the basis determined under paragraphs (2) or (3) shall 
be allocated among the properties (other than money) received in the dis- 
b) tribution. 


“(b) LIQUIDATION OF SUBSIDIARY.— 

“(1) IN GENERAL.—If property is received by a corporation in a transfer 

to which section 332 applies and if paragraph (2) does not apply to any 

part of the property received, then the basis of the property in the hands 
he of such corporation shall be the same as it would be in the hands of the 
transferor, reduced by the amount of any gain and incraesed by the amount 
of any loss not recognized to such corporation under the last sentence of 
all section 332(c). 

“(2) Excreption.—If property is received by a corporation in a transfer 
ing to which section 332 applies, and if— 
“(A) the transfer is pursuant to a plan of liquidation— 

“(i) adopted on or after June 22, 1954, and 

“(ii) completed not more than 2 years after the date of the 
ing transaction described in subparagraph (B) (or, in the case of a 
sai series of transactions, the date of the last such transaction) ; 
and 


his “(B) stock of the distributing corporation possessing at least 80 per- 
cent of the total combined voting power of all classes of stock entitled 
as | to vote, and at least 80 percent of the total number of shares of all 


other classes of stock (except nonvoting stock which is limited and 
preferred as to dividends), was acquired by the distributee by pur- 


uch chase (as defined in paragraph (3)), during a period of not more than 
12 months, 
or- then the basis of the property in the hands of the transferee corporation 
ock shall be the adjusted basis of the stock and indebtedness (referred to in the 
last sentence of section 332(c)) in respect to which the property was re- 
use | ceived. For purposes of the preceding sentence, under regulations pre- 
ain scribed by the Secretary or his delegate, proper adjustment in the adjusted 
“ock basis of any stock shall be made for any distribution made to the distributee 
| of with respect to such stock before the adoption of the plan of liquidation, for 
ible any money received, for any liabilities assumed or subject to which the 
property was received, and for other items. 
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“(3) PURCHASE DEFINED.—For purposes of paragraph (2)(B), the term 
‘purchase’ means any acquisition of stock, but only if-— 

“(A) the basis of the stock in the hands of the distributee is not de- 
termined (i) in whole or in part by reference to the adjusted basis of 
such stock in the hands of the person from whom acquired, or (ii) under 
section 1014(a) (relating to property acquired from a decedent), 

“(B) the stock is not acquired in an exchange to which section 351 
applies, and 

“(C) the stock is not acquired from a person the ownership of whose. 
stock would, under section 318(a), be attributed to the person acquir- 
ing such stock unless acquired in a distribution in complete liquidation 
to which paragraph (2) otherwise applies. 

For purposes of the preceding sentence and paragraph (6) the 5 percent 
limitation contained in section 318(a)(2)(C) shall be considered to be 
50 percent. 

“(4) DISTRIBUTEE DEFINED.—For purposes of this subsection, the term 
‘distributee’ means only the corporation which meets the 80 percent stock 
ownership requirements specified in section 332(b). 

“(5) SUCCESSIVE LIQUIDATIONS OF CONTROLLED CORPORATIONS.—F or purposes 
of this subsection, stock acquired in a distribution in complete liquidation to 
which paragraph (2) applies shall be considered to have been purchased on 
the date the distributee first acquires the ownership or the control (through 
ownership directly or indirectly of stock of one or more other corporations) 
of stock in the distributing corporation sufficient to meet the requirements 
of paragraph (2) (B). 

“(6) Srock ACQUIRED PURSUANT TO AN OPTION.—For the purpose of this 
subsection, if a corporation acquires stock pursuant to an option to buy such 
stock from a person who, without regard to such option, is not a person the 
ownership of whose stock would, under section 318(a) as modified by the last 
sentence in paragraph (3), be attributed to such corporation, such stock 
shall be considered to have been purchased on the date of the acquisition of 
such option, if such option is exercised on or before the last day of a period 
of twelve months beginning on the day of the earliest purchase of stock (in- 
cluding the stock subject to such option) used in determining the applicability 
of paragraph (2) and for this purpose the stock with respect to which the 
option was exercised shall be deemed to have been purchased on the date such 
option was acquired.” 

(b) TEcHNICAL AMENDMENT.—Clause (ii) of section 453(d)(4)(A) is 


amended to read as follows: 


“(ii) under section 332 (relating to complete liquidations of sub- 
sidiaries) no gain or loss with respect to the receipt of such obligation 
is recognized in the case of the recipient corporation and the basis to the 
distributee of such installment obligation is determined under section 
334(b) (1),”. 


SEC. 15. GAIN OR LOSS ON SALES OR EXCHANGES IN CONNECTION WITH CERTAIN 


LIQUIDATIONS—AMENDMENTS OF SECTION 337. 
(a) GENERAL Rute.—Section 337(a) is amended to read as follows : 
“(a) GENERAL RULE.— 
“(1) If— 
“(A) a corporation adopts a plan of complete liquidation on or after 
June 22, 1954, and 
“(B) within the 12-month period beginning on the date of the adoption 
of such plan, all of the assets of the corporation are distributed in com- 
plete liquidation, less assets retained to meet claims (including claims. 
of dissenting stockholders), 


then no gain or loss shall be recognized to such corporation from the sale or ex- 
change by it of property within such 12-month period. A transfer of assets by 
such corporation within such 12-month period made to a liquidation trust or 
agency for the benefit of stockholders of the corporation shall, for the purposes of 
this subchapter, be treated as a distribution of the assets to such stockholders in 
liquidation within the meaning of this subsection and section 331 and as a trans- 
fer of the assets by such stockholders to the trust or agency, if the income of the- 
trust or agency is currently taxable to its beneficiaries. 


“(2) For purposes of paragraph (1)— 
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“(A) a compulsory or involuntary conversion described in section 
1038 shall be considered a sale or exchange, and 
“(B) the requirements of paragraph (1)(B) regarding the time of 
distribution and the requirement of paragraph (1) that the sale or ex- 
change occur within the 12-month period referred to therein, shall be 
considered satisfied if such 12-month period begins not later than 60 
days after the disposition of the converted property, as defined in section 
1033 (a) (2), and the proceeds of such conversion are distributed within 
such 12-month period or within 60 days after the receipt thereof by the 
corporation, whichever is later.” 
(b) Limiration.—Section 337(c) is amended to read as follows: 
“(c) LIMITATION.— 
“(1) This section shall not apply to a sale or exchange involving a 
transfer of property to which section 368(a) (1) (C), (D), or (F) applies. 
“(2) In the case of a sale or exchange following the adoption of a plan 
of complete liquidation, if section 332 applies with respect to such liquida- 
tion, then— 
“(A) if the basis of the property of the liquidating corporation in 
the hands of the distributee is determined under section 334(b) (1), 
this section shall not apply; or 
“(B) if the basis of the property of the liquidating corporation in 
the hands of the distributee is determined under section 334(b) (2), 
this section shall apply only to that portion (if any) of the gain which 
is not greater than the excess of (i) that portion of the adjusted basis 
(adjusted for any adjustment required under the second sentence of 
section 334(b)(2)) of the stock of the liquidating corporation which 
is allocable, under regulations prescribed by the Secretary or his dele- 
gate, to the property sold or exchanged, over (ii) the adjusted basis, 
in the hands of the liquidating corporation, of the property sold or 
exchanged. 
This paragraph shall not apply to a complete liquidation of a member of 
an affiliated group of corporations, as defined in section 1504 (but without 
regard to the exceptions contained in section 1504(b) ), if all members of the 
group receiving property in such liquidation and the common parent corpo- 
ration are completely liquidated within the 12-month period beginning 
on the date a plan of complete liquidation is first adopted by any of such 
members of the group.” 


SEC. 16. COLLAPSIBLE CORPORATIONS. 


Section 341 is hereby repealed, and there is inserted immediately after sec- 
tion 342 the following new section: 
“SEC. 343. COLLAPSIBLE CORPORATIONS. 
“(a) SALE oR EXCHANGE oF StocK.— 
“(1) GENERAL RULE.—In the case of a sale or exchange by a shareholder 
of a collapsible corporation of stock of the corporation— 
“(A) to a person other than the issuing corporation, or 
“(B) in a transaction to which section 301(c)(8)(A) (relating to 
certain distributions in excess of basis) applies, or 
“(C) in a transaction constituting a nonaliquot distribution in par- 
tial or complete liquidation of the corporation to which section 346 
applies or in redemption of stock to which section 302(a) applies, or 
“(D) in a transaction constituting a distribution described in sec- 
tion 387(a) if, by reason of the application of section 337, gain realized 
by the corporation on the sale or exchange of section 343 assets was not 
recognized to it, 
then subject to the limitation in paragraph (2), so much of the share- 
holder’s gain (if any) realized on such sale or exchange as is equal to 
such stock’s ratable share of the unrealized appreciation on the corporation’s 
section 343 assets immediately prior to such sale or exchange shall be 
treated as gain from the sale of property which is not a capital asset. In 
the case of a transaction to which subparagraph (B) applies, the amount of 
such unrealized appreciation shall be reduced by that portion of the un- 
realized appreciation on the corporation’s section 343 assets distributed 
to shareholders in the transaction which the amount of such distribution 
treated as a dividend under section 301 (c)(1)(A) bears to the total 
amount of such distribution. 
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“(2) Srock ACQUIRED FROM OTHER PERSONS.—If such stock was acquired 
by the shareholder (or by another person if the basis of the stock to the 
shareholder is determined by reference to its basis in the hands of such 
person) in a transaction to which paragraph (1)(A) was applicable, and 
if gain or loss to the person from whom such stock was so acquired wag 
recognized in full, then the amount determined under paragraph (1) with 
respect to the sale or exchange of such stock by the shareholder shall not 
be greater than the amount by which— 

“(A) such stock’s ratable share of the unrealized appreciation on 
the corporation’s section 348 assets at the time of such sale or ex- 
change, exceeds 

“(B) such stock’s ratable share of the unrealized appreciation on 
the corporation’s section 348 assets at the time of such acquisition. 

“(3) ADJUSTMENT FOR CERTAIN PRIOR DISTRIBUTIONS.—If the shareholder 
(or another person if the basis of the stock to the shareholder is determined 
by reference to its basis in the hands of such person) receives with respect 
to such stock a distribution to which paragraph (1)(B) is applicable, 
then any amount determined under paragraphs (1) and (2) with respect 
to a subsequent sale or exchange of such stock shall be reduced by the 
amount so determined with respect to such distribution. 

“(4) Excreprion.—Paragraph (1) shall not apply in the case of a share 
holder who, at no time during the period of 3 years ending with the date 
of the sale or exchange of the stock, owned 5 percent or more in value of 
the outstanding stock of the corporation (exclusive of stock which is 
limited and preferred as to dividends). For the purposes of this para- 
graph, section 318(a) shall apply in determining the ownership of stock. 

“(5) CERTAIN DISTRIBUTIONS UNDER SECTION 337.—For the purposes of this 
subsection, in the case of a sale or exchange of stock in a transaction in 
which there is received in exchange a distribution described in section 
337(a), section 348 assets sold or exchanged by the corporation in trans- 
actions in which gain or loss was not recognized by reason of the applica- 
tion of section 337 shall be treated as still being owned by the corporation 
immediately prior to the distribution. In such case, in determining the 
unrealized appreciation on such assets, their fair market value and adjusted 
basis shall be determined as of the time immediately prior to their actual 
sale or exchange by the corporation. 

“(b) GAIN TO CORPORATION ON CERTAIN DISTRIBUTIONS.—If a collapsible cor- 
poration makes a nonaliquot distribution of section 348 assets in a distribution, 
with respect to its stock, qualifying under section 346(a) (2) (relating to cer- 
tain distributions in partial liquidation) or under section 302(a) (relating to 
certain distributions in redemption of stock), then the amount (if any) by 
which— 

“(1) the unrealized appreciation on such assets exceeds 

“(2) such stock’s ratable share of the unrealized appreciation on the 
corporation’s section 3483 assets immediately prior to such distribution, 

shall be treated as gain to the corporation from the sale of such assets. 

(ec) CHARACTER OF GAIN ON DISPOSITION OF CERTAIN DISTRIBUTED PROPERTY.— 
If a collapsible corporation distributes a section 343 asset to a shareholder and 
if the basis of the property in the hands of the distributee is determined under 
section 334(a) (2) or (3), then gain upon the sale or exchange of such property 
by the distributee (or by a person whose basis for such property is determined 
in whole or in part by reference to the basis of such property in the hands of 
such distributee) within 5 years from the date of the distribution shall be con- 
sidered gain from the sale or exchange of property which is neither a capital 
asset nor property described in section 1231(b). 

“(d) DEFINITION OF SECTION 343 ASSETS.— 

“(1) GENERAL RULE.—For the purposes of this part, the term ‘section 343 
asset’ means any property of the corporation other than— 

“(A) money; 

“(B) property (except property used in the trade or business, as 
defined in section 1231(b)), gain from the sale of which would be 
treated under the provisions of this title as gain from the sale of a 
capital asset held for more than 6 months (or would be so treated if 
such property had been held for more than 6 months) ; 

“(C) property used in the trade or business, as defined in section 
1231(b) (or which would constitute such property if it had been held 
for more than 6 months, or for 12 months or more in the case of live- 
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ed stock) but only if there exists unrealized appreciation on all such 
, property considered in the aggregate ; 
“h “(D) property (other than inventory and other than stock of a col- 


lapsible corporation as defined in subsection (e) (2) of this section) 
ag 90 percent or more of the unadjusted basis of which consists of costs 
th incurred by the taxpayer more than 3 years previously ; and 
ot “(E) inventory of a kind customarily sold by the taxpayer for a period 
of 3 years or more, Other than— 
a “(i) inventory the value of which customarily increases by reason 
, of aging for more than 6 months, and 
“(ii) inventory the adjusted basis of which exceeds the average 
adjusted basis of such inventory held by the taxpayer at the close 
of each of the preceding 3 fiscal years or the average annual gross 
sales (less returns and allowances) of such inventory during the 
preceding 3 fiscal years, whichever is the lesser. 

“(2) ASSETS OF MIXED CHARACTER.—If there exists unrealized apprecia- 
tion on any property upon the sale of which only a portion of the gain 
would under any provision of this title be considered as gain from the sale 
of property which is neither a capital asset nor property described in section 
1231(b), there shall be treated as a section 343 asset (whether or not so 
treated under paragraph (1)) such portion of the property as the gain 
which upon such sale would be treated as gain from the sale or exchange of 
property which is neither a capital asset nor property described in section 
1231(b) bears to the unrealized appreciation on such property. 
EFFECT OF SHAREHOLDER’S BUSINESS ACTIVITIES.— 

“(A) FoR PURPOSES OF APPLICATION OF SUBSECTION (a).—For the pur- 
pose of determining the application of subsection (a) to the sale or 
exchange of stock by a shareholder, subparagraphs (B) and (C) of 
subsection (d)(1) shall not apply to any property which, if held by 

| such shareholder at such time, would not in his hands be considered 
property of the type described in either of such subparagraphs. 

““(B) For PURPOSES OF APPLICATION OF SUBSECTION (b).—For the pur- 
pose of determining the application of subsection (b) to distributions 
described therein, subparagraphs (B) and (C) of subsection (d) (1) 
shall not apply to any property which, if held at such time by any share- 
holder of the corporation owning more than 20 percent in value of the 
outstanding stock (other than stock which is limited and preferred as 
to dividends), would not in his hands be considered property of the type 
described in either of such subparagraphs. For this purpose section 
318(a) shall apply in determining the ownership of stock. 

(e) OTHER DEFINITIONS.—For purposes of this part— 
“(1) The term ‘unrealized appreciation’ as applied to any asset or group 
\ of assets means the amount by which— 
“(A) the aggregate fair market value of such assets, exceeds 
“(B) the aggregate adjusted basis of such assets for determining gain 
in the event of their sale. 

“(2) The term ‘collapsible corporation’ means a corporation the unreal- 
ized appreciation on whose section 343 assets is both— 

“(A) more than 15 percent of the amount by which— 
“(i) the fair market value of all its assets exceeds 
“(ii) all its liabilities, and 

“(B) more than 15 percent of the unrealized appreciation on all its 

assets. 

In determining the amount of all the assets of the corporation for purposes 
of subparagraphs (A)(i) and (B), there shall be excluded any amount 
2 attributable to money or property received by it within a one-year period 
immediately preceding for stock, or as a contribution to capital or as paid-in 
surplus, if there was not a bona fide business purpose for the transaction in 
y | which such money or property was received. If a corporation which satisfies 
' the requirements of section 337(a) is a collapsible corporation at any time 
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on or after the adoption of a plan of complete liquidation as described 


1 

q therein, it shall be treated as a collapsible corporation at all times thereafter. 
“(3) The term ‘nonaliquot distribution’ means a distribution made by a 

1 collapsible corporation with respect to its stock in which the unrealized 


appreciation on its section 3438 assets distributed with respect to such stock 
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is less than 90 percent or more than 110 percent of such stock’s ratable share 
of the unrealized appreciation on all the section 343 assets of the corporation 
immediately prior to the distribution.” 
SEC. 17. PARTIAL LIQUIDATIONS. 
(a) AMENDMENT OF SEcTION 346.—Section 346 is amended to read as follows; 
“SEC. 346. PARTIAL LIQUIDATION DEFINED. 
“(a) In GEeNERAL.—For purposes of this subchapter, a distribution shall be 
treated as in partial liquidation of a corporation if— 

“(1) the distribution is one of a series of distributions in redemption of 
all of the stock of the corporation pursuant to a plan; or 

“(2) the distribution— 

“(A) isin redemption of part of the stock of the corporation pursuant 
to a plan, 

“(B) occurs within the taxable year in which the plan is adopted or 
within the succeeding taxable year, and 

“(C) is one to which subsection (b), (c), or (d) applies. 

“(b) Nor EQUIVALENT TO DIVIDENDS.—Subsection (a) (2) (C) 
shall apply if the distribution is not essentially equivalent to a dividend. 
“(c) TERMINATION OF A BusINEss.—Subsection (a) (2) (C) shall apply if— 

“(1) the distribution is attributable to the corporation’s ceasing to conduct 
an active business, 

“(2) the distribution is made within a reasonable time after such ces- 
sation, 

“(3) the distribution consists of all or part of the assets of such discon- 
tinued business or the proceeds from the sale or other disposition of any 
or all of such assets, 

“(4) the sum of the cash and the fair market value of the other property 
incluced in the distribution described in paragraph (3) is at least equal to 
20 percent of the amount by which— 

“(A) the fair market value of the assets, exceeds 

“(B) the liabilities 

of the corporation immediately before the distribution, and 

“(5) immediately after the distribution the corporation is engaged in 
another active business. 

In such event if the amount of the distribution exceeds the fair market value 

of the assets of such discontinued business, reduced by the amount of the liabil- 

ities of such discontinued business, this subsection shall not apply to such excess. 
“(d) REDUCTION oF BUSINESS.—Subsection (a) (2) (C) shall apply if— 

“(1) the distribution is attributable to the reduction by a corporation 
of active business, 

“(2) the distribution is made within a reasonable time after such re- 
duction, 

“(3) the distribution consists of either— 

“(A) all or part of the assets which prior to such reduction of active 
business were reasonably required for the conduct of such business but 
which, as a result of such reduction, are no longer reasonably required 
for such purpose, or 

“(B) the proceeds from the sale or other disposition of any or all 
of such assets, 

““(4) the sum of the cash and the fair market value of the other property 
included in the distribution described in paragraph (3) is at least equal 
to 50 percent of the amount by which 

“(A) the fair market value of the assets exceeds 

“(B) the liabilities 

of the corporation immediately before the distribution, and 

“(5) immediately after the distribution the corporation is engaged in 
active business. 

In such event if the amount of the distribution exceeds the fair market value of 
the assets described in paragraph (3), this paragraph shall not apply to such 
excess. 

“(e) AcTIvE BusINess.—For purposes of this subchapter, a corporation shall 
be treated as engaged in active business as of any time if and only if— 

“(1) itis engaged in the active conduct of a trade or business at such time, 

“(2) such trade or business has been actively conducted throughout the 
5-year period immediately preceding, and 
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“(3) such trade or business was not acquired within the period described 
in paragraph (2) in a transaction in which— 

“(A) gain or loss was recognized in whole or in part to the trans- 
feror, or 

“(B) in case the transferor was a corporation, gain or loss was recog- 
nized in whole or in part to (or amounts were includible in the income 
of) the transferor corporation or a shareholder of the transferor 
corporation. 

“(f) APPLICATION OF SuBSECTIONS.—In determining whether a distribution 
meets the requirements of subsection (b), the fact that such distribution fails 
to meet any of the requirements of subsection (c) or (d) shall not be taken 
into account. Whether or not a distribution meets the requirements of sub- 
section (b) (c), or (d) shall be determined without regard to whether— 

“(1) it qualifies or does not qualify under section 302(a) (relating to 
redemptions treated as distributions in part or full payment in exchange 
for stock) by reason of section 302(b), or 

“(2) it is pro rata or not pro rata with respect to the shareholders of 
the corporation.” 

(b) AMENDMENT OF SEcTION 306(b) (2).—Section 306(b) (2) is amended to 
read as follows: 

“(2) Liquipations.—If the section 306 stock is redeemed in a distribu- 
tion in complete liquidation or in a distribution in partial liquidation to 
which section 346(¢c) or (d) applies.” 

(c) AMENDMENT OF SECTION 336.—Section 336 is amended to read as follows: 


“SEC. 336. GENERAL RULE. 

“(a) COMPLETE LIQUIDATIONS AND PARTIAL LIQUIDATIONS UNDER SECTION 
346(a) (1).—Except as provided in section 453(d) (relating to disposition of 
installment obligations), no gain or loss shall be recognized to a corporation on 
the distribution of property in complete liquidation or in a partial liquidation to 
which 346(a) (1) applies. 

“(b) PARTIAL LIQUIDATIONS UNDER SECTION 346(a) (2).— 

“(1) IN GENERAL.—Except as provided in paragraph (2), no gain or 
loss shall be recognized to a corporation on the disposition of property in a 
partial liquidation to which section 346(a) (2) applies. 

“(2) Excreprions.—Paragraph (1) shall not apply to the extent provided 
in section 311(b), (c), and (d) (relating to certain distributions of inven- 
tory and distributions of property subject to, or accompanied by assump- 
tion of, liability in excess of basis of the property), section 343(b) (relating 
to certain nonaliquot distributions by collapsible corporations) and section 
453(d) (relating to disposition of installment obligations) .” 


SEC. 18. TRANSFER TO CORPORATION CONTROLLED BY TRANSFEROR—AMENDMENT 
OF SECTION 351. 
Section 351 is amended to read as follows: 
“SEC. 351. TRANSFER TO CORPORATION CONTROLLED BY TRANSFEROR. 

“(a) GENERAL Rute.—No gain or loss shall be recognized if property is 
transferred to a corporation by one or more persons solely in exchange for 
stock or securities in such corporation and immediately after the exchange such 
person or persons are in control (as defined in section 368(c)) of the corpora- 
tion, For purposes of this section, stock or securities issued— 

“(1) for services, or 
“(2) for section 306 stock, but only to the extent of that part of the 
amount realized from such disposition which would under section 
306(a)(1)(A) (determined with regard to section 306(b) but without 
regard to this section) be treated as gain from the sale of property which 
is not a capital asset, 
shall not be considered as issued in return for property other than for the 
purposes of determining whether the person or persons transferring property 
are in control of the corporation. 

“(b) Recerpr or Properry.—lIf subsection (a) would apply to an exchange but 
for the fact that the property received by the transferor consists not only of 
property permitted by subsection (a) to be received without the recognition of 
gain or loss, but also of other property, or money, then— 

(1) IN CASE OF GAIN.— 
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“(A) IN GENERAL.—Except as provided in subparagraphs (B) and 

(C), gain (if any) to the transferor shall be recognized, but in an 

amount not in excess of the sum of— 

“(i) the amount of money received, and 

“(ii) the fair market value of such other property received. 

“(B) SkEcTION 355 TRANSACTIONS.—If the transfer is made by a cor- 

poration as part of a plan pursuant to which stock or securities of the 
transferee are distributed by the transferor in a transaction to which 
section 355 (or so much of section 356 as relates to section 355) applies, 
then the amount of gain (if any) which would otherwise be recognized 
to the transferor under subparagraph (A) shall be reduced by the 
sum of— 

“(i) the amount of money, and 

“(ii) the fair market value of such other property received by 

the transferor 

which is distributed by it pursuant to such plan. 

“(C) REORGANIZATIONS.—If the transfer is made by a corporation as 

part of a plan of reorganization within the meaning of section 368 

(a) (1), then the amount of gain (if any) which would otherwise be 

recognized to the transferor under subparagraph (A) of this paragraph 

shall be reduced by the amount (if any) determined under section 

361(b) (1) (B). 

(2) IN CASE OF Loss.—No loss shall be recognized to the transferor. 

“(e) Spectra, Rute.—In determining control, for purposes of this section, the 
fact that any corporate transferor distributes part or all of the stock which it 
receives in the exchange to its shareholders shall not be taken into account. 

Cross REFERENCES.— 

“(1) For specal rule where another party to the exchange assumes a liability, or 
acquires property subject to a liability, see section 357. 

““(2) For the basis of stock, securities, or property received in an exchange to which 
this section applies, see sections 358 and 362. 

“(3) For special rule in the case of an exchange described in this section but which 
results in a gift, see section 2501 and following. 

“(4) For special rule in the case of an exchange described in this section but which 
has the effect of the payment of compensation by the corporation cr by a transferor, see 
section 61(a)(1).” 

SEC. 19. EXCHANGES OF STOCK ANP SECURITIES IN CERTAIN REORGANIZATIONS— 
AMENDMENT OF SECTION 354. 


Section 354 is amended to read as follows: 
“SEC. 354. EXCHANGES OF STOCK AND SECURITIES IN CERTAIN REORGANIZATIONS, 


“(a) GENERAL RULE.— 

“(1) IN GENERAL.—No gain or loss shall be recognized (and no amount 
shall be includible in income) if stock or securities in a corporation a party 
to a reorganization are, in pursuance of the plan of reorganization, exchanged 
solely for stock or securities in such corporation or in another corporation a 
party to the reorganization. 

“(2) Limiration.—Paragraph (1) shall not apply if— 

“(A) the prinicpal amount of any such securities received exceeds 
the principal amount of any such securities surrendered, or any such 
securities are received and no such securities are surrendered, or 

“(B) in the case of an exchange in pursuance of a plan of reorgani- 
zation within the meaning of section 368(a)(1)(D), the corporation 
pursuant to the plan distributes to its shareholders in exchange stock 
in more than one corporation a party to the reorganization. 

“(3) CROSS REFERENCE.— 

“For treatment of the exchange if any property is received which is not permitted to 
be received under this subsection (including an excess principal amount of securities 
received over securities surrendered, and stock in more than one corporation a party to 


the reorganization received in a plan of reorganization within the meanng of section 
368(a)(D)), see section 356. 


“(b) CerraiIn RarLroapd any other pro- 
vision of this subchapter, subsection (2)(1) (and so much of section 356 as re- 
lates to this section) shall apply with respect to a plan of reorganization 
(whether or not a reorganization within the meaning of section 368(a)) fora 
railroad approved by the Interstate Commerce Commission under section 77 of 
the Bankruptcy Act, or under section 20b of the Interstate Commerce Act, as 
being in the public interest.” 
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SEC. 20. DISTRIBUTION OF STOCK AND SECURITIES OF A CONTROLLED CORPORA- 
TION—AMENDMENT OF SECTION 355. 


Section 355 is amended to read as follows: 


“EC. 355. DISTRIBUTION OF STOCK AND SECURITIES OF A CONTROLLED CORPORA- 
TION. 
“(a) Errect ON DISTRIBUTEES.— 
GENERAL RULE.—If— 
“(A) a corporation (referred to in this section as the ‘distributing 
corporation’ )— 

“(i) distributes to a shareholder, with respect to its stock, or 

“(ii) distributes to a security holder, in exchange for its 
securities, 

solely stock or securities of a corporation (referred to in this section 
as ‘controlled corporation’) which it controls immediately before the 
distribution, and 

“(B) either— 

“(i) the requirements of subsection (b) (relating to active busi- 
ness) are satisfied, the fair market value of the stock or securities 
so distributed is not less than 20 percent or more than 80 percent 
of the excess of the fair market value of the assets over the lia- 
bilities of the distributing corporation immediately before the dis- 
tribution, and the transaction was not used principally as a device 
for the distribution of the earnings and profits of the distributing 
corporation or the controlled corporation or both (but the mere 
fact that subsequent to the distribtuion stock or securities in one or 
more of such corporations are sold or exchanged by all or some of 
distributees (other than pursuant to an arrangement negotiated or 
agreed upon prior to such distribution) shall not be construed to 
mean that the transaction was used principally as such a device) ; 
or 

“(ii) it is established to the satisfaction of the Secretary or his 
delegate that the distribution is not in pursuance to a plan having as 
one of its principal purposes the avoidance of Federal income tax; 
and 

“(C) as part of the distribution, the distributing corporation 
distributes— 

“(i) all of the stock and securities in the controlled corporation 
held by it immediately before the distribution, or 

“(ii) an amount of stock in the controlled corporation consti- 
tuting control within the meaning of section 368(c¢), and it is estab- 
lished to the satisfaction of the Secretary or his delegate that the 
retention by the distributing corporation of stock (or stock and 
securities) in the controlled corporation was not in pursuance of a 
plan having as one of its principal purposes the avoidance of Federal 
income tax, 

then no gain or loss shall be recognized to (and no amount shall be 
includible in the income of) such shareholder or security holder on the 
receipt of such stock or securities. 
“(2) NON PRO RATA DISTRIBUTION, ETC.—Paragraph (1) shall be applied 
without regard to the following: 
“(A) whether or not the distribution is pro rata with respect to 
all of the shareholders of the distributing corporation, and 
“(B) whether or not the shareholder surrenders stock in the dis- 
tributing corporation. 
“(3) LIMITATION.— 
“(A) GREATER PRINCIPAL AMOUNT OF SECURITIES. 
not apply if— 

“(i) the principal amount of the securities in the controlled cor- 
poration which are received exceeds the principal amount of the 
securities which are surrendered in connection with such distribu- 
tion, or 

“(ii) securities in the controlled corporation are received and 
no securities are surrendered in connection with such distribution. 

“(B) CERTAIN STOCK TREATED AS OTHER PROPERTY.—F or purposes of this 
section (other than paragraph (1)(C) of this subsection and the 20 


Paragraph (1) shall 
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percent and 80 percent tests set forth in subsection (a)(1) (B) (i) of 
this section) and so much of section 356 as relates to this section, stock 
of a a controlled corporation acquired by the distributing corporation 
by reason of any transaction which occurs within 5 years of the dis- 
tribution of such stock and in which— ; 
“(i) gain or loss was recognized in whole or in part to the trans- 
feror, or 
“(ii)in case the transferor was a corporation gain or loss wag 
recognized in whole or in part to (or amounts were includible in 
the income of) the transferor corporation or a stock holder of the 
transferor corporation, 
shall not be treated as stock of such controlled corporation, but as other 
property. 


“(4) CROSS REFERENCES.— 


“For treatment of the distribution if any property is received which is not permitted 
to be received under this subsection (including an excess principal amount of securities 
received over securities surrendered), see section 356. 

“(b) REQUIREMENTS AS TO ACTIVE BUSINESS.— 

“(1) In GENERAL.—The active business requirement referred to in subsec- 
tion (a) (1)(B) (i) of this section will be satisfied only if either— 

“(A) the distributing corporation and the controlled corporation (or, 
if stock of more than one controlled corporation is distributed, each of 
such corporations), is engaged immediately after the distribution in 
active business, within the meaning of section 346(e), or 

“(B) immediately before the distribution, the distributing corpora- 
tion had no assets other than stock or securities in the controlled 
corporations and each of the controlled corporations is engaged im- 
mediately after the distribution in active business within the meaning 
of section 346(e). 

For the purposes of this paragraph, a corporation shall be deemed to be 
engaged in active business within the meaning of section 346(e) if sub- 
stantially all of its assets consist of stock and securities of one or more 
corporations controlled by it (immediately after the distribution) each of 
which is engaged in active business within the meaning of section 346(e). 

“(2) ACTIVE BUSINESS OF CONTROLLED CORPORATIONS.—For purposes of this 
section, despite the provisions of section 346(e), a controlled corporation 
shall not be treated as engaged in active business if control of such corpora- 
tion (or of another corporation which, at the time of acquisition of such 
control, was conducting such active business) was acquired by another 
corporation within the 5-year period ending on the date of distribution unless 
stock acquired by such acquiring corporation within such period in a 
transaction or transactions in which— 

“(A) no gain or loss was recognized in whole or in part to the 
transferor, or 

“(B) in case the transferor was a corporation, no gain or loss was 
recognized in whole or in part to (nor were any amounts includible 
in the income of) the transferor corporation or a shareholder of the 
transferor corporation, 

when combined with acquisitions by such acquiring corporation before the 
beginning of such period is sufficient to constitute such control.” 


SEC. 21. RECEIPT OF ADDITIONAL CONSIDERATION—AMENDMENT OF SECTION 356. 
Section 356 is amended to read as follows: 


“SEC. 356. RECEIPT OF ADDITIONAL CONSIDERATION. 
“(a) ExCHANGES OF STOCK AND SECURITIES.-— 


“(1) GENERAL RULE.—If— 

“(A) section 354 would apply to an exchange made pursuant to a plan 
of reorganization (other than a reorganization under section 368(a) (1) 
(D)), or if section 355 or 371(b) would apply to an exchange, but 

for the fact that 
“(B) the property received in the exchange consists not only of 
property permitted by section 354, 355, or 371(b) to be received with- 
out the recognition of gain or loss but also of other property or money, 
then no gain or loss shall be recognized to (and no amount shall be in- 


cludible in the income of) the recipient except to the extent provided in 
subsection (b). 
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“(2) EXCHANGES PURSUANT TO SECTION 368(@) (1) (D) REORGANIZATIONS.— 
If— 

“(A) section 354 would apply to an exchange made pursuant to a 
plan of reorganization under section 368(a)(1)(D) but for the fact 
that 

“(B) the property received in the exchange 

“(i) consists not only of property permitted by section 354 to 
be received without the recognition of gain or loss, but also of 
other property or money, or 

“(ii) consists entirely of other property or money, 

then no gain or loss shall be recognized to (and no amount shall be 
includible in the income of) the recipient except to the extent provided 
in subsection (b). 
“(b) Excreprrion.— 
“(1) OTHER PROPERTY OR MONEY RECEIVED IN EXCHANGE FOR STOCK.— 

“(A) DISTRIBUTIONS HAVING EFFECT OF DIVIDENDS, REDEMPTIONS OF 
STOCK, OR PARTIAL LIQUIDATIONS.—So much of such other property or 
money received in exchange for stock as— 

“(i) has effect of a distribution of a dividend shall be treated 
as a dividend to the recipient as pruvided in section 301, but in au 
amount not in excess of the recipient’s ratable share of the undis- 
tributed earnings and profits of the corporation referred to in sec- 
tion 316(a) (1) or (2); 

“(ii) has the effect of a distribution in redemption of stock 
under section 302(b) or 303 shall be treated as a distribution to 
the recipient as provided in section 302(a) or 303(a); and 

“(iii) has the effect of a distribution in partial liquidation under 
section 346 shall be treated as a distribution to the recipient as 
provided in section 331(a) (2) and (b). 

If clause (ii) or (iii), or both, are applicable, then in determining gain 
or loss (as the case may be) to the recipient, the adjusted basis of 
the stock in exchange for which such other property or moeny referred 
to in clauses (ii) and (iii) is considered to be received shall be that 
part of the adjusted basis of all the stock exchanged in the transaction 
by the recipient as the fair market value of such other property or 
money referred to in clauses (ii) and (iii) bears to the total fair market 
value of all the property and money received on the exchange. 

“(B) REMAINDER OF OTHER PROPERTY OR MONEY RECEIVED IN EXCHANGE 
FOR stocK.—The remainder, if any, of such other property or money 
received in exchange for stock shall be treated as a distribution to 
which section 801(c) (2) and (3) applies. 

““(2) OTHER PROPERTY OR MONEY RECEIVED IN EXCHANGE FOR SECURITIES.— 

(A) AMOUNTS HAVING EFFECT OF PAYMENT OF INTEREST.—So much of 
such other property or money received in exchange for securities as has 
the effect of a payment of interest accrued thereon since the date of 
acquisition of the securities by the recipient (or by a person from whom 
the recipient acquired the securities in a transaction in which no gain 
or loss was recognized) shall, to the extent of its fair market value, 
be treated as interest income to the recipient as provided in section 
61(a) (4). 

“(B) REMAINDER OF OTHER PROPERTY OR MONEY RECEIVED IN EXCHANGE 
FOR SECURITIES.—The remainder of such other property or money re- 
ceived in exchange for securities shall, to the extent of its fair market 
value, be applied against and reduce the adjusted basis of the property 
permitted by section 354, 3855 or 871(b) to be received without the rec- 
ognition of gain or loss, and if in excess of such basis, such excess shall 
be treated as gain from the sale or exchange of property. 

“(e) ADDITIONAL CONSIDERATION RECEIVED IN CERTAIN DISTRIBUTIONS.—If— 

“(1) section 355 would apply to a distribution made without the surrender 

of any stock or securities of the distributing corporation, but for the fact 

that 

““(2) the property received in the distribution consists not only of property 

permitted by section 355 to be received without the recognition of gain, but 
also of other property or money, 

then an amount equal to the sum of such money and the fair market value of 


such other property shall be treated as a distribution of property to which section 
301 applies. 
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“(d) SpcuriTIEs AS OTHER Property.—l or purposes of this section— 

“(1) In GENERAL.—Except as provided in paragraph (2), the term ‘other 
property’ includes securities. 

“(2) Excreprions.— 

“(A) SECURITIES WITH RESPECT TO WHICH NONRECOGNITION OF GAIN 
WOULD BE PERMITTED.—The term ‘other property’ does not include secu- 
rities to the extent that, under section 354, 355, or 371(b) such securities 
would be permitted to be received without the recognition of gain. 

“(B) GREATER PRINCIPAL AMOUNT IN SECTION 354, 371(bD), AND 355 
TRANSACTIONS.—If in an exchange described in section 354 (other than sub- 
section (b) thereof) or 371(b) or an exchange or distribution described in 
section 355, securities are received in a greater principal amount than the 
securities (if any) surrendered, then, with respect to such securities re- 
ceived, the term ‘other property’ means only the fair market value of such 
excess. For purposes of this subparagraph, if no securities are surrendered, 
the excess shall be the entire principal amount of the securities received, 

“(e) ExCHANGES FoR Section 306 Srock.—Notwithstanding any other pro- 
vision of this section, if— 

“(1) any of the other property (or money) is received in exchange for 
section 306 stock, and 

“(2) section 306(a) would have applied if the amount received on such 
exchange had consisted solely of money, 

an amount equal to the fair market value of such other property (or the amount 
of such money) shall be treated as an amount realized to which section 306(a) 
applies. 

“(f) Stock IN Two or MorE CORPORATIONS DISTRIBUTED IN CERTAIN 
GANIZATIONS.—If— 

“(1) section 354 would apply to an exchange in pursuance of a plan 
of reorganization within the meaning of section 368(a)(1)(D) but for 
the fact that 

“(2) stock in more than one corporation a party to the reorganization 
is distributed by the transferor corporation pursuant to the plan, 

then, for purposes of subsection (a) and (b) of this section the stock so 
distributed (of any such corporation) which has a fair market value greater than 
the stock so distributed of any other such corporation or corporations shall be 
treated as property permitted by section 354 to be received without the recog- 
nition of gain or loss, and the stock of such other corporation or corporations 
shall be treated as other property.” 

““(g) TRANSACTIONS INVOLVING GIFT OR COMPENSATION.— 


a special rules for a transaction described in section 354, 355, or this section, but 
c 


“(1) results in a gift, see section 2501 and following, or 
“(2) has the effect of the payment of compensation, see section 61(a) (1).” 
SEC. 22. ASSUMPTION OF LIABILITY—AMENDMENT OF SECTION 357. 
Section 357(c) is amended to read as follows: 
“(c) LIABILITIES IN Excess or BAsiIs.— 

“(1) IN GENERAL.—In the case of an exchange to which section 351 
applies, if the sum of the amount of liabilities assumed, plus the amount of 
the liabilities to which the property is subject, exceeds the total of the 
adjusted basis of the property transferred pursuant to such exchange, 
then, unless the exchange is in pursuance of a plan of reorganization with- 
in the meaning of section 368(a)(1)(D) or a plan described in section 
351(b)(1)(B), such excess shall be considered as a gain from the sale 
or exchange of a capital asset or of property which is not a capital asset, 
as the case may be. 

“(2) Excreptions.—Paragraph (1) shall not apply— 

“(A) to any exchange to which— 
“(i) subsection (b) (1) of this section applies; or 
*(ii) section 371 or 374 applies, or 
“(B) to any liabilities which, immediately before the exchange, 
are the primary obligation of the transferee.” 


SEC. 23. BASIS TO DISTRIBUTEES—AMENDMENT OF SECTION 358. 
Section 358 is amended to read as follows: 


“SEC. 358. BASIS TO DISTRIBUTEES. 


“(a) Property RECEIVED IN ExCHANGES UNDER SEcTION 351 or 361.—In the 
case of an exchange to which section 351 or 361 applies— 
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(1) NONRECOGNITION PROPERTY.—The basis of the property permitted to 
ler be received under such section without the recognition of gain or loss shall 
be the same as that of the property exchanged— 
“(A) decreased by— 
IN “(i) the fair market value of any other property (except money ) 
Cu- received by the taxpayer, and 
ies “(ii) the amount of any money received by the taxpayer, and 
“(B) increased by the amount of gain to the taxpayer which was 
55 recognized on such exchange. 
b- “(2) OTHER PROPERTY.—The basis of any other property (except money ) 
in received by the taxpayer shall be its fair market value. 
he “(b) Property RecEIvVeD IN EXCHANGES UNDER SECTION 354, 355, 356, oR 
re- 871(b).—In the case of an exchange to which section 354, 355, 356, or 371(b) 
ch applies— 
ad, (1) NONRECOGNITION PROPERTY RECEIVED IN EXCHANGE FOR STOCK.—The 

basis of property permitted to be received under such section without the 
'0- recognition of gain or loss, which is received by the taxpayer in exchange 

for stock, shall be the same as that of the stock exchanged, decreased by— 
or “(A) that part of the basis of the stock exchanged which is applied 

in the determination of gain or loss under section 356(b) (I) (A) (ii) 
ch and (iii) (relating to distributions which have the effect of a distri- 
bution in redemption of stock or a partial liquidation), and 
int “(B) that part of the distribution of other property and money, : 
a) received in exchange for stock, which under section 356(b) (1) (B) is bh 
treated as a distribution to which section 301(c) (2) applies. ? 
Rr **(2) NONRECOGNITION PROPERTY RECEIVED IN EXCHANGE FOR SECURITIES.— 

The basis of property permitted to be received under such section without ‘ 
an the recognition of gain or loss, which is received by the taxpayer in exchange § 
or sj for securities, shall be the same as that of the securities exchanged, de- % 

creased by the amount which under section 356(b)(2)(B) is applied in : 


reduction of basis. 
“(3) OTHER PROPERTY.—The basis of any other property (except money) ti 
80 received by the taxpayer shall be its fair market value, except that— 
in “(A) if the taxpayer is a corporation and the provisions of section 
be 356(b) (1) (A) (i) or 856(b)(1)(B) are applicable to the receipt of 
g- such property, its basis shall be determined in accordance with the 
ns provisions of section 301(d) (relating to the basis of property received 
by distributees) ; and 
“(B) if the provisions of section 356(b)(1)(A) (ii) or (iii), or 
both, are applicable to the receipt of such property, its basis shall be “ 
determined in accordance with the provisions of section 334(a) (relat- ; 
ing to basis of property received in certain liquidations and 
redemptions) . 
(c) ALLOCATION OF BASIS.— 
“(1) IN GENERAL.—Under regulations prescribed by the Secretary or his 
delegate, the basis determined under subsection (a) (1), (b) (1), or (b) (2) 
shall be allocated among the properties permitted to be received without 
the recognition of gain or loss. 
“(2) SPECIAL RULE FOR SECTION 355.—In the case of an exchange to which 
section 355 (or so much of section 356 as relates to section 355) applies, 
then in making the allocation under paragraph (1) of this subsection, 
there shall be taken into account not only the property so permitted to be 
received without the recognition of gain or loss, but also the stock or 
securities (if any) of the distributing corporation which are retained, 
and the allocation of basis shall be made among all such properties. 
“(d) Secrion 355 TRANSACTIONS WuicH Arg Nor ExcHANGES.—For purposes 
of this section, a distribution to which section 355 (or so much of section 356 
as relates to section 355) applies shall be treated as an exchange, and for such 
purposes the stock and securities of the distributing corporation which are 
BR retained shall be treated as surrendered, and received back, in the exchange. 
“(e) ASSUMPTION OF LIABILITY.—Where, as part of the consideration to the 
taxpayer, another party to the exchange assumed a liability of the taxpayer 
or acquired from the taxpayer property subject to a liability, such assumption 
or acquisition (in the amount of the liability) shall, for purposes of this 
section, be treated as money received by the taxpayer on the exchange. This 
e subsection shall not apply to any liability which, immediately before the exchange, 
is the primary obligation of such other party. 
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“(f) Exceprion.—This section shall not apply in the determination of the 
basis of property if section 362 is applicable in determining the basis of such 
property.” 

SEC. 24. NONRECOGNITION OF GAIN OR LOSS TO CORPORATIONS—AMENDMENT OF 
SECTION 361. 
Section 361 is amended to read as follows: 


“SEC, 361. NONRECOGNITION OF GAIN OR LOSS TO CORPORATIONS IN REORGANIZA. 
TIONS. 

“(a) GENERAL RuLE.—No gain or loss shall be recognized if a corporation 9 
party to a reorganization exchanges property, in pursuance of the plan of re 
organization, solely for stock or securities in another corporation a party to the 
reorganization. 

“(b) Excuanees Nort SoLety Kinp.—If subsection (a) would apply to an 
exchange made pursuant to a plan of reorganization but for the fact that the 
property received in exchange consists not only of property permitted by sub- 
section (a) to be received without the recognition of gain or loss, but also of 
other property or money, or consists entirely of other property or money, then— 

“(1) In case or Garn.—Gain (if any) to the corporation receiving such 
other property or money shall be recognized, but in an amount not greater 
than the amount by which— 

“(A) such gain, or the sum of such money and the fair market value 
of such other property so received, whichever is the lesser, exceeds 
“(B) the sum of 
“(i) the amount of money, and 
“(ii) the fair market value of such other property so received 
which is distributed by the corporation in pursuance of the plan of re 
organization ; and 

“(2) IN CASE OF Loss.—No loss from the exchange shall be recognized. 

“(e) EXCHANGE OF PARENT’S STOCK BY CONTROLLED CORPORATION.—NO gain or 
loss shall be recognized if a corporation a party to a reorganization exchanges, 
in pursuance of the plan of reorganization, stock of a corporation which controls 
. solely for property of or stock in another corporation a party to the reorganiza- 

on. 
SEC. 25. BASIS TO CORPORATIONS—AMENDMENT OF SECTION 362. 

Section 362(b) is amended to read as follows: 

“(b) TRANSFERS TO CORPORATIONS.— 

“(1) PROPERTY ACQUIRED IN CONNECTION WITH A REORGANIZATION.—If 
property was acquired by a corporation in connection with a reorganization 
to which this part applies, then the basis shall be the same as it would be in 
the hands of the transferor, increased in the amount of gain recognized to 
the transferor on such transfer. 

(2) ADJUSTMENT OF BASIS OF STOCK OF ACQUIRING CORPORATION HELD BY 
CONTROLLING CORPORATION.—In the case of an acquisition referred to in para- 
graph (1), if all or part of the consideration received by the transferor 
consists of stock or securities of a corporation which is in control of the ac- 
quiring corporation, then, under regulations prescribed by the Secretary or 
his delegate, proper adjustment shall be made to the basis to the controlling 
corporation of the stock or securities held by it in the acquiring corpora- 
tion. 

“(3) Exception.—This subsection shall not apply if the property ac- 
quired consists of stock or securities in a corporation a party to the reorgan- 
ization, unless acquired by the exchange of stock or securities of the trans- 
feree (or of a corporation which is in control of the transferee) as the con- 
sideration in whole or in part for the transfer.” 

SEC. 26. DEFINITIONS RELATING TO CORPORATE REORGANIZATIONS—AMENDMENT 
OF SECTION 368. 
Section 368 is amended to read as follows: 


“SEC. 368. DEFINITIONS RELATING TO CORPORATE REORGANIZATIONS. 
“(a) REORGANIZATION.— 
“(1) IN GENERAL.—For purposes of parts I and II and this part, the term 
‘reorganization’ means— 
“(A) a transfer of the properties of one corporation to another cor- 
poration by statutory merger or consolidation, if either— 


> 
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“(i) 66% percent or more of the consideration received by the 
shareholders of the transferor corporation (in exchange for stock 
in such corporation), measured by fair market value, consists of 
stock of the acquiring corporation, or 

“(ii) immediately after the transfer the shareholders of the 
transferor corporation are in control (substituting a 50 percent 
requirement for the 80 percent requirement contained in subsection 
(c)) of the acquiring corporation ; 

“(B) a transfer by a shareholder of one corporation of stock of such 
corporation to another corporation if— 

“(i) 6624 percent or more of the consideration received by the 
shareholder in exchange for such stock, measured by fair market 
value, consists of stock of the acquiring corporation, and 

“(ii) the acquiring corporation is in control of the other corpora- 
tion immediately after the acquisition, or acquires such control 
within six months after the acquisition ; 

“(C) a transfer by one corporation of substantially all of its proper- 
ties to another corporation if— 

“(i) 6624 percent or more of the consideration received in ex- 
change therefor and distributed to the shareholders of the transferor 
corporation, measured by fair market value, consists of stock of 
the acquiring corporation, 

“(ii) the transferor corporation is completely liquidated as a 
part of the plan pursuant to which the transfer of properties is 
made, and 

“(iii) neither the transferor nor any of its shareholders nor any 
combination thereof is in control (substituting a 50 percent require- 
ment for the 80 percent requirement contained in subsection (c) ) 
of the acquiring corporation immediately after the transfer ; 

“(D) a transfer of all or a part of the properties of one corporation 
to another corporation if— 

“(i) immediately after the transfer the corporation whose prop- 
erties are transferred, or one or more of its shareholders, or any 
combination thereof, is in control (substituting a 50 percent re- 
quirement for the 80 percent requirement contained in subsection 
(c)) of the acquiring corporation, 

“(ii) the corporation whose properties are transferred is com- 
pletely liquidated as a part of the plan pursuant to which the trans- 
fer is made (whether such complete liquidation precedes, accom- 
panies, or follows the transfer), and 

“(iii) no part of such plan constitutes a distribution of stock or 
securities to which section 355 (or so much of section 356 as relates 
to section 355) applies; 

“(E) a recapitalization; or 

“(F) a mere change in identity, form, or place of organization of a 
corporation, however effected. 

“(2) SPECIAL RULES RELATING TO PARAGRAPH (1).— 

“(A) EXISTENCE OF conTROL.—The requirements of paragraphs 
(1) (A) (ii), (1) (B) (ii), and (1)(D)(i) with respect to the existence 
of control shall be satisfied if such control exists at the times specified 
therein whether or not such control previously existed. 

“(B) PRrIoR OWNERSHIP OF STOCK IN TRANSFEROR.—For purposes of 
paragraph (1) (A) and (C), if stock of the transferor corporation is 
owned by the acquiring corporation at the time of the transaction, then 
the determination of whether 6624 percent or more of the consideration 
received by the shareholders of the transferor corporation consists of 
stock of the acquiring corporation shall be made by assuming that the 
acquiring corporation exchanged its stock for the assets of the trans- 
feror corporation attributable to stock of the transferor corporation 
previously owned by the acquiring corporation, and that such stock 
of the acquiring corporation was thereupon distributed by the transferor 
corporation in pursuance of the plan. 

“(C) SHAREHOLDERS.—As used in paragraphs (1)(A), (1)(C), and 
(1) (D) the term ‘shareholders’ includes persons who were shareholders 
immediately before the transfer or immediately before the liquidation 
referred to therein. 
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“(b) Party TO A REORGANIZATION.—For purposes of this part, the term ‘a 
party to a reorganization’ includes— 

“(1) acorporation resulting from a reorganization, and 

(2) both corporations, in the case of a reorganization resulting from the 
acquisition by one corporation of stock or properties of another. 

“(c) Controt.—For the purposes of part I (other than sections 302 and 304), 
part II, and this part, the term ‘control’ means the ownership of stock possessing 
at least 80 percent of the total combined voting power of all classes of stock 
entitled to vote and at least 80 percent of the total number of shares of all other 
classes of stock of the corporation. 

“(d) Srocx.—For purposes of this part, except subsection (c) of this section, 
the term ‘stock’ includes rights to acquire stock. 

“(e) SprecrAL RULES RELATING TO SUBSECTIONS (a) AND (b).— 

(1) STocK OF PARENT CORPORATION RECEIVED IN THE EXCHANGE.—A transac- 
tion otherwise qualifying under paragraph (1)(A), (1)(B), or (1)(C) of 
subsection (a) shall not be disqualified by reason of the fact that all or part 
of the consideration received in exchange for the stock or properties trans- 
ferred consists of stock of a corporation which is in control of the acquiring 
corporation. In such event the term ‘acquiring corporation’ as used in sub- 
section (a) and the term ‘a party to a reorganization’ as defined in subsec- 
tion (b) shall include not only the acquiring corporation but also the corpo- 
ration which is in control of the acquiring corporation. 

“(2) TRANSFERS TO SUBSIDIARIES OF STOCK OR PROPERTIES ACQUIRED.—A 
transaction otherwise qualifying under paragraph (1)(A), (1)(B), or 
(1)(C) of subsection (a) shall not be disqualified by reason of the fact that 
all or part of the stock or properties acquired by the acquiring corporation 
are, in pursuance of the plan, transferred to a corporation controlled by it. 
In such event the term ‘acquiring corporation’ as used in subsection (a) and 
the term ‘a party to a reorganization’ as defined in subsection (b) shall 
include not only the acquiring corporation but also the corporation to which 
the acquiring corporation so transfers such stock or properties.” 

SEC. 27. REORGANIZATION IN CERTAIN RECEIVERSHIP AND BANKRUPTCY PROCEED- 
INGS—AMENDMENT OF SECTION 371. 

So much of section 371 as follows paragraph (1) of subsection (b) thereof is 
amended to read as follows: 

“(2) Limirarion.—Paragraph (1) shall not apply if— 

“(A) the principal amount of any such securities received exceeds 
the principal amount of any such securities surrendered, or 

“(B) any such securities are received and no such securities are 
surrendered. 

“(3) CROSS REFERENCE.— 

“For treatment of the exchange if any property is received which is not permitted to 
be received under this subsection (including an excess principal amount of securities 
received over securities surrendered), see section 356. 

“(c) ASSUMPTION OF LIABILITIES.—In the case of a transaction involving an 
assumption of a liability or the acquisition of property subject to a liability, the 
rules provided in section 357 shall apply.” 

SEC. 28. CARRYOVERS IN CERTAIN CORPORATE ACQUISITIONS—AMENDMENTS OF 
SECTION 381. 

(a) AMENDMENT OF SecTIon 3881(a).—Section 381(a) is amended to read as 
follows: 

“(a) GENERAL RULE. 

“(1) In the case of the acquisition of assets of a corporation by another 
corporation— 

“(A) ina distribution to such other corporation to which section 332 

(relating to liquidations of subsidiaries) applies, except in a case in 

which the basis of the assets distributed is determined under section 

334(b) (2), or 

“(B) in a transfer in connection with a reorganization described in 
subparagraph (A), (C), (D) or (F) of section 369(a) (1) to which sec- 
tion 361 (relating to nonrecognition of gain or loss to corporations) 
applies, or 

“(C) in a transfer in connection with a distribution described in sec- 
tion 355 (or so much of section 356 as relates to section 355) to which 
section 351 (relating to transfers to controlled corporations), applies, 
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the acquiring corporation shall succeed to and take into account, as of the 
close of the day of distribution or transfer, the items described in subsection 
(c) of the distributor or transferor corporation, subject to the conditions 
and oo specified in paragraphs (2) and (8) and subsections (b) 
and (c). 

“(2) In the case of an acquisition described in paragraph (1)(B) to 
which any of the special rules of section 368(e) (relating to acquisitions of 
assets by, and transfers of assets to, subsidiaries) apply, the acquiring cor- 
poration for purposes of this section means the corporation which, upon 
completion of a transfer to which section 368(e) applies, owns substantially 
all of the assets transferred by the transferor corporation in the reorganiza- 
tion. 

“(3) In the case of an acquisition referred to in paragraph (1)(C), and 
in the case of an acquisition referred to in paragraph (2) upon the comple- 
tion of which no one corporation Owns substantially all of the assets trans- 
ferred in the reorganization by the transferor corporation, the determina- 
tion of whether and to what extent— 

“(A) the transferor corporation, in the case of an acquisition re- 
ferred to in paragraph (1)(C), shall retain or take into account any 
of the items referred to in this subsection, 

“(B) any corporation shall be deemed an acquiring corporation for 
the purpose of succeeding to or taking into account any of such items, 
and 

“(C) the operating rules in subsection (b) shall be applied, 

shall be made under regulations to be prescribed by the Secretary or his 
delegate. Such regulations shall provide that any corporation which upon 
completion of a transfer referred to in this paragraph owns a substantial 
portion of the assets transferred by the transferor corporation shall be 
deemed to be an acquiring corporation with respect to the items referred 
to in subsection (c) (1) and (2) to the extent appropriate to such assets 
and that, in the case of a transfer referred to in paragraph (1)(C), the 
transferor corporation shall retain and take into account the items referred 
to in subsection (c) (1) and (2) to the extent appropriate to the assets 
retained by it. Such regulations shall provide for the treatment of other 
items referred to in subsection (c) in a manner appropriate to their char- 
acter and the relationship thereof to the assets and liabilities of the respec- 
tive corporations.” 
(b) AMENDMENTS OF SECTION 381(c) 

(1) Subparagraph (A) of section 381(c) (1) is amended by striking out 
the words “loss carryovers” and inserting in lieu thereof the word “losses’’. 

(2) Clause (v) of section 381(c)(1)(C) is amended by striking out the 
word “year” immediately following the words “net operating loss”. 

(3) Paragraphs (4), (5), (6), and (8) of section 381(c) are stricken, 
and there is inserted in lieu thereof the following : 

“(4) METHOD OF ACCOUNTING.— 

“(A) INvENTORIES.—In any case in which inventories are received 
by the acquiring corporation, such inventories shall be taken by such 
corporation (in determining its income) on the same basis on which 
such inventories were taken by the distributor or transferor corpora- 
tion, unless different methods were used by several distributor or trans- 
feror corporations or by a distributor or transferor corporation and the 
acquiring corporation. If different methods were used, the acquiring 
corporation shall use the method or combination of methods of taking 
inventory adopted pursuant to regulations prescribed by the Secretary or 
his delegate. 

“(B) METHOD OF COMPUTING DEPRECIATION ALLOWANCE.—The acquir- 
ing corporation shall be treated as the distributor or transferor cor- 
poration for purposes of computing the depreciation allowance under 
paragraphs (2), (8), and (4) of section 167(b) on property acquired 
in a distribution or transfer with respect to that part or all of the 
basis in the hands of the acquiring corporation as does not exceed the 
basis in the hands of the distributor or transferor corporation. 

“(C) INSTALLMENT METHOD.—If the acquiring corporation acquires 
installment obligations (the income from which the distributor or trans- 
feror corporation has elected, under section 453, to report on the in- 
stallment basis) the acquiring corporation shall, for purposes of sec- 
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tion 453, be treated as if it were the distributor or transferor cor- 
poration. 

“(D) OTHER ACCOUNTING METHODS.—In all other respects the acquir- 
ing corporation shall use the method of accounting used by the dis- 
tributor or transferor corporation on the date of distribution or trans- 
fer unless different methods were used by several distributor or trans- 
feror corporations or by a distributor or transferor corporation and the 
acquiring corporation. If different methods were used, the acquiring 
corporation shall use the method or combination of methods of com- 
puting taxable income adopted pursuant to regulations prescribed by 
the Secretary or his delegate.” 

(4) Paragraphs (9), (10), (11), (12), (13), (14), (15), (16), (17), 
(18), (19), and (20) of section 381(c) are renumbered, respectively, para- 
= (5), (6), (7), (8), (9), (10), (11), (12), (18), (14), (15), and 

(5) Paragraph (14) of section 381(c) (renumbered as paragraph (10) 
under the preceding amendment) is amended by striking the period at the 
end thereof and adding the following: “, except to the extent attributable 
under section 562(b) to the distributions or transfers referred to in sub- 
section (a) of this section.” 

(6) The last sentence in paragraph (16) of section 381(c) (renumbered 
as paragraph (12) under the preceding amendment) is stricken. 

(7) Section 381(c) is amended by adding at the end thereof the fol- 
lowing new paragraph: 

“(17) OrHeR ITEMS.—The acquiring corporation shall be treated as the 
distributor or transferor corporation with respect to any item and for 
any purpose not referred to in this subsection if it is established to the 
satisfaction of the Secretary or his delegate that for purposes of this sec 
tion such item or purpose is in a category similar to that of any of the 
items referred to in this subsection and that such treatment is consistent 
with the treatment of such items.” 

SEC. 29. SPECIAL LIMITATIONS ON NET OPERATING LOSS CARRYOVERS—AMEND- 
MENT OF SECTION 382. 
Section 382 is amended to read as follows: 
“SEC. 382. SPECIAL LIMITATIONS ON NET OPERATING LOSS CARRYOVERS. 

“(a) GENERAL Rute.—In the case of a change in ownership of the outstand- 
ing stock of a corporation which occurs in the manner described in subsection 
(b) or (c) the net operating loss carryovers, if any, of the corporation (here- 
inafter in this section referred to as the ‘loss corporation’) with respect to 
which such change in ownership is considered, under such subsections, to have 
occurred shall be limited to the extent provided in subsection (d). 

“(b) CHANGE IN OWNERSHIP RESULTING FROM INCREASE IN StTocK OWNER 
SHIP.— 

“(1) IN GENERAL.—If, at the end of a taxable year of a corporation— 

“(A) any one or more of those persons described in paragraph (2) 
own a percentage of the total fair market value of the outstanding stock 
of such corporation, which is at least 50 percentage points more than 
such person or persons owned at— 

“(i) the beginning of such taxable year, or 
“(ii) the beginning of the prior taxable year, and 

“(B) the increase in percentage points at the end of such taxable 

year is not attributable to— 
“(i) the receipt of such stock by gift, bequest, or inheritance, or 
“(ii) a decrease in the amount of such stock outstanding as a re- 
sult of a redemption to pay death taxes to which section 303 ap- 
plies, 
the net operating loss carryovers, if any, from prior taxable years of such 
corporation to such taxable year shall be limited in the manner described 
in subsection (d). 

(2) DESCRIPTION OF PERSON OR PERSONS.—The person or persons referred 
to in paragraph (1) shall be the 10 persons (or such lesser number as there 
are persons owning the outstanding stock at the end of such taxable year) 
who own the greatest percentage of the fair market value of such stock at 
the end of such taxable year; except that, if any other person owns the 
same percentage of such stock at such time as is owned by one of the 10 
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persons, such person shall also be included. If any of the persons are so 
related that such stock owned by one is attributed to the other under the 
rules specified in subsection (e), such persons shall be considered as only 
ene person solely for the purpose of selecting the 10 persons (more or less) 
who own the greatest percentage of the fair market value of such outstand- 
ing stock. 

“(3) SPECIAL RULE FOR STOCK ACQUIRED IN A SECTION 868(8)(1)(B) RE- 
ORGANIZATION.—For purposes of this subsection, but not subsection (d), if 
stock in the loss corporation is acquired as a result of a reorganization de- 
scribed in section 368 (a) (1) (B) the former shareholders of the loss cor- 
poration shall be deemed to continue to own that percentage of the fair 
’ market value of the stock in the loss corporation as (A) the fair market 
4 value of the stock in the acquiring corporation which they received in ex- 
l change for the stock which they owned in the loss corporation and still own, 
bears to (B) the fair market value of the entire outstanding stock in the 
acquiring corporation. 

“(e) CHANGE IN OWNERSHIP RESULTING FROM ACQUISITION OF ASSETS.— 

p “(1) IN GENERAL.—If, in the case of a reorganization specified in para- 
P graph (1) (B) of section 381 (a), the transferor corporation or the acquir- 
ing corporation— 

1 “(A) has a net operating loss which is a net operating loss carryover 
to the first taxable year of the acquiring corporation ending after the 
- date of transfer, and 

“(B) the persons who (immediately before the reorganization) di- 
e rectly or indirectly owned stock in the loss corporation, as the result of 
r owning such stock (other than stock acquired by the other corporation 
e or its shareholders within the 2-year period ending with the date of the 
t 


— 


reorganization), own (immediately after the reorganization) 50 per- 
cent or less of the fair market value of the outstanding stock of the 
acquiring corporation, 
the net operating loss carryovers, if any, from prior taxable years of the 
. loss corporation to the first taxable year of the acquiring corporation ending 
after the date of transfer shall be limited in the manner described in sub- 
section (d). 

“(2) PRIOR OWNERSHIP OF STOCK OF LOSS CORPORATION BY ACQUIRING COR- 
PORATION.—For purposes of this subsection and subsection (d), if, prior to 
A an acquisition of assets of a loss corporation in a reorganization described in 
n section 368(a)(1)(C) or (D), the acquiring corporation owns stock in the 
: loss corporation, then the stock of the acquiring corporation deemed to be 
e 


owned (immediately after the reorganization) by the shareholders of the 
acquiring corporation as a result of their ownership of stock in the loss cor- 
poration (immediately before the reorganization) shall be the excess of the 
an total outstanding stock immediately after the reorganization over the amount 
of such stock immediately before the reorganization, such latter amount 
being reduced (on account of the indirect ownership by the acquiring corpo- 
ration’s shareholders of stock of the loss corporation through ownership of 
stock of the loss corporation by the acquiring corporation) by an amount 
corresponding to the amount of stock which would have been transferred to 
the acquiring corporation in the reorganization had its stock in the loss 
| corporation been acquired in the reorganization for a consideration propor- 
tionate to that transferred to the other shareholders of the loss corporation. 
“(3) EXCEPTION FOR PRIOR COMMON OWNERSHIP.—The limitations of this 
section shall not apply if, for at least 2 years prior to the transaction result- 
ing in the change in ownership, more than 50 percent of the fair market value 
of the outstanding stock of each corporation was owned by the same persons 
in substantially the same proportions. 
| “(d) LimrTaTion on Net OperATrInG Loss CARRYOVERS.—In the case of a change 


of ownership described in subsection (b) or (c), the amount of the net operating 
loss carryovers, if any, from prior taxable years to be included in the net oper- 
ating loss deduction for the taxable year referred to in subsection (b) or (c), 
whichever is applicable, shall not exceed 50 per centum of the section 382 ceiling 
amount. 

“(1) SECTION 882 CEILING AMOUNT.—The section 382 ceiling amount shall 
be determined immediately before the change in ownership described in 
subsection (b) or (c) and shall be an amount equal to the value of the 
stock then outstanding, determined solely on the basis of the consideration 


oo 
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transferred for, or distributed with respect to, stock in the transaction or 
transactions which result in such change of ownership, minus, in the cage 
of a change of ownership as the result of a redemption, the amount of money 
or property (other than stock of the loss corporation) transferred or digs. 
tributed in the redemption. 

“(2) CoNSIDERATION.—For purposes of this subsection, the term ‘consid- 
eration’ includes stock, securities, money, or other property. The total 
amount of the consideration shall be reduced, to the extent prescribed under 
regulations issued by the Secretary or his delegate, by the amount of money 
and the fair market value of property transferred to a corporation in any 
case where such a transfer has a substantial effect on the amount of con- 
sideration referred to in paragraph (1) (A), if— 

“(A) such transfer occurs during the 6-month period preceding q 
change in ownership described in subsection (b) or (c), and 

“(B) the amount is transferred in a transaction described in section 
351 or constitutes paid-in surplus or a contribution to capital. 

“(e) ATTRIBUTION OF OWNERSHIP.—Section 318, relating to constructive owner- 
ship of stock, shall apply in determining the ownership of stock, except that 
section 318(a) (4), relating to options, shall be applied only if any such option 
is exercised and, in that event, as of the time such option is acquired. 

“(f) CHANGE IN OWNERSHIP IN TAXABLE YEAR OF Loss.—Where a change 
of ownership occurs which is described in subsection (b) or in subsection (c) 
(where the taxable year of the loss corporation is not closed by reason of such 
change) on a day other than the last day of the taxable year of a corporation 
and such corporation sustains a net operating loss in such taxable year, such 
taxable year shall be considered to be two taxable years (hereinafter referred to 
as the ‘pre-acquisition part year’ and the ‘post-acquisition part year’). 

“(1) The pre-acquisition part year shall begin on the same day as such 
taxable year begins and shall end on the date of such change of ownership. 

“(2) The post-acquisition part year shall begin on the day following the 
date of such change of ownership and shall end on the same day as the end of 
such taxable year. 

“(3) The net operating loss attributable to the pre-acquisition year shall be 
an amount which bears the same ratio to the amount allowable (without 
regard to this paragraph) as the number of days in the taxable year before 
such change of ownership occurs bears to the number of days in the taxable 
year. For purposes of the limitation on net operating loss carryovers pro- 
vided in subsection (d) such net operating loss shall be treated as a loss 
from a prior taxable year of such corporation. 

“(4) The net operating loss attributable to the post-acquisition part year 
shall be the amount of the net operating loss which bears the same ratio to 
the amount allowable (without regard to this paragraph) as the number 
of days in the taxable year after such change of ownership occurs bears 
to the total number of days in the taxable year. 

“(g) NET OPERATING LOSS CARRYOVERS TO SUBSEQUENT YEARS.—In comput- 
ing the net operating loss carryovers to taxable years subsequent to a taxable 
year in which there was a limitation applicable to a net operating loss carry- 
over by operation of this section, the income of such taxable year, as computed 
under section 172(b) (2), shall be increased by the amount of the reduction of 
the total net operating loss carryover determined under subsection (d) in com- 
puting the net operating loss carryovers to such subsequent taxable year. 

“(h) Stock oF CORPORATION CONTROLLING ACQUIRING CORPORATION.—If the 
shareholders of the loss corporation (immediately before a reorganization de 
scribed in section 381(a)(1)(B)) own as a result of the reorganization, stock 
in a corporation controlling the acquiring corporation, such stock of the con- 
trolling corporation shall, for purposes of this subsection, be treated as stock 
of the acquiring corporation in an amount valued at an equivalent fair market 
value. 

“(i) Derrnition or Stock.—For purposes of this section (other than subsec- 
tion (d)), ‘stock’ means all shares except nonvoting stock which is limited and 
preferred as to dividends. 

“(j) APPLICATION OF SECTION 269.—If section 269 applies to a transaction, this 
section shall not apply.” 
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SEC. 30. EFFECTIVE DATES. 

(a) GENERAL RULE.—Except as otherwise provided in subsection (b), this Act 
shall take effect on ‘ 

(b) Excreprions.—The following are the exceptions referred to in subsec- 
tion (a): 

(1) The amendments to section 302(b) (1) and (6) contained in section 
3, and the amendments contained in section 4, shall take effect as of J'une 
22, 1954. 

(2) The amendments contained in sections 6 through 9, inclusive, and 
section 11, shall not apply to stock issued, distributions made, and transac- 
tions occurring before the date specified in subsection (a). 

(3) If the taxpayer so elects, in accordance with regulations to be pre- 
scribed by the Secretary or his delegate, the amendments contained in sec- 
tions 12 through 29, inclusive, shall not apply to distributions, sales, trans- 
fers, liquidations or reorganizations pursuant to plans adopted, or to changes 
in ownership of 50 percent or more occurring, before the date of enactment 
of this Act or the date specified in subsection (a), whichever is earlier, and 
in that event the provisions of the Internal Revenue Code of 1954 without 
regard to this Act shall apply. 


The CuarrmMan. That concludes the hearing for today. The com- 
mittee will adjourn until 10 a.m. in the morning. 

(Whereupon, at 5:20 p.m., Thursday, February 26, 1959, the com- 
mittee adjourned until 10 a.m., Friday, February 27, 1959.) 
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“ADVISORY GROUP RECOMMENDATIONS ON SUBCHAP- 
TERS C, J, AND K OF THE INTERNAL REVENUE CODE 


FRIDAY, FEBRUARY 27, 1959 


House or REPRESENTATIVES, 
ComMiITTre oN Ways aNp Mzans, 
Washington, D.C. 

The committee met at 10 a.m., pursuant to recess, in the committee 
room, New House Office Building, Hon. Wilbur D. Mills (chairman) 
presiding. 

The Cuarrman. The committee will please come to order. 

Mr. Lindsay, we are pleased to have you here this morning to present 
the views of the pinged Department with respect to the reports of the 
advisory groups on subchapters C, J, and K. 

You have with you Mr. Jay Glasmann. 

Mr. Linpsay. Mr. Frank Lavelle, on the far left, will be with me, 
and Mr. Nicholas Tomasulo of the Chief Counsel’s Office. 

The CuarrMan. If there are others you desire to have with you as 
you discuss the subchapters, please feel free to ask them to come to the 
witness table. 

Mr. Linpsay. Thank you. When we reach subchapter J, Mr. Ra- 
ae! Sherfy will be with us and when we discuss subchapter K, 

r. Michael Waris, Jr., will join us. 

The Cuarrman. You are recognized, Mr. Lindsay. 


_ STATEMENT OF DAVID A. LINDSAY, ASSISTANT TO THE SECRETARY 
OF THE TREASURY, ACCOMPANIED BY JAY GLASMANN, AS- 
SISTANT GENERAL COUNSEL; RAPHAEL SHERFY, LEGAL AD- 
VISORY STAFF; MICHAEL WARIS, JR., LEGAL ADVISORY STAFF; 
FRANCIS A. LAVELLE, LEGAL ADVISORY STAFF, AND NICHOLAS 
TOMASULO, CHIEF COUNSEL’S OFFICE 


Mr. Linpsay. Before starting my statement, I should like, on behalf 
of the Secretary and those of us in the Treasury who have been priv- 
ileged to work with him, to pay tribute to Congressman Daniel A. 
Reed. He had a wonderful combination of the qualities of leadership, 
courage, competence, and kindness. 

Few Americans can, as has Mr. Reed, leave a permanent imprint and 
inspiration based upon a life devoted to constructive and effective 

_ public service. He will be sorely missed. 

The Treasury Department welcomes this sth to participate 
in this hearing called to consider the reports submitted by the advisory 
groups to the Subcommittee on Internal Revenue Taxation on sub- 
chapters C, J, and K of the Internal Revenue Code of 1954, dealing 
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with the taxation of corporations, estates and trusts, and partner- 
ships. At the outset, I should like to commend the excellent work that 
has been done by the advisory groups. The members, outstanding 
experts in tax law, have unselfishly given their time, talent, and energy 
to the task of improving the tax law. We are aware of and appreciate 
the considerable expenditure of time necessary to develop constructive 
suggestions. The suggestions are expertly summarized in the reports 
and embodied in proposed legislation. This has been supplemented by 
numerous conferences to consider the suggestions and comments of 
other groups, including conferences with the joint committee and 
Treasury staffs, and by testimony in public hearings last winter and 
again in the past 3 days. 

We propose to discuss the various recommendations in terms of 
principle, and not at this point take up the committee’s time with 
technical questions of draftsmanship. The work done in drafting 
by the advisory groups is of the highest caliber. To the extent that 


drafting problems may exist, we would like to reserve the privilege | 
to resolve such problems in cooperation with your staff, the joint 


committee staff, and the Office of the Legislative Counsel, for the 
consideration of your committee in executive session after the policy 
questions have been determined. 

Subject to the wishes of the committee, we propose to discuss the 
reports in alphabetical order, starting with subchapter C. This re- 
port, I might say, is an impressive document, very worth careful 
study by all who are interested in the tax law in the area it covers. 

Subchapter C relates to corporate distributions and liquidations, 
reorganizations, and carryovers. The advisory group report takes 
up in order the 30 sections of the bill (H.R. 4459). 

The Treasury Department is in substantial agreement with almost 
all of the recommendations contained in sections 2 through 11 of the 


bill, discussed in the first 29 pages of the report. These deal with — 


distributions by corporations, including redemptions. I will first 
discuss the three recommendations in this area which might be re- 
garded as somewhat controversial. 


These three recommendations also are the first three listed in the | 


staff summary report on subchapter C. 
The first is the amendment to section 305 which would make tax- 


able certain stock dividends where some shareholders receive stock — 


dividends and others receive cash dividends. This is the Citizens 
Utilities case, which was discussed yesterday. 

Ordinarily, under section 305, the stock dividend is not taxed un- 
less shareholders are given the election to take either stock or cash. 
You are aware, I know, of the case in which a corporation creates 
two classes of common stock, one of which is entitled to stock divi- 
dends and the other cash dividends. Such an arrangement permits 
those investors who choose to invest in the class of stock entitled only 
to stock dividends to obtain their share of the corporation’s dividend 
distributions at capital gain rates by receiving the stock dividends 
tax free and then selling the stock dividend at a capital gain. 


Under the advisory group’s recommendation, if a distribution is — 
made with respect to common stock of the corporation—whether of | 
one or more than one class—and such distribution is payable in stock | 
with respect to a portion of the stock and in cash with respect to the — 
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er. | balance, the stock dividends will be taxable, provided the effect of 
hat | such distribution is to increase the proportionate interest of the re- 
ing | cipients in the assets and the earnings and profits of the corporation. 
he Treasury approves of this recommendation and recommends 
ate _its adoption. 
The second controversial amendment pertains to section 306. It is 
yrts not found in the bill as such but is discussed in the advisory group’s 
report on pages 16 and 17. Section 506 is the section added by the 
of 1954 code to cope with so-called preferred stock bailouts, situations 
where preferred stock would be distributed as a nontaxable dividend, 
und _— sold by the shareholders at capital gain rates, and later redeemed. 
Under section 306, the preferred stock dividend is nontaxable when 
of issued, but the shareholder may receive ordinary income treatment 
‘ith | upon redemption or sale of such stock. There is no ordinary treat- 
ing — ment, however, where the stockholder gives his preferred stock to a 
hat charitable organization. 
ege _ By making a contribution under section 306, the shareholdler is 
jint | able, under present law, to obtain a charitable contribution deduction 
the | based upon corporate earnings and profits which have not been taxed 
licy | to him and, at the same time, be able to keep his interest and control 
in the future earnings of the corporation intact. 
the The advisory group would reduce the charitable contribution de- 
re- duction by the amount which would have been treated as ordinary 
fy] | income if the preferred stock had been sold for an amount equal to 
. its fair market value. 
ons, The Treasury Department approves of the advisory group’s recom- 
keg | mendation. 
The third controversial recommendation relating to corporate dis- 
ost | tributions would add a new definition of indebtedness to section 317 
the | of ~ code. This is summarized on the summarized staff report at 
‘4h | pages. 
~ here are those who believe that any such definition, notwith- 
standing statutory language to the effect that the definition is not in- 
tended to be exclusive, will tend to be treated by the Internal Rev- 
the nue Service and the courts as an exclusive rule, thus substituting 
inflexibility for confusion. 
differ as to whether any statutory formulation of the 
ock | Tues for distinguishing between true debt and a stock interest can 
be successful. Balancing the conflicting considerations, however, it 
may be appropriate to enact a nonexclusive statutory rule along the 
lines proposed by the advisory group. Since the definition would not 
ash, exclusive, you may wish to consider a debt-to-capital ratio lower 
ates than 5 to 1, say in the order of 4 to 1 or 3 to 1. We would also like 
to explore whether and to what extent debt held by nonstockholders 


— 


should be taken into account. 
nly _Of the remaining recommendations relating to corporate distribu- 
end ons, perhaps the most important deal with constructive ownership 


nds % Stock under section 318. They are particularly important because 
; of their relationship to the rules for determining whether a distribu- 

tion in redemption of stock is to be treated as a dividend taxable as 
_ ordinary income or a capital gain. As you know, certain mechanical 
rock | sts were introduced in the 1954 code for making such determination. 
‘the 4 Tedemption will be treated as a capital gain if it effects substantial 
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changes in the shareholders interest in the corporation in accordance 
with the rules set forth in section 302. 

Thus a redemption will be treated as a sale or exchange taxed at 
capital gain rates if it is a substantially disproportionate redemption 
of stock or results in the termination of a shareholder’s interest. In 
order to determine, however, whether there is a substantially dis. 
proportionate reduction in the shareholder’s stock or a complete ter- 
mination of the shareholder’s interest, stock held by related persons 
including members of a shareholder’s family, partnerships, estates, 
and trusts, and corporations in which the shareholder has an interest, 
are treated as if owned by the shareholder; that is to say, the owner- 
ship by the related party is attributed to the redeeming shareholder. 
I should add that the family attribution rules do not apply to a com- 
plete termination of interest, but constructive ownership through 
partnerships, estates, trusts, and corporations applies. 

The rules of section 302 would be relatively simple to apply if the 
rules pertaining to the constructive ownership of stock were work- 
able. But section 318 of the code is exceedingly difficult to apply 
and sometimes produces harsh results. The Treasury believes the 
advisory group’s proposed amendments to this important. section 


constitute a marked improvement over existing law. Indeed, if — 


nothing else is done in subchapter C, the adoption of the advisory — 
group’s recommendations in section 318 would represent a worth- | 


while accomplishment. 

Probably the most significant improvement over existing law is 
the proposed elimination of a complicated “reattribution” rule under 
which, for example, stock which is owned by a beneficiary of a trust 
is attributed to the trust and then is reattributed to other beneficiaries 
of the trust who have no real relationship to the beneficiary who 
actually owns the stock. The combination of attribution of owner- 
ship from an individual to an entity and reattribution of such owner- 
ship to other individuals connected with such entity leads to in- 
exhaustible computations and complexity. 

The proposed rules also would preclude attribution of stock owner- 
ship between spouses who are separated by an interlocutory decree 
of divorce and would also preclude attribution to a trust or estate 
from a beneficiary who has less than a 5 percent interest in the trust 
or estate. 

If may digress a moment, problems concerning related persons 
and attribution of ownership are not restricted to section 318 or for 
that matter to subchapter C. An analysis of the uses of the terms 
“the family,” “related parties,” “control,” and “attribution of owner- 
ship” throughout the code discloses a lack of uniformity in their con- 
cept and of precision in their meaning. That is not to say that there 


should be a uniform definition for all purposes. For example, the | 


inclusion of brothers and sisters may be appropriate in the definition 
of a personal holding company or for the disallowance of losses 
between related persons, but inappropriate in the rules relating to 
redemptions of stock. However, it might be a helpful step in the 
direction of tax simplification if efforts could be made to provide one 


uniform definition of related persons with a minimum of modifica- — 


tions where necessary. 
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In this connection, under the direction of the ri tensa | Depart- 
ment, the Research Division of the Office of Planning and Research 
of the Internal Revenue Service has undertaken a study of the various 
sections of the 1954 code embodying these terms and concepts. As a 
start they have prepared two tables which I think might be appropri- 
ate to put in the record for public inspection. 

I have these tables here and I would like to be able to put them in 
the record. 

The Cuarrman. Without objection they will appear at this point 
in the record. 

(The tables referred to follow :) 


I 


SUBSTANTIVE PROVISIONS IN THE 1954 RevenuE Cope Dersienep To Overcome 
Tax AVOIDANCE PLANS 


DETERMINATION OF STATUS, EXEMPTIONS, DEDUCTIONS, CREDITS, OR BASIS 


Losses from sales or exchanges disallowed between related parties (sec. 
267). 
ine on sales disallowed between partner and partnership or between two 
partnerships where a 50 percent interest owned by one person (sec. 707(b) (1))- 

Corporations with special types of income and having five or fewer share- 
holders owning 50 percent in value of stock are personal holding companies 
(sec. 542(a)). 

' Corporations with special types of income and having five or fewer share- 
holders, residents or citizens of the United States, owning 50 percent in value 
of stock are foreign personal holding companies (sec. 552(a) ). 

Unincorporated business can elect taxation as corporation by individual or 
partnership of 50 members or less and no proprietor or individual owning more 
than a 10-percent interest is proprietor or 10-percent owner of another un- 
incorporated business taxable as a corporation (sec. 1361). 

Amortization of improvements based on useful life if lessor and lessee are 
related under section 267, as qualified (see. 178 (T.A.A., see 15)). 

Additional first year depreciation allowance denied if property acquired from 
persons listed in section 267 or 707(b) (sec. 179 (S.B.T.R.A-, see. 204) ). 

Surtax exemption and accumulated earnings credit denied to corporation 
controlled 80 percent by transferor or its shareholders. Ownership deter- 
mined under section 544, as qualified (sec. 1551). 

In the purchase of a corporation a net operating loss carryover is denied if 
10 largest shareholders increase their holdings by purchase at least 50 percent- 
age points during the year or prior taxable year (sec. 382(a)). 

Certain corporations, community chest, foundations, etc., qualified pension, 
profit-sharing, etc. plans denied exemption if engaged in prohibited transactions 
with certain persons including members of a family (sec. 503(a)). 

Trusts engaging in prohibited transactions with certain persons, including 
members of family, granted limited charitable deduction (sec. 681(b) )- 

Trust income attributable to grantor under certain conditions, including 
exercise of powers by a related party (sec. 672(c) ). 

No income results from exercise of restricted stock option requiring in- 
dividual to own not more than 10 percent of stock of employer corporation, 
parent corporation, or subsidiary (sec. 421(d)). 

Adjusted basis for stock used for property received in liquidation of sub- 
sidiary when 80 percent of stock acquired in 12 months and seller’s ownership 
would not be attributed to purchaser under section 318(a) (sec. 334). 


CAPITAL GAIN ALLOWED OR DENIED BASED ON SALES OR REDEMPTIONS 


Redemptions of stock treated as exchanges when disproportionate, or share- 
holder sells “all” stock (sec. 302). 

Sale of entire section 306 stock not ordinary income, if section 318(a) does not 
attribute purchaser’s ownership to seller (sec. 306). 

Gain on sales of depreciable property treated as ordinary income, based on 
relationship (sec. 1239). 
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Capital gain denied in part to individual on sale of subdivided property ig 
improvements made by him or by a related person (sec. 1237). 

Gain as ordinary income not applicable to shareholder owning less than 
5 percent of stock and is not attributable under rules of 544(a) to another 
owning 5 percent of stock (sec. 341). 

Relief as not collapsible denied if sale of stock by 20 percent shareholder jg 
made to a related person or in certain liquidations a 20 percent shareholder or 
a person related to him receives property which is depreciable, depletable, ete, 
(sec. 341(e) (T.A.A., sec. 20) ). 

Transfer of corporate property for stock of a related corporation from a 
person in control treated as stock redemption of acquiring corporation; and 
transfer of property by a subsidiary corporation to a shareholder of a cor. 
poration that controls it, considered redemption of stock of parent corporation. 
Section 302(b) to be applied by reference to stock of issuing corporation (see. 
304(a) and (b)). 

Capital gain denied seller of patent acquired from creator if seller related 
to creator, under section 267, as qualified (sec. 1235(d) (T.A.A., sec. 54). , 

Capital gain denied on sales between partner and partnership or between two 
partnerships where an 80 percent interest owned by one person (sec. 707(b) (2)), 


II. TABLES 
Concepts of family 


1954 code sec. No. 
267(c) (4); 
681(b) (2); 
Relationships 544(a)(2); | 178(b)(2); 302(c) (1); 
707(b) (3); | 179(d)(2); | 1551 304(b) (1); |1239(a) (2)| 341(d) 
421(d)(1); 341(e) (8); 672(c) | 306(b) (1); 
1237(a)(2)(A);| 1285(d) (2) 334(b) (3) 
503(c); 
1361(g); 554 
Brothers and sisters (whether by 
the or half blood) -_........ 


jpouse._ 

Spouse, if living with grantor. 
Spouse, if not legally separated. ot. 


Lineal 
Spouses of brothers and sisters 
whether by the whole or half 
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Attribution of stock ownership 


611 


Attribution from 


Attributed to 


Basis of attribution 


1954 code sec. No. 


1, A 


Shareholders. 


Proportionately 


267(c)(1)!, 544(a)(1)3, 
421 (d) (1) (C) (ii). 


2. A corporation where 50 per- 
cent or more in value is 
owned by any person. 


Any person owning 
50 percent or more 
in value of corpora- 
tion's stock. 


In proportion to the 
value the stock 
owned by such per- 
son bears to the 
value of all the 
stock in such cor- 
poration. 


318 (a) (2)(C) (i).8 


Beneficiaries. .........| Proportionately-- 267(c) (1), 544(a) (1), 
421(d)(1)(C) (ii). 
Beneficiaries In proportion to the 318(a) (2)(B). 
actuarial interests. 
5. Trust under subpart E of | Person considered as | 100 percent interest_...| 318(a)(2)(B). 
part 1 of subch. J, relating owner under sub- 
to grantors and others part E of part 1 of 
treated as substantial subch. J. 
owners. 
A 267(c) (1), 544(a) (1), 
An estate... Beneficiaries... Proportionately 421(d) (1) (C) (ii), 
318(a)(2)(A). ‘ 
Another partner_-...-. 100 percent interest....| 544(a) (2). 
owning stock other ‘ 
than constructive ‘ 
through his family. 4 
9. Family. See separate table | An individual mem- OD: See separate table. 
as to relationships consti- ber of family. ' 
tuting a family. 
“BACK” ATTRIBUTION 
100 percent interest....| 304(b) (1) 382(a) (3)4. 
ll. Any person owning 50 per- | Thecorporation 318(a) (2)(C) (il). 
cent or more in value of a whose stock is 
corporation's stock. owned 50 percent or 
more by any per- 
son. 
12. Beneficiary, unless the bene- | Trust_..--....--------.]----. ee 318(a) (2)(B). 
ficiary’s interest is a re- 
mote contingent interest. 
13, Person considered as owner | Trust under subpart 318(a) (2)(B). 
under a E of part 1 E of part 1 of 
of subch subch. J. 


1 Sees. 178(b) (2), 341(e)(8) and 1235(d) adopt rules of 267(c) t for contraction in family 


definition. Sec. 707 


(3) adopts 4 of 267(c) other than (3) relating to attri 
Sec. 554 adop 
Sec. 318(a) is aprlied without qualification to secs. 302, (1) (A) 334(b 
stock limitation in 318(a)(2)(C) is not applicable to secs. 304(b) (1) an 


d 382(a) (3 


ition between partners. 
moO) (C), but the 50 percent 


Sec. 341(d) adopts the rules of sec. 544, but enlarges the definition 0 offamily. It also eliminates (4) which 
requires the effect to be a personal holding company. 
Sec. 1551 adopts the rules of sec. 544, but contractsthe definition of family. 


| | 
| 
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Related party 


Relationships 


178 


179 


1235 
(d) 


1237 


Family. See separate table_...-..--- 
A corporation and an individual 
owning more than 50 pereent in 
A corporation and an individual 
owning 80 percent or more in value 


A corporation and an individual, 
more than 80 percent in value 
owned by the individual, his 
spouse, minor children and minor 

A corporation and an individual who 
controls the 

A corporation and shareholder own- 
ing 50 percent or more of voting 
power or 50 percent or more in 

Two corporations, each owned more 

percent in value by same 
individual and for the prior year 1 
was a personal holding company. 

Two corporations, each owned 80 
percent or more in value by same 
individual and which for prior 
year 1 was a personal holding com- 

Two corporations, each owned 25 per- 
cent or more in value by same 
individual and either for the prior 
taxable year was a personal holding 

Two corporations when 50 percent 
or more in value of stock in each 
is owned by same person______.____ 

Grantor and fiduciary of a trust_____- 

Grantor of trust and employee__._._- 

Grantor and corporation (or an 
employee thereof) in whic stock 
holdings of grantor and trust are 
significant for voting control_______- 

Grantor and subordinate employee 
of corporation of which grantor is 

A sec. 501 organization and a person 
jhe controlled by said person or his 

_ 

A sec. 501 organization (if a trust) 

A sec. 501 organization and a person 
who has made a substantial contri- 

A sec. 501 organization and a person 
who controls the corporation by 
owning 50 percent or more of the 
voting stock or 50 percent or more 
in value of stock 


slower and beneficiary of different 
trusts with same grantor. 
Fiduciary and corporation if more 
than 50 percent in value owned by 
Fiduciary and corporation owned 80 
percent or more in value by the 
Fiduciary and corporation if 25 per- 
cent or more in value owned by 


1 Sees, 302(c) (2)(B), 306(b) (1) (A) (il) and 334(b) (3) section 318(a) without qualification, whereas 


limitation in sect. 


ae a) excepts th 


50 perce: 
. 503(c) ond (2) governing “prohibited are in essence the same. 


| 

1954 code sec. No. we 

267 | 318! 341 503 | 672 1239 
(e)(8) | (c)? 
| 
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owning 25 percent or more in value = 
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Related party—Continued 


1954 code sec. No. 


Relationships 
503 | 672 | 1235 | 1237 | 1239 


267 | 178 | 179 | 318! | 341 
(e)(8) | (ce)? (d) 


A trust and a person when said per- 
son is considered the owner under 


subpart E of part 1 of subch. J_-..-|......}-.--..}--.-.- x 
Lessor and lessee if affiliated as de- 


Partnershi> and a partner owning 
more than 50 percent of the capital 

Two partnerships in which the same 

rsons Own more than 50 percent 
of the capital or profits interest.....]......]-...-- x 
Estate and beneficiary. x 


1 Sees, 302(c)(2)(B), 306(b)(1)(A) (ii) and 334(b)(3) adopt section 318(a) without qualification, whereas 
382(a) excepts the 50 percent limitation in section 318(a). 
2 Secs. 503(c) and 681(b)(2) governing ‘‘prohibited transactions” are in essence the same. 


Mr. Linpsay. Table I lists and briefly describes the substantive pro- 
visions in the 1954 code designed to overcome tax avoidance plans as to 
which concepts of family, related persons and attribution of ownership 
are pertienent. The numerous and varying concepts of family and 
related parties, including the attribution rules, appear in table II with 
appropriate statutory references. 

n cooperation with the congressional tax staffs we hope to continue 
our work on these provisions with a view to further simplification but 
we do not intend thereby to delay the progress of the advisory group’s 
proposals. I would like to repeat that on the whole we approve of 
the advisory group’s recommended changes in connection with section 
318. 

The mechanical tests for determining whether a redemption is to be 
treated as a sale or exchange are not exclusive. The 1954 code con- 
tains as a catchall the traditional provision that a redemption will be 
treated as a sale or exchange if it is “not essentially equivalent to a 
dividend.” The advisory group recommends that section 302 be 
amended to provide that in determining whether a stock redemption 
is essentially equivalent to a dividend under section 302(b) (1), the 
constructive ownership rules of section 318(a) shall not be applicable 
but that the relationships described therein may be taken into account 
along with all other facts and circumstances. The regulations under 
section 302 provide that one of the facts to be considered in making a 
determination under section 302(b) (1) is the constructive ownership 
of the redeeming shareholder under section 318(a). 

This is a factual problem which, from the standpoint of administra- 
tion and rulings policy, is difficult and cumbersome. The language 
of the proposed amendment will not solve the factual problem. ir the 
amendment is adopted, it seems unlikely that the Service will be able 
to issue many advance rulings with facility in this difficult area. 

The advisory group recommends that section 3802 apply to a re- 
demption of preferred stock if a shareholder owns less than 1 percent 


of the common and voting stock of the corporation after redemption, 
We have no objection to this recommendation. 
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As previously indicated, section 302 provides that the family at- 
tribution rules shall not apply where there is a complete termination of 
a shareholder’s interest in a corporation. The advisory group recom- 
mends that section 302(c) (2) be amended to provide that attribution 
between spouses will continue to apply under these circumstances, 
Because of the close relationship between husband and wife, the 
Department considers this a desirable amendment. 

would now like to turn to the taxability of a corporation on the 
distribution of inventory. Some of the other recommendations, few 
of which are included in the prepared statement, are relatively minor. 

Ordinarily a corporation does not recognize gain or loss on a dis- 
tribution of property to its shareholders. Under existing law, there 
are two exceptions to this rule having to do with distributions of 
LIFO inventory and distributions of property subject to a ae 
in excess of the basis of such property to the corporation. The ad- 
visory group would add a third exception relating to inventory other 
than LIFO inventory which would require the restoration to income 
of any deductions, credits, or allowances allowed to the corporation 
in prior years with respect to the distributed inventory. ile we 
do not object to this recommendation, we suggest that further con- 
sideration might be given to a somewhat stricter rule under which 


| 


\ 


a corporation would be treated as recognizing gain or loss on the dis- | 


tribution of such inventory. 

Some of the most major recommendations in all of the advisory 
group’s recommendations deal with corporate liquidations, which ap- 
pear on pages 29 to 62 of the advisory group report. 

In this area the advisory group proposes two very significant 
changes in the existing law: (1) the tax consequences to shareholders 
upon the liquidation of a corporation, and (2) the treatment of col- 
lapsible corporations. 


he most significant of the proposed amendments in this area is | 


that dealing with section 331, which provides the general rule that 
a corporate liquidation is a taxable event to the shareholders of the 
corporation. Under section 331, the shareholder’s gain or loss is 
recognized in full for tax purposes, measured by the difference be- 
tween the cost basis to the shareholder of the stock which he sur- 
renders and the value of the assets which he receives in the liquidation. 
This has been the general rule for taxing corporate liquidations 
since the enactment of the income tax in 1913. There are two excep- 
tions to this rule under existing law. One is contained in section 
332 relating to tax-free liquidations by parent corporations of 80 
percent or more owned subsidiaries. 

The other exception is contained in section 333, which provides for 
deferring recognition of gain on liquidation if the corporation is 
completely liquidated within a period of 1 calendar month. How- 
ever, under section 333, the amount of the gain equal to the corpora- 
tion’s earnings and profits is taxed as a dividend and any remaining 
gain is taxed as a capital gain to the extent that money and securities 
acquired by the corporation after 1953 are received. 


‘The advisory group proposes to amend the general rule of section — 
» that shareholders will not recognize gain at the time of corpo — 
rate liquidation except to the extent that the corporate basis of the | 


331 so that sharehol 


particular assets received by a shareholder exceeds the cost. basis of 
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that shareholder’s stock. This proposed rule is usually referred to 
as the basis-over-basis rule. The purpose of this rule is to defer 
taxation of the appreciation in value of corporate assets but at the 
same time to impose a tax to the extent that the distributed assets 
represent the accumulated earnings and profits of the corporation. 

he basis-over-basis rule for corporate liquidations was contained 
in the Internal Revenue bill of 1954, H.R. 8300, in the form in which 
it passed the House of Representatives. However, the basis-over- 
basis rule in H.R. 8300 was limited to liquidations. It did not apply, 
as is now proposed, to redemptions. 

The proposed basis-over-basis rule has merit, particularly in the 
case where one or a few shareholders make a tax-free transfer of 
appreciated Sa rt! to a corporation and then desire to reverse the 
transaction so that the assets can be utilized in a proprietorship or 
partnership form. As pointed out by the advisory group on page 30 
of their report, while the transfer of assets by individuals for ex- 
change of stock of a new corporation is not treated as a taxable trans- 
action, a transfer of the assets from the corporation to the individual 
shareholders upon liquidation of the corporation is treated as a sale 
by the shareholders of their stock in the corporation. 

In the example given by the advisory group, if A owns real estate 
which cost $10,000 and is worth $25,000, he may transfer the property 
toa newly organized corporation in exchange for its stock without 
tax; but if thereafter he dissolves the corporation and receives back 
the same property in complete liquidation of the corporation, he is 
subjected to tax on $15,000 of gain. 

ile the basis-over-basis rule has merit, we have reservations 
concerning its adoption. I shall undertake to point out the reasons 
for our reservations. In summary, we are concerned about (1) the 
opportunity for shareholders to use a corporation to effect tax-free 
or partially tax-free exchanges between the shareholders which are 
not otherwise permitted; (2) the tax avoidance potential in the selec- 
tion of low basis versus high basis assets for distribution to different 
shareholders, and (3) the elimination of the existing deterrent to 
placing stocks in a controlled corporation to obtain the benefit of 
the 7.8 percent intercorporate dividend tax rate. 

There may also be a problem of tracing the corporate basis for 
every asset where the history of the corporation involves many years 
and prior reorganizations. 

I tees some illustrations of these points that give us concern and 
would be glad to read them if you think it would be helpful at this 

int. 
eThe CuarmMan. I think it would be just. as well if these illustra- 
tions were included in the record and you did not read them. 

Mr. Linpsay. This is probably the most important recommendation 
we are dealing with in subchapter C. 

The Cuairman. All right, if you think it is important for us, please 
read the illustrations. 

Mr. Linpsay. To illustrate. Assume A, an individual, owns Gen- 
eral Motors stock worth $1,000 with a cost basis of $500, and B, an 
individual, owns Standard Oil stock worth $1,000 with a cost basis 
of $500. If A and B exchange their stock, each would realize a tax- 
able gain of $500. Under the Advisory Group’s proposal, A and B 
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may transfer their stock to a newly formed corporation and later | 


upon liquidation of the corporation, A, who formerly owned the 
General Motors stock, may receive the Standard Oil stock without 
realizing a gain, and B, who formerly owned the Standard Oil stock, 
may receive the General Motors stock without realizing a gain. 
Thus, an exchange that would ordinarily be taxable could be accom- 
plished tax free through the liquidation of a corporation. 

Actually the example I have given is oversimplified. There would 
probably be a difference in the basis of the stock held by A and B. 
so that upon liquidation A or B would probably realize some gain, 
Moreover, in the absence of additional facts, the corporation would be 
a personal holding company. Accordingly, we shall assume that 
A and B not only transfer stock to the newly formed corporation 
but that each also transfers income-producing real estate. 

We will assume that 50 percent or more of the gross income of this 
corporation will be from rents and therefore the corporation will not 
be a personal holding company. A and B are in high-income brackets 
but by transferring their stock to the corporation they may obtain the 
benefit of the 7.8 percent intercorporate dividend tax rate. This can 
be done under existing law, to be sure, but there is a strong deterrent 
in that A and B could not get back their stock without paying a 
capital gain tax on the appreciation in the stock values. Since under 
the basis-over-basis rule no capital gains would have to be paid on 
distribution, there would be a tax inducement for placing stocks in 
controlled corporations. 

Another aspect of the basis-over-basis rule is that A and B, upon 
liquidation, are free to adjust the amount of gain that will be recog- 
nized and the future basis to them for the property received by the 
manner in which they divide the properties to be distributed to each. 

Let us assume that A’s cost for the real estate he contributed was 
$10,000, and B’s cost for the real estate contributed by him was 
$25,000. Upon liquidation A and B may find it to their mutual 
advantage to distribute the high basis real estate property to A and 
the low basis real estate property to B. Because of this possibility, 
as noted on page 33 of the advisory group’s report, the American 
Law Institute proposed that the recognition of a gain to the share- 
holder be measured by his ratable share of his entire basis to the 
corporation of all its assets distributed in the liquidation instead of 
by reference to the basis of the particular assets distributed to the 
taxpayer. 

The advisory group stated that the American Law Institute a 
proach might be feasible but concluded that the operation of the 
system would be simplified if the shareholder were required to com- 
pute his recognized gain by reference to the basis of the particular 
assets distributed to him. The group also noted correctly that con- 
siderable problems of basis have existed for many years in the area 
of distributions in kind by partnerships, estates, and trusts and have 
caused no particular difficulty. ; 

The problems we have raised in connection with the basis over basis 
approach, while troublesome, may not be of such overriding impor- 
tance as to justify discarding the advisory group’s suggestion. 
of the problems might be resolved if an exception to the basis-over- 
basis rule is made for stock. The suggestion is that gain at the time 
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of a corporate liquidation would be recognized to the extent that cash 
received, the fair market value of stock received, and the corporate 
basis of the assets other than stock received by the shareholder exceeds 
the cost basis of the shareholder’s stock. It may be largely in connec- 
tion with transactions in stocks that abuses are likely to occur. 

There remains the question as to whether we should be concerned 
generally with the possibilities of distributing high value, low basis 
property to individual stockholders, such as a building, parking lot, 
or automobile. For a a Cadillae worth $2,000 may have been 
depreciated down to $200 basis by the corporation and distributed in 
liquidation at no gain to a principal shareholder for his personal use. 

hile this would be a marked departure from existing law, it may 
not introduce significant tax avoidance. 

The major question here is what would be the overall effect of the 
adoption of the basis-over-basis rule. We have been unable to measure 
its impact on the revenue. We do believe there would be some revenue 
loss, but we do not know whether the loss would be significant. 
Adoption of the rule would undoubtedly facilitate and encourage 
more liquidations. Paradoxically, it would also be likely to encourage 
more incorporations, since the penalty for reversing direction through 
liquidation would be substantially reduced. 

e would like to explore the basis-over-basis rule further with the 
joint committee staff, the advisory group, and your committee. 

The collapsible corporation provision, under section 341 of the code 
is designed to prevent the conversion of ordinary income into capital 
gain by the use of a corporation. Under certain circumstances, the 
provision taxes the shareholder at ordinary income rates on the sale 
of stock or on the liquidation of a corporation where the corporation 
has certain assets which have appreciated in value and with respect 
to which the corporation has not realized income for tax purposes. 

Under existing law, a collapsible corporation is defined as a cor- 
wom which 1s formed or availed of principally for the manu- 

acture, construction, or production of property, or for the purchase 

of certain property, with a view to the sale or exchange of stock by 
the shareholders before the corporation realizes a substantial part of 
the taxable income to be derived from the property. 

As stated by the advisory group, the collapsible rovision depends 
for its application upon the intention of the shareholders, applying 
as it does to corporations “formed or availed of with a view to” the 
sale or exchange of stock before the corporation realizes a substantial 
part of its taxable income. 

Once applicable, the provision taxes the shareholder’s entire profit 
from the sale or exchange of stock as ordinary income even though 
only a part of the gain may be attributable to ordinary income assets. 

Except for the enactment of section 341(e) which was added by the 
Technical Amendments Act of 1958, the collapsible corporation pro- 
vision at times converts into ordinary income what might be a capital 

in to the shareholder if he had not made use of a corporation. 

The advisory group proposes a new approach to the collapsible 
corporation problem which is based upon the application of an ob- 
jective arithmetic formula rather than on the subjective intention of 
the shareholders. A collapsible corporation would be defined as one 
having unrealized appreciation on its ordinary income type assets 
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in excess of 15 percent of the corporation’s net worth. In determining 
what constitutes ordinary income type assets, the advisory grou 
would for the most part rely upon existing rules of tax law, wit 
several modifications. So-called normal Kpeyrs | of a type custom- 
arily sold by the corporation for a period of at least 3 years would 
be excluded from the category of ordinary income type assets. More- 
over, in cases where a shareholder sells or exchanges his stock and in 
the case of certain distributions, some assets will be treated as ordinary 
income type assets if they would be such in the hands of the particular 
shareholder who sells his stock. 

Gain on the sale of stock of a collapsible corporation would be frag- 
mented between ordinary income and capital gain. In other abs 
this means the part of the gain equal to the stockholder’s ratable 
share of the unrealized appreciation on the corporation’s ordinary 
income type assets is taxed as ordinary income. If property is dis- 
tributed to a shareholder in a redemption of his stock or in a partial 
or complete liquidation of the corporation, the proposed “basis over 
basis” rule generally would defer recogniton of gain to the share- 
holder. But any ordinary income type property received by the 
shareholder would retain its ordinary income type character in his 
hands for a period of 5 years from the date of the distribution. In 
the case of a “nonaliquot distribution,” that is a distribution in liqui- 
dation or redemption in which a shareholder receives a dispropor- 
tionate share of the ordinary income type assets, the basis over basis 
rule would not apply and the shareholder’s gain would be taxed in 
full. Here again, the gain would be fragmented under the general 
rule. In the case of ~eeeijhiens and partial liquidations, the corpo- 
ration itself would recognize ordinary income to the extent of the 
disproportionate excess amount of unrealized appreciation on the 
distributed property. 

For the purposes of applying the rules relating to nonaliquot dis- 
tributions, certain properties of the corporation would be treated as 
ordinary income type assets if they would be such in the hands of any 
cohen owning more than 20 percent in value of the outstanding 
stock. 

A significant portion of the advisory group’s approach to the col- 
epee problem was adopted in the new subsection (e) of section 341 
which was added by the Technical Amendments Act of 1958. This 
new subsection (e) operates as an exception to the ordinary collapsi- 
ble rules where its requirements are met. In determining the corpo- 
ration’s ordinary income type assets, both the proposal of the advisory 
group and new subsection (e) contain provisions for taking into 
account the activities of the shareholders. New subsection (e), how- 
ever goes further and takes into account the activities of share- 
holders conducted through other corporations in which they own 
stock, thus preventing an individual from avoiding dealer status 
merely by using a separate corporation for each venture. Subsection 


(e) in addition would determine what are ordinary income type as- 
sets by reference to what the nature of the assets would be in the 
hands of any 20 percent shareholder while the advisory group’s pro- 
posal generally, that is, except in the case of nonaliquot distributions, 
would take into account only the activities of the selling shareholder. 

Subsection (e) further contains safeguards to prevent a step-up in 
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basis of depreciable, depletable, or amortizable assets at capital gain 
rates. This is accomplished by making subsection (e) er a re 
to sales of stock to persons related to shareholders and to distributions 
of such property in liquidation. The advisory group’s proposal does 
not attempt to deal with this problem. 

But this 1958 amendment did not purport to be a complete solution 
tothe problem. Subsection (e) had to be enacted as an exception to the 
preexisting collapsible rules, because without public hearings, it could 
not appropriately be made to apply to the detriment of any taxpayer 
who was not already caught by the preexisting rules. Perhaps the 

rimary advantage to be derived from a complete revision of the col- 

psible provisions would be the formulation of rules based upon a 
unified principle or theory. It is probable that any effective statutory 
rules to deal with the collapsible emery must be complex, but com- 
plex rules are at least understandable if they are logical extensions of 
a consistent principle or basic rule. 

One of the principle objections which has been raised against the 
advisory group’s solution is that it requires a valuation of the corpora- 
tion’s assets in order to determine whether the appreciation in value 
of the corporation’s ordinary income type assets exceeds a certain per- 
centage of the corporation’s net worth. This valuation is required 
not only in determining whether the corporation is “collapsible” but 
also, if collapsible status is ascertained, in determining the portion of 
ashareholder’s gain which should be fragmented between capital gain 
and ordinary income. 

The basic problem is whether a collapsible corporation should be 
defined in terms of the relative values of different types of assets. This 
kind of an approach is necessary if the section is to operate by objective 
rules and is not to depend for its application upon the intent of the 
shareholders. 

In our opinion, a solution to the collapsible corporation problem 
along the general lines suggested by the advisory group would be an 
over existing law. 

As presently phrased, the advisory group’s proposed collapsible 
corporation rules are tied in with the advisory group’s proposed rule 
for deferring recognition of gain on corporate liquidations by the 
basis-over-basis rule. However, this basis-over-basis rule does not ap- 
pear to be essential to the operation of the proposed collapsible corpora- 
tion rules. Elimination of the basis-over-bases rules would affect. only 
the time at which a shareholder’s gain is measured and would not affect 
the definition of a collapsible corporation nor affect the principle that 
the gain which is recognized by a shareholder should be fragmented 
between capital gain and ordinary income. Even under the advisory 
group’s present phrasing of the collapsible corporation rules, the basis- 
over-basis rule does not come into play when a shareholder sells his 
stock to another individual, nor does it come into play in certain so- 
called “nonaliquot” liquidations of a collapsible corporation. 

If your committee does believe that the advisory group’s general 
approach is meritorious there would remain a number of technical 
refinements and modifications which may be desirable. These are 
important enough to mention now, I believe. 

For example, further refinement of the so-called shareholder refer- 
ence test for determining whether an asset should be treated as an 
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ordinary income type asset seems desirable. For example, in 341(e) 
a dealer is still treated as a dealer, if he is a shareholder of the collap- 
sible corporation, even though he operates through other corporations 
and never individually sells the property himself. This is a multiple 
corporation problem. 

n addition, the elimination of the proposed basis-over-basis rule 
for measuring the amount of gain recognized upon a corporate liquid- 
ation would involve several modifications, which would be technical 
in nature, in the advisory group’s proposed collapsible corporation 
provision. Furthermore, in view of the proposed rules to exclude 
normal inventory and certain other properties from the category of 
ordinary income type assets, and the proposal to fragment gain be- 
tween ordinary income and capital gain, we would like to explore 
further the adequacy of the 15 percent of net worth test for defining 
a collapsible corporation. 

In this~connection I might point out that we do not compare 
ordinary income assets with net worth under this proposal, but only 
the appreciation in ordinary income type assets with net. worth. 

The next proposal, perhaps the most important part of the report, 
deals with the definitions relating to corporate organizations. 

Section 368 of the code contains definitions of the term “reorganiza- 
tion.” The purpose of the corporate reorganization provisions is to 
exempt certain transactions from the general rule that gain or loss 
must be recognized for tax purposes if one property is exchanged for 
a materially different property. No gain or loss is recognized if 
stock or securities are exchanged in pursuance of a plan of reorganiza- 
tion as defined in section 368. As stated in the regulations, the re- 
organization provisions encompass transactions “which effect only 
a readjustment of continuing interest in property under modified 
corporate forms.” 

he statute now contains six types of reorganizations, lettered A 
through F. These are: 

A) A statutory merger or consolidation. 

B) A so-called stock-for-stock reorganization; that is, the acquisi- 
tion by one corporation, in exchange solely for its voting stock, of 
stock of another corporation. This requires that the other corporation, 
immediately after the transaction, must be an 80 percent or more 
controlled subsidiary of the acquiring corporation. 

(C) A so-called assets-for-stock reorganization, that is, the acquisi- 
tion by one corporation, in exchange for its voting stock, of substan- 
tially all of the assets of another corporation. 

(D) The transfer by a corporation of all or a part of its assets to 
another corporation if, immediately after the transfer, the transferor 
or its shareholders is in control of the transferee and if the stock or 
securities of the transferee corporation are distributed pursuant to 
certain requirements. 

(E) A recapitalization ; and 

F) A mere change in identity, form, or place of organization. 

he (A), (B) and (C) reorganizations, the first three, are some- 
times referred to as unifying reorganizations, or mergers, because they 
effect. a unification or combination of the activities of separate cor- 
porations. The (D) type reorganization is now used primarily as 
an adjunct to the provisions of section 355 under which a corporation 
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can split up its business activities in a tax-free transaction into two 
or more corporations. 

The advisory group proposes to modify the definitions of (A), 
(BY and (C) type, the unifying reorganizations, so that they will 
all be subject to the same rules as to what consideration the transferors 
of stock or assets must receive from the acquiring corporation. 
Basically, the advisory group would require that at least two- 
thirds of the consideration paid by the acquiring corporation must 
consist of stock which could - either common or preferred, voting or 
nonvoting. 

The Department believes that the advisory group’s general approach 
of applying uniform rules to (A), (B), an (G) reorganizations is 
desirable and it also agrees with the advisory group that the (B) and 
(C) reorganizations should be made more flexible so that the acquir- 
ing corporation need not use solely voting stock. The application of 
these proposed uniform rules would substantially reduce the elective 
nature of existing law under which taxpayers can easily avoid the tax- 
free reorganization rules where it is to their advantage to have a taxable 
transaction at capital gain rates, 

It would be to their advantage if money was received. It would 
otherwise be treated as dividend if it was a reorganization but as a 
capital gain if it was a sale. It would be to their advantage if there 
would be a loss on the exchange. 

However, the Department does have reservations as to whether the 
rules, as proposed, would in all cases provide a sufficient continuity of 
interest in the recognized enterprise to constitute a reorganization for 
tax purposes. We have some doubts as to whether the acquisition of 
another corporation’s assets with one-third cash and two-thirds non- 
voting preferred stock should be regarded not as a purchase but as 
a reorganization, permitting the acquiring corporation to succeed to 
the tax attributes of the other corporation, namely, the net operating 
loss carryovers, earnings, and profits, and carryover cost basis of assets. 

It is recognized, however, that under existing law the receipt of 
consideration consisting of one-third cash and two-thirds nonvoting 

referred stock probably would provide a sufficient continuing interest 
in the reorganized enterprise to satisfy the judicially developed rules 
which are applicable to (A) type reorganization, that is, the statu- 
tory merger or consolidation, even though they would not. be applicable 
and would not qualify as a reorganization under the practical merger 
provisions of (13) and (C). 

The Department recognizes the difficulties in formulating a substi- 
tute for the proposed two-thirds nonvoting preferred stock limitation. 
Voting rights of a stock frequently are inconsequential because the 
voting right need not be in proportion to the capital represented by 
the stock. However, the Department does believe that further consid- 
eration should be given to developing a rule whereby at least a portion 
of the stock used in the acquisition must constitute common stock. 

The Department also has reservations concerning the mechanics 
employed by the advisory group to cope with the problem which is 
often referred to as “creeping control.” 

This is covered in the next four or five pages of my statement. 
While it is important, it is quite technical, and if you would prefer, 
we can put it ito the coon and not take the committee’s time with 


technical problems that we have under these reorganizations. 
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The CuarrmMan. But this subject does, Mr. Lindsay, present import. | 


ant problems. I think we would like you to comment on it at this 
time. 

Mr. Linpsay. Why don’t I cover it, then, in the testimony ¢ 

The Cuarrman. I think you should. 

Mr. Linpsay. Under the 1939 code definition of a “stock for stock” 
(B) reorganization, the acquiring corporation had to acquire at least 80 
vom of the stock of the other corporation solely for voting stock, 

his meant that if the acquiring corporation had in the past acquired 
21 percent of the other corporation’s stock for cash, a (B) reorganiza- 
tion was ruled out because it would be impossible to acquire 80 percent 
of the other corporation’s stock solely in exchange for stock. 

The 1954 nea abandoned this strict rule and substituted a test 
whereby prior cash acquisitions of the other corporation’s stock would 
be disregarded in determining whether the current acquisition is 
solely in exchange for stock, provided, however, that the prior cash 

isitions were not pursuant to the same plan of acquisition. 

‘inane of the difficulties in determining whether a cash acquisi- 
tion is part of a separate plan of acquisition, the advisory group 
would modify the definition of a (B) reorganization so that the ac- 
quisition of a particular shareholder’s stock would qualify as a re- 
organization if that particular shareholder received at least two- 
thirds stock from the acquiring corporation and the acquiring corpo- 
ration thereafter was in control of the other corporation. us, the 
acquiring corporation could acquire 90 percent of another corpora- 
tion’s stock from one group of shareholders for cash and, on the same 
day, acquire the remaining 10 percent of the stock from another group 
of shareholders in exchange for stock. The 10-percent “stock for 
stock” acquisition would be regarded as a (B) reorganization, not- 
withstanding that 90 percent atin stock was purchased for cash. 

This proposed rule may not be objectionable insofar as it permits 
the tax-free exchange of the 10-percent stock interest at the share- 
holder level. But we question whether it is appropriate to label this 
minor “stock for stock” acquisition as a reorganization at the corpo- 
rate level, when the overall effect of the transaction is a purchase of 
the other corporation’s stock. 

One substantive result which appears to follow from this proposed 
redefinition of a (B) reorganization is that it might enable a corpo- 
ration to purchase the stock of another corporation and, within a 
short period, liquidate the newly acquired subsidiary and succeed to 
the subsidiary’s tax attributes under circumstances which would not 
be permitted under existing law. This results from the fact that the 
proposed redefinition of a (B) reorganization disregards cash pur- 
chases of stock in determining whether a particular “stock for stock” 

uisition of another corporation’s stock constitutes a reorganization. 

o illustrate: Under sections 381 and 334(b) (2) of existing law, 
a corporation which purchases 80 percent or more of another corpo- 
ration’s stock within a 12-month period will not succeed to the newly 
acquired subsidiary’s tax attributes if it liquidates the subsidiary 
within 2 years after the purchase. 

That was the Kimbal]-Diamond Rule put into the 1954 code. 

In such a case, the transaction is viewed as a purchase of assets 
which bars the purchaser from succeeding to tax attributes of the 
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acquired company. However, the proposed change in the definition 
of a (B) reorganization would appear to permit a parent corporation 
to avoid the 80-percent purchase test of section 334(b) (2) by paying 
cash for 79 percent of the subsidiary’s stock and exchanging its own 
stock for the remaining 21 percent of the subsidiary’s stock. The 
21-percent stock interest acquired in the “stock for stock” exchange 
would be regarded, under the proposed rule, as having been acquired 
in a reorganization rather than by a purchase, even though the effect 
of the entire transaction would, under existing law, be regarded as a 
purchase. Perhaps this problem could be eliminated by redefining the 
term “purchase” as used in section 334(b) (2). 

A similar problem appears to exist in the advisory group’s pro- 
posal relating to (A) and (C) reorganizations, statutory mergers, 
and assets for stock. In this area the advisory group proposes a spe- 
cial rule where a partially owned subsidiary is merged into its parent 
corporation. For example, in a (C) reorganization substantially all 
of the assets of one corporation must be transferred to another cor- 
poration, and the consideration received in exchange for the assets 
must consist of at least two-thirds of the acquiring corporation. If 
a partially owned subsidiary transfers its assets to its parent, so much 
of the subsidiary’s assets as were indirectly owned by the parent 
corporation through its stock ownership would, under the proposed 
rule, be regarded as being transferred in exchange for the parent’s 
stock without regard to whether the parent had previously acquired 
its stock interest by purchase for cash. 

This proposed rule would appear to permit a corporation to pur- 
chase more than 80 percent of another corporation’s stock and, there- 
after liquidate the newly acquired subsidiary by means of a (C) re- 
organization and succeed to the subsidiary’s tax attributes without 
regard to the 2-year limitation imposed by section 334(b) (2). 

ossibly the 2-year limitation itself does not make sense, but it is 
interesting to note that the advisory group has proposed to tighten 
that limitation rather than liberalize it in their recommendations 
under 334(b) (2). 

The Treasury Department would like to explore an alternative rule 
similar to that of existing law whereby all stock acquired pursuant to 
a plan must meet the continuity of interest requirements of the reor- 
ganization provisions. Since it may be difficult to determine under 
existing law when a plan of stock acquisition begins and when it 
terminates, it might be desirable or possible to provide in the statute 
that all stock acquired within a period of 2 or 3 years would be re- 
garded as having been acquired pursuant to a single plan. 

Section 382, relating to special limitations on net operating loss 
carryovers, is the last major recommendation. I do not mean to im- 
ply by saying “major” that the other recommendations are not im- 
portant. They are, but they are more technical and less controversial 
in nature, 

At pages 89 to 95 of its revised report, the advisory group has rec- 
ommended substantial revision of section 382, which was added to the 
law in 1954 in an attempt to cope with the problem of trading in 
loss corporations. This section disallows the carryover of losses in 
whole or in part under certain circumstances described in the statute. 

The present provisions of section 382 are, as pointed out by the 
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advisory group, conflicting and uncoordinated. One set of rules 
denies carryover of the loss in the case of a purchase for cash of 50 
percent or more of the stock of a loss corporation which is followed 
within 2 years by a change in its trade or business. A completel 
different set of rules is provided to restrict the amount of the loss 
carried forward where the assets of a loss corporation are acquired 
in a statutory merger or a “C” type reorganization. On the other 
hand, there is no rule whatever to limit the loss carryover where 
ownership of a loss corporation changes hands in a “B” type stock 
for stock reorganization. 

Without going into great detail as to the nature of the proposed 
changes and their justification, let me say that the Treasury feels 
that the recommendations of the advisory group in this important 
area have merit. We agree that the statutory limitation on the use 
of loss carryovers where there has been a substantial change in owner- 
ship of the loss company should have uniform application to both 
stock purchases and “(A),” “(B),” and “(C)” type reorganizations, 
The limitation itself consists of restricting the amount of net operat- 
ing loss carryovers to one-half of the net worth of the loss business as 
measured by the consideration paid for the ownership of that portion 
of the business which changes hands. 

We believe that the proposal to limit the carryover of losses by relat- 
ing the availability of the carryover to the price paid for the loss 
company in those cases where there has been a 50 percent or more 
change in ownership provides a reasonable, sensible, and_ possibly 
effective means of stopping flagrant trafficking in loss companies where 
tax avoidance is the dominant factor. 

The Cuamman. Mr. Lindsay, it would be all right with you would 
it not, to suspend at this point so that members of the committee could 

uestion you with respect to subchapter C before you take up sub- 
ter J? 
r. Linpsay. Quite all right. 

The Cuamman. Mr, Lindsay, I notice the Treasury seems to be in 
complete accord with the recommendations of the advisory group 
with respect to the suggested changes in the constructive ownership of 
stock under section 318. 

I am still concerned, Mr. Lindsay, as I indicated yesterday, with 
the fact that in all probability the establishment of these more or less 
objective tests may well create some unintended results, inuring to the 
detriment of both the Treasury and the taxpayer. 

I wonder why it would not be desirable to provide the overall ex- 
ception that I suggested yesterday to these attribution rules. The 
exception could be applicable in any case in which the taxpayer can 
establish that he has in fact no control over the person whose stock 
would otherwise be attributed to him. 

Mr. Linpsay. We believe that the control test would be very difficult 
to draft into the statute and to interpret and to apply in rulings prac- 
tice. You can have a relationship between a father and son that is 
close without saying that there is necessarily a control between one 
and the other. The father does not necessarily control the son, par- 
ticularly if the son is over 21 and working, but they have a community 
of family interests. We believe that objective tests are technically 
helpful as they apply to the mechanical exceptions to what would 
otherwise be treated as ordinary income in a we canna Be that is speci- 


fied in 302(b) (2) and 302(b) (3), the determination of interests that 
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are substantially disproportionate. Perhaps there could be more lee- 
way in 302(b)(1) which, even aside from these mechanical tests, 
would never tax a redemption as ordinary income if it was not essen- 
tially equivalent to a dividend. There, you could take into considera- 
tion all of the facts and all of the circumstances. 

Control may exist, even though you do not have a related party. If 
control was our test, we would look beyond father and son and perhaps 
to employer and employee, many kinds of relationships where there 
may in effect be control. But I do not think it would be a workable 
test in the statute. 

The CuarrmMan. Would you allow the fact of adverse interests to 
be considered, then ? 

Mr. Linpsay. If it is limited to the escape hatch, so to speak, in 
302(b) (1), as to whether it is not essentially equivalent to a dividend 
situation, perhaps family relationship can be disregarded. I do think 
it is fair to say that taxpayers with skillful attorneys can always dream 
up family spats and disagreements, adverse interest. 

If I could put an extreme case without being facetious: 

Suppose we reduced the tax rates of husbands and wives who hated 
each other. I am sure we would be flooded with applications and affi- 
davits stating that the husband and wife did not get along, even though 
they were not divorced. But it would be a very difficult thing for the 
service to police. 

The CuHamrman. That would not be hard to prove in some cases, 
would it ? 

Mr. Linpsay. You are right. 

The Cuarrman. I would like you to give some consideration to 
this possibility of an escape hatch based upon a showing of adverse 
interests between the parties. 

Mr. Linpsay. I think we could do that. 

The Cuarrman. I am always concerned about these inflexible objec- 
tive rules when we are broadening the scope of the attribution rules. 

Let us turn just a moment now to basis over basis. I gather from 
your statement that you have some question as to whether this recom- 
mendation should be enacted. If you were here yesterday you know 
I expressed some doubts myself, although perhaps my concern was 
based upon some degree of lack of understanding of the existing 
problems and the reasons for adoption of the basis-over-basis approach. 

Under existing law, is there from the point of view of the Treasury, 
any real problem in the present rule ¢ 

r. Linpsay. You mean under the present rule as it exists in the 
statute or do you mean section 333, which is one. exception to the 
ordinary rule in liquidations ? 

The CuarrMan. I am referring to section 333. 

Mr. Linpsay. That is a section that I understand has been used very 
rarely. It requires a complete liquidation within 1 calendar month, 
a 30-day period or so, and it requires consents of all the shareholders 
timely filed, which in a large corporation sometimes creates difficulties. 

Also, it has the penalty of requiring the shareholder to pay the 
ordinary income rates on that portion of the gain represented by the 
accumulated earnings and profits. 

We do not believe—Mr. Tomasulo may correct me—that this has 
been a problem for the Treasury and the Service as much as it has 
been for the taxpayers. 
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The Cuatrman. What I am trying to find out, Mr. Lindsay, is 
whether or not we have had any experience under that particular 
section that might be a guide indicating what we might expect if we 
adopted the advisory group’s basis-over-basis approach. 

r. Linpsay. The use of that section has been so limited that I do 
not think it gives us a very workable guide. 

The Cuamman. It is my understanding that one particular bar 
association which has studied this basis-over-basis approach con- 
cluded that it should not be adopted. Is this the only bar group that 
has looked at this and reached this conclusion? Does it mean that 
the other groups are in support of the basis-over-basis — 

Mr. Linpsay. I think that one particular bar group did object to 
the basis-over-basis rule. 

The Cuarrman. They did. They said it should not be adopted. 

Mr. Linpsay. I do not believe they have changed their opinion. 

The Cuatrrman. They had a number of reasons they offered for 
their conclusion. They stated that it departs from the fundamental 
notion that a corporation and its stockholders are separate taxable 
entities. 

Mr. Linpsay. It does. 

The Cuatrman. Is that a serious point / 

Mr. Linpsay. Well, it is a point. I do not know whether it is a 
serious point. I think the serious point is the operation of the basis- 
over basis in particular transactions rather than the fact that it may 
depart from a notion of the separate entity concept of a corporation. 
We can agree that a corporation is still a separate entity and that 
its income is separately taxed, even though we compute the measure 
of the gain on fiquidation in terms of basis rather than value. 

Indeed, in section 351 we do not tax a shareholder when he forms 
a corporation and puts the property into the corporation. So there 
is already that exception there. We are not disturbed by basis-over- 
basis so much because it is a departure from the fundamental concept 
of the corporation. We are concerned by the fact that we have had 
the present rules for liquidation for many years. This is a ve 
marked change from that, and very few people are aware of the full 
en of this change—or indeed of the complexities of the 
change. 

The Cuatrman. One of their other points was that it would com- 
plicate the code—which is a little hard for me to understand in this 
area, how the code could be made more complicated—and so would 
complicate the administration of the tax laws and compliance with 
them by taxpayers. Is this a valid point? 

Mr. Linpsay. I think it is a valid point, because certainly in the 
case of a corporation that has been in existence for many years, the 
basis-over-basis rule would involve complexity. Further, if it was 
decided not to permit the shareholders to have the choice of selecting 
various properties to distribute to individual shareholders for tax 
advantage reasons, and we adopted the A.L.I. approach of looking at 
the pro rata basis of all of the properties and taxing each shareholder 
alike, it would be even more complicated. 

Moreover, any significant change in the tax law is a complexity it- 
self. People have to get used to the new rules. They have been 


familiar with the old rules. New regulations have to be developed. | 
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Problems develop in the future years that nobody thought about 
while 4g drafting went on, and so forth. It would be more com- 
licated. 

. The CuarrMan. I am not too concerned about this matter of changes 
being thrown aside or cast aside because we would have to change 
our knowledge of sections of the law or we would have to change 
regulations. What I am trying to find out though, is whether or 
not there are sufficient problems in this area to justify doing any- 
thing at this time along the lines of the approach taken _ the 
advisory group, the basis-over-basis approach. 

I believe one of the members of the group on yesterday said that 
the so-called sophisticated—I never knew just who that was—but 
the so-called sophisticated taxpayer could do practically the same 
thing now under existing law that they would make available here 
oa the less sophisticated taxpayers, so that everybody would be treated 
alike. 

That gives rise, then, to the thought in my mind that maybe there 
is somet. ing wrong in existing law that we need to correct. The bar 
association I previously referred to had said that the basis-over-basis 
approach would permit considerable tax avoidance, particularly in 

e case of section 302(a) stock redemptions. You mentioned that 
point, I believe. 

Is it possible under existing law for the so-called sophisticated tax- 

ayer to effect considerable tax avoidance if, for example, in the case 
of section 302(a) stock redemptions ¢ 

Mr. Linpsay. It is my impression that the statements made con- 
cerning the sophisticated taxpayer were in the context of the various 
reorganization provisions. You couldn’t do something one way but 
you could use another type of reorganization. I wasn’t sure it was in 
the context of the basis-over-basis rule. 

There are, however, two basic problems under existing law which 
would be solved by the basis-over-basis rule. 

The CuarrmMan. Maybe I am in error with respect to the situations 
Mr. Darrell was referring to when he made that statement. He may 
have been talking about reorganizations when he said that. How- 
ever, is this not applicable in the case of partnerships? 

Mr. Linpsay. That statement was definitely made in connection 
with the partnership discussions. I believe it was Tuesday. 

The CHAIRMAN. Tf the objection of this group is sound—that if 
we _— this basis-over-basis approach to corporations it would 

rovide an opportunity of considerable tax avoidance—then do we 

ave tax avoidance in the use of this same approach in the case of 
partnerships? 

Mr. Linpsay. There is a distinction between a partnership and a 
corporation, all of the income in a partnership is taxed currently to 
the partners. The partnership itself is merely a computing entity; 
it is not an independent taxpayer, whereas in a corporation you have 
a completely separate taxpayer under our rule, and I don’t think it 
follows that if a particular provision would be napEennaene for a 
corporation it means that that provision would also be inappropriate 


under subchapter K for cones The two problems that would 
be somewhat helped by t 


e basis-over-basis rule are these: 


| 

ie 

r 

0 

) 

l 

{ 


628 AMEND INTERNAL REVENUE CODE 


One is the hardship and the other is an unintended benefit for the 
taxpayer. Hardship results where you put property into a corpora. 
tion that appreciated prior to the time it was put into the co oration, 
so that if you decide that you made a mistake and shouldn't have 
married this property with the corporation, you can’t get it out again 
without paying a tax, even though there has really been a change from 
direct ownership to indirect ownership and then back again to direct 
ownership. 

The other problem is that by liquidating a corporation, assuming 
you do not qualify as a collapsible corporation, you get a stepped-up 
basis on depreciable property, paying a capital gain rather than 
ordinary income on receipt of that property, Dut, nevertheless, being 
able to take ordinary deductions on the new stepped-up basis of the 
depreciable property and so forth. 

The Cuamman. Mr. Lindsay, the advisory group evidently believes 
that there are such problems in this area, either from the point of view 
of the taxpayer or the Treasury, or perhaps a combination of both, 
to justify making what I consider a rather drastic change. It is new 
and supplants an established rule that we have had perhaps since the 
inception of the Internal Revenue Code. However, maybe we do have 
sufficient problems in this area to warrant considering such a change. 

I would not want us to throw it aside. I fully recognize on the 
basis of what was said yesterday that there may be opportunity for 
conversion of ordinary income into capital gain through this method, 
but maybe on a further look and further consideration of it we might 
be able to weed out some of these situations. 

To eliminate this section 302(a) stock redemption is not enough. 
That doesn’t take care, as you point out, of distributions of property, 
such as the parking lot or car. I have wondered, however, if this ap- 
proach could be limited to cases of complete liquidation of corpora- 
tions, where each shareholder gets his share of each asset of the 
corporation. 

What would be wrong about it being used in that case? 

Mr. Linpsay. That certainly is a possibility that should be 
explored. 

The Cramman. That is the case of the liquidation of the corpora- 
tion with the shareholders and then engaging in business as a partner- 
ship. That is what I am talking about. 

Mr. Lixpvsay. Where they continue in business as a partnership. 

The CHarrman. That is right. 

Mr. Lrxpsay. That certainly is worth exploring. 

The Cuareman. There wouldn’t be any tax avoidance possibilities 
in that? 

Mr. Lrnpsay. Under that narrow situation I would say “No.” We 
would have two different rules for partial liquidations and complete 
liquidations, which would, of course, introduce some complexity, but 
it is certainly worth exploring. 

The Cuarrman. If we did it, would it inject any complications or 
complexities into the collapsible area ? 

r. Linpsay. If we adopted the advisory group’s approach in the 
collapsible area we would have to write special rules for pro rata 
redemptions and the like except in the case of a nonaliquot distribu- 
tion, which are automatically taken care of under the basis-over-basis 
rule. That could be done, I am sure. 
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The Cuamman, There is a direct relationship of course. 

- a There is a relationship between the two as presently 
drafted. 

The Cuaiman. If we are to limit the definition of a collapsible 
corporation, then we must also consider the effects of such changes 
in the light of the provisions of section 331. 

Mr. Linpsay. I tend to agree with your general observation in this 
ores that it is a change and you don’t want to slam the door on it 

ight now. 
owever, we certainly want to explore it further, but warily. 

The Cuarman. In the case of collapsible corporations, I can’t 
avoid the thought that perhaps there should be a further limitation to 
that suggested by the advisory group based upon lack of tax avoidance 
purpose so that this matter of intent will not be excluded from 
consideration. 

Mr. Linpsay. It seems to me that if we introduced intent into the 
advisory group’s proposal we would probably then have a presump- 
tion. Where the 15 —— test is not passed, lack of intent rae. 
be an escape hatch. Is that a fair statement of what you are suggest- 


ing, Mr. Mills? 

nRhe CHARMAN. No; what I am thinking about is going along with 
these objective rules, but, at the same time, continue to look to the 
intent in finally deciding whether or not the corporation should be 
treated as a collapsible corporation. The taxpayer could have the 
opportunity under what I am talking about to refute the fact that he 
belonged in these objective tests if there is no tax avoidance intent— 
that is, if it is found that there is no tax avoidance purpose as a 
primary factor in the process. 

Mr. Lunpsay. I am sure we could do that in the statute and maybe 
it would be the right thing to do. I also think it is fair to observe 
that it would be very difficult for the rulings people to rule in cases 
where the objective tests are such that the corporation would be a 
collapsible but for the intent. If taxpayers would be willing to rely 
on their own advisors and take their chances in the courts that would 
be one thing, but if they constantly insist on having the rulings people 
rule on their own intent, which is not only a question of fact, but a 
hidden fact, it would create serious administrative problems. 

That is not to say, however, that it isn’t really the right rule. 

The Cuarrman. Let me ask you a question with respect to reorgani- 
zations. At the bottom of page 31 of your written statement : same 
waiting for you to raise a problem that might exist under this proposal 
in the case of the tax-free liquidation of a 6624 percent owned 
subsidiary. 

Is there an additional problem presented under the advisory group’s 
recommendation in that area? As I understand, it is necessary for 
the parent to own 80 percent of the subsidiary’s stock under section 
332 to enjoy tax-free liquidation treatment. 

Mr. Linpsay. Yes. I do not think there is a serious problem in 
this area if the stock acquired, the 6624 or what have you, was acquired 
for other stock, not by purchase. 

Let’s assume it was acquired for stock so that you don’t have to 
worry about continuity of interest. Then it seems to me to make very 
little difference in the liquidation as to whether the corporation goes 
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out and acquires the balance of the 80 percent necessary first and then 
liquidates the corporation, or does it simultaneously. 

I do not see any real avoidance problem there at all as to whether 
they utilize a C reorganization instead of having a 332 liquidation. 

The Cuarrman. If this rule is all right why don’t we do it forth- 
rightly just by changing the 80 percent in section 332 ? 

Mr. Linpsay. Because in the example you gave you still get 80 
percent, but you are doing it simultaneously, we will say one-third 
from the minority stockholders and the balance that you have acquired 
for stock previously. 

I think there is a difference there. I don’t mean to say that that 
there is any real magic that I know of in 80 percent as such. 

The Cuatrman. I was thinking about the cash situation. 

Mr. Lanpsay. In the cash situation I agree with you. There is a 
problem there. 

The CuarrMan. You concur in the recommendation of the advisory 
group with respect to section 382, the special limitations on net operat- 
ing loss carryovers ¢ 

Mr. Linpsay. Yes, we do. We haven’t been able to come up with 
a better rule. 

The Cuatmrman. May I ask you what I asked the advisory group 
yesterday. If a transaction is such that net operating loss carryovers 
ee be reduced, why is it desirable to permit any of the loss carry- 
overs 

Mr. Linpsay. We are dealing with purchases of a corporation that 
continues on in existence in some of the situations covered, and tra- 
ditionally the corporation would be entitled to its own carryovers 
even though there was a constant change of ownership at the share- 
holder level. If we believe that a corporation is a separate taxable 
entity and if we believe that its earnings and profits should be con- 
tinually accounted for to the detriment of the new stockholders, it 
seems also logical to have the operating loss carryovers apply even 
—— there is a marked change of ownership at the shareholder 

evel. 

The Cuarrman. I hope you will consider further the possibility of 
doing away with the loss carryovers entirely in such situations. If 
the situation is such that the loss carryovers have to be reduced, per- 
haps they should be reduced to zero. I was also interested in the fact 
that on page 34 you read your sentence just a little differently from the 
way itis 

In the second line, after the word “sensible” and before the word “ef- 
fective” you inserted the word “possibly.” 

Mr. Linpsay. I think I inserted the word “possibly” before the word 
“effective.” 

The Cuarrman. Tht is right, after the word “sensible” and before 
the word “effective.” I think that is what I said. That is what I in- 
tended tosay. That makes a whole lot of difference. 

Mr. Linpsay. I believe it would be effective, but I don’t know that 
it would be effective. 

The Cuatrman. That makes a whole lot of difference. If their sug- 
gestion is an effective means of stopping flagrant trafficking in loss 
companies where tax avoidance is the i an factor, then lets accept 
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it, but if it is not and there is any doubt about it, lets fix it so that 
there will be no doubt. 

Mr. Linpsay. I think I could very well have left out the word 
rey Ol I inserted it perhaps out of an abundance of caution, but 
I would be perfectly happy to strike it from the record. 

The Cuairman. You are convinced then in the final analysis that it 
js an effective means of stopping flagrant trafficking in loss companies 
where tax avoidance is the Sica factor ? 

Mr. Linvsay. In view of the words “flagrant” and “dominant fac- 
tor,” I think yes. 

The Cuairman. Let me ask you about what I always think of as 
the reverse situation under section 382. Have you considered the 
problem of a loss corporation buying the stock or assets of a profit- 
able corporation and then paying for the acquired business out of 
the future untaxed earnings of the profitable corporation ? 

You will recall that the advisory group told us yesterday that they 
did nothing about this. Does the Treasury think this is an important 
problem and one that we should consider ? 

Mr. Linpsay. I think it is an important problem that we should 
consider. I have no recommendation to make on the subject now. 

The Cuarmman. There has been a whole lot of publicity about a 
situation like this, as I recall. I don’t know whether that means it is 
bad or not. 

Mr. Linpsay. It may be good. 

Mr. Mason. It is certainly something to go into. 

The Cuatrman. Have you anything to say about the advisory 
group recommendation on section 355? I think you passed over that. 

Mr. Linpsay. I passed over both section 355 and section 356. 

The Cuarman. Does the group recommendation by and large rep- 
resent a return to the 1939 code rule ? 

Mr. Linpsay. Yes, sir; by and large. We should not have a com- 
plete escape hatch in 355 just based on lack of avoidance, but where, 
as it was brought out in the testimony yesterday, there is a completely 
non-pro-rata dlistaibution so that one group of stockholders wind 
up holding one business and another group of stockholders holding 

e other business in a separate corporation, we think that kind of a 
transaction ought to be allowed even though those now separated 
businesses were not separate businesses in the original corporation. 

The Cuarrman. I don’t understand the reasoning behind the de- 
sire to defer the tax in every case involving a capital gains tax. I 
can understand the desire to defer or prevent the application of an 
ordinary income tax, but here we are talking about a capital gains 
tax. Why should there be automatic deferment in the case of every 
capital gains tax ? 

Mr. Linpsay. Because the property and the business is still in cor- 
porate solution. There has been no distribution. There has been a 
modification in the form of the corporation and how it is held, and 
there is a question there as to whether or not that should be a tax- 
able event and how far the taxes should impede these business trans- 
actions. 

The CyarrmMan. However, here, incident to the change of owner- 
ship, you have different shareholders entirely, don’t you? Differ- 
ent shareholders own the separate businesses. 
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Mr. Lanpsay. In section 355, shareholders A and B own the busi- 
ness, which makes shirts and shoes, and then after the 355 transaction 
A winds up with the shirt business in a corporate solution and B 
with the shoe business. 

That is the situation we are talking about. Perhaps that should 
not be the case, but on the whole the tax law has been pretty stringent 
in the area of corporate splitups, basically because there are oppor- 
tunities for tax avoidance—getting out earnings and treating 
as capital gains. 

To the extent the tax avoidance problems can be avoided, it may be 
sound to permit corporations to the split up, just as we permit them 
to be merged. 

The Cuarrman. At any rate, the advisory group’s recommendation 
is limited to the area of tax avoidance in this situation ¢ 

Mr. Linpsay. Yes. 

The Cuarrman. What standards will the Secretary or his delegates, 
if we enact this provision, employ to determine whether there is a 
tax avoidance purpose? 

Mr. Linpsay. We would want to write in the standards in the 
statute somewhat along the lines of the kind of a transaction I have 
just described. I don’t think that we would favor a provision that 
merely stated that any spin-off or split-off would be all right, not- 
withstanding any other guidelines in the statute if there was no tax 
avoidance. 

The CuarrmMan. One of the reasons we made the change from the 
1939 code, as I remember, is because it was a under the 1939 
code to spin off the stock of a corporation holding—say, unimproved 
real estate. Now are we getting back to that situation ? 

Mr. Linpsay. We might. It depends on how it is drafted in the 
statute, but if we required both an active business and non-pro- 
rata distributions of the stock, I think that we could probably liber- 
alize the 355 provision somewhat without getting into a tax avoidance 
situation. 

You ought to have tax avoidance language in the statute, but there 
ought to be further guidelines along with it. 

he CuatrmMan. The fact that we didn’t have those guidelines and 
those standards was an additional reason why we made this change 
in 1954, was it not? 
— Linpsay. That is right. There were no guidelines in the 1939 
e. 

The Cuarrman. If we go back to the 1939 code without these stand- 
ards, then we would be right back where we were, with all the com- 
plications in the administration of it. 

Mr. Linpsay. That is right. 

The Cuarrman. Of course the advisory group have suggested that 
there be certain standards written in the statute, as I recall their 
report. 

Mr. Lixpsay. They have an active business provision. 

The Cuarrman. Yes, I remember that. Are there any further 
questions ? 

Mr. Curtis? 

Mr. Curtis. Mr. Chairman, it has been difficult for me to follow a 
great deal of this, and I want to apologize to the chairman for not 


| 
| 

Th 

7 

hav 

bot. 

| stal 

| 

are 

It 

the 

rec 

nor 

to 

Let 

is | 

if 1 

] 

not 

dai 

the 

son 

ma 

5 

cou 

you 

} 

tio 

do 

the 

col 

thi 

wh 

thi 

oth 

th 

the 

] 

bec 

pel 

col 

] 

of 


o 


AMEND INTERNAL REVENUE CODE 633 


) being able to attend as many of these meetings as I wanted to, but 


Ihave read this material. 

The Cuarrman. If you will yield at this moment, I know that you 
have been detained elsewhere on other official business. 

Mr. Curtis. The thing that is disturbing me is the approach of 
both the advisory group and the Treasury, and I think it is under- 
standable from the immediate revenue aspects of the thing and the 
apparent equities. My concern is more from the economic impact and 

e presence of the economic impact with respect to tax laws in this 
area. 

I know of no subject that is more important, because in this area 
I think we have great deterrents to economic growth. On each of 
these things there has been—and there was right at the tail end of this 
recent discussion with the chairman—some discussion of the eco- 
nomic impact. I am not sure, for example, just what impediment 
to economic growth might be removed in these various proposals. 
Iet’s take this one subject of going to a basis over basis. What 
is the economic impediment to growth that we might be removing 
if we switched ? 

I don’t quite understand it. What are we going to gain? I am 
not talking from the revenue standpoint. I am talking about what 
damage to our economic structure would be removed by such a change. 

Mr. Linpsay. I don’t know what effect on the economic growth of 
the country this change would have. I think that it is true that in 
some situations present law freezes people into corporations. They 
may have property in corporations, even securities, that they would 

refer to distribute out, but do not wish to pay the capital gains tax. 
We can say probably the basis over basis would facilitate and en- 
courage more liquidations and also more incorporations, knowing that 
you could liquidate easily. ” 

Mr. Curtis. Let’s stop there. It would encourage more liquida- 
tions 

Mr. Linpsay. Yes. I think some liquidations would occur that 
do not occur now, but that is not to say that that is good or bad for 
the economic growth of the country. 

Mr. Curtis. That is exactly the point, because, after all, is the 
corporate form of doing business, whi is essentially a sound social 
thing, because it creates a limited liability and creates a method 
whereby we can pool funds, being served? But in a great deal of 
this area of discussion the corporate form, of course, is being used for 
other purposes. Frankly, I see no reason from a revenue standpoint 
that we should worry about this too much, except possibly to tighten 
the laws if the corporate form is being used for some other purpose. 

If this would create more liquidations, I am not sure that that is 
good. Maybe it is good. 

Mr. Lixpsay. It may be balanced also by more incorporations 
because if you feel that you can take your roperty out without tax 
penalty you would be less deterred from placing the property in a 
corporation. 

aradoxically, it would help both directions. 

Mr. Curtis. I have found, from advice given clients over a period 

of time, that if they have a real economic purpose to serve in organ- 
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izing a corporation, that they want to sell a ret or develop an ! 


idea or service or something like that, they will form a corporation, 
That is the economic function of the corporation. I am not concerned 
about creating a corporation simply because of this tax structure that 
we presently have or the dissolution of it. 
am deeply concerned about the increased rate of the mergers and 
liquidations over the previous rate, which seems to me to be derived 
from our tax structure. I wish I could have taken each one of the 
advisory group proposals one by one to ask the question: Do you 
feel that the prams law is impeding economic growth and in what 
manner is it? If this proposed change is going to remove the im- 
diment then I will buy it, but if the situation the taxpayer finds 
imself in is simply because he has been using the corporate forms as 
a method of getting around taxes, that is something else. I don’t 
blame the taxpayer for doing it, but we now have the plea to the Gov- 
ernment to change it because he has found himself in that situation, 
I find no equities involved in a situation like that. 

Tax laws should be equal between citizens, but as far as where we 
have to levy our taxes, I see no question of equity, only a question 
of economic effect. So it would be very difficult for me as a member 
of this committee, under our present hearings, at any rate, to reach 
any conclusion on any of these proposed changes until I weigh the 
thing that to me is the most important. That is the economic im- 
pact of the present law and what the proposed change would do 
economically. In this area I am convinced that instead of business 
judgment being the rule, it is a judgment on what tax effect there 
will be. From that standpoint anyway I can discourage that kind 
of thinking on the part of our citizens I am happy to discourage it. 

If it means their knowledge that these tax laws are rough and 
are not equitable is going to be a deterrent I have no objection to it 
being a deterrent. 

Mr. Linpsay. Mr. Curtis, what you say is very important. The 
broad economic implication of the tax law is probably something that 
is more important than the technicalities of the tax law and is some- 
thing which needs continuing review and study. The advisory 
groups I think mainly concerned themselves with the law that existed 
and how they could improve the law from a technical standpoint 
and make it more uniform, and consistent, and workable, and fair 
rather than trying to start from scratch and figure out what type 
of a provision would encourage economic growth. a 

Mr. Curtis I am glad to say this: That what I am saying is in no 
sense a criticism of the advisory groups, because I know they weren't 
set up for that and they have done some very valuable work here. 
I am simply commenting as a member of this committee on the 
criteria that I am concerned about. Frankly this problem is so basie 
that I just am not willing to change the tax laws at all unless some- 
body can show-me where we are going to improve this economic 
ase because we are in a mess, in my judgment, on our tax laws, 
argely due to these tax-law differentials. 

One of the factors, and you can see it in these recommendations, 1s 
the impact inflation has had upon our tax structure. A lot of these 
things are the result of inflation. Then the other thing is the differ- 
ential between rates, the 25 percent rate as opposed to the 52 per- 
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’ gent rate, or the up to 91 percent rate, or even, when you get into 


the corporate tax, a proliferation due to a lower rate, 30 percent, and 
the estate tax rates, where we have this juggling around to meet 
these various rates. 

If that is the fundamental trouble, lets get to the fundamentals. 
We have this business of gs on the surface and getting into 
these microscopic technicalities, and I am convinced as long as we 
create and keep in the code these fundamental things, we can patch 
here, but cracks will open up elsewhere, as the period over the last 
decade or so reveals. We are spinning our wheels. 

If we can point out right now, and I would love to do it, some way 
some of these proposed changes actually would help us in this economic 
picture, I would be very happy to go along. If the Treasury would 
tell me, for example, if we change the law here we will tighten up a 
loophole, I will go along with that. Or if the Treasury will tell me 
that we will save a little bit from the standpoint of administration, or 
business itself can save something through simplifying, I can see that, 
but I don’t understand, for example, in this basis-over-basis proposed 
change just where we are going to benefit business. 

The CuairMan. Would my friend yield to me at that point? 

Mr. Curtis. Yes. 

The Cuatrman. I know that you are concerned about this matter of 
having our tax laws in conformity with economic requirements. Ac- 
tually, the primary virtue that I see in the basis-over-basis approach, 
and I am not saying I am for it, is that one of the great deterrents 
from the point of view of tax effects upon economic growth is that 
tax law imposes a penalty upon the exercise of the best business 
judgment. 

Business judgment from the point of view of economic growth may 
dictate that the corporate form be used. 

Mr. Curtis. Will the gentleman yield there just to get the point? 
You say business judgment. If it were real business judgment based on 
economics instead of the tax effect —— 

The Cuamman. I am coming to that. It might be best business 
judgment and conducive to greater economic growth for a business to 
be in corporate form. I can conceive of such situations, and so can the 
gentleman, but the corporate form is not taken because of the penalty 
that attaches to that decision when a condition might arise in the 
future that would justify a reversal of the decision. 

There is no doubt in my mind but that the advisory group was 
thinking partly in terms of the fact that it is highly jelteebhe for 
liquidations when liquidations from the business point of view—they 
are thinking in terms of economic growth too—should occur, so that 
a situation of freeze not be created, because my friend knows quite 
well that any time you freeze a situation under tax laws you do not 
move in the direction of economic growth. 

To me that is the great virtue of this proposal. I still want to say 


that I don’t know that I am ready to buy it yet. 

Mr. Curtis. I appreciate the gentleman’s remarks and that is the 
area that. we must deal with in most of these proposals to understand 
them. I would question, though, j 
whether these liquidations and if 


reasons and not for tax reasons. 


ust to take this one example further, 
lese Incorporations are for economic 


4 
| 
V- 
n, 
ve 
on 
er 
he | 
| 
lo 
ss | 
Tre 
id 
it. 
id 
it 
he 
at 
e- 
ry 
ad 
nt 
pe 
10 
he 
is 
se 
r- 


636 AMEND INTERNAL REVENUE CODE 


The CuHarrman. Here is the reason as I see it: There may be a 
freezing of assets in corporate form for uses that are not proper from 
the point of view of economic growth. I will refrain from further 
testifying until we get in executive session, but I know that the gentle- 
man recognizes that whenever a situation of freeze occurs so that 
the taxpayer is deterred from making a move that he knows is in 
the direction of the proper or better utilization of resources, to that 
extent you don’t have economic growth. 

That is the problem that may exist now under prevailing statutes 


that prevent the liquidation where liquidation in the interest of — 


economic growth would be proper. 

Mr. Curtis. If that were the case I would agree with the gentleman. 
There is no question but we have a real problem in locked-in investment 
resulting primarily from the impact of inflation on our tax structure, 
but I question whether this is the way to approach this problem in 
investment. Iam afraid that we are in an area where this is essentially 
tax manipulation, not economic value, we are discussing 

The Cuairman. Of course, I would agree that that is a factor that 
we must weight on the other side certainly, and that is the thing that 
causes me to hesitate by saying I may not buy it. 

Mr. Curtis. The reason I had in entering this line of questioning 
was solely to call attention to the criteria that I am looking for in 
order to reach my conclusions. When we discuss it from that angle 
we just have been I might agree with the gentleman, but the point 
is up to date our hearings have not been directed toward what to me 
is the important area for consideration. 

We are in a field that is highly technical and in my judgment will 
remain technical as long as these basic underlying factors of the differ- 
entials in the tax rates and the impact of inflation remain with us, 
and I just think unless we are going to serve an economic purpose 
here we are not going to accomplish very much. 


| 


The CHarrman. There are other purposes, I am sure my friend 


will recognize, that are served by tax laws than economic purposes 
and sometimes it is necessary to make a change within a tax law even 
though that may not be the primary motive. 

Mr. Curtis. If we can get more revenue this way I have no objection, 
but most of these proposals seem to be neutral revenuewise. 

Mr. Mason. Mr. Chairman. 

The Cuatrman. Mr. Mason. 

Mr. Mason. I just want to add my 2 cents to this discussion. It 
seems to me that in our executive committee meetings we must and 
should consider the economic effect of these changes and I think 
that is the place where we will do it. 

The CuarrMan. agree. 

Mr. Mason. Our advisory groups were simplifying and clarifying, 
and making more efficient our tax laws, and naturally the Treasw 
is presenting its views as to the effect upon the Treasury. I want all 
of those things before me, but when we get into executive session I 
shall thoroughly agree with my friend from Missouri here because 
it is the economic effect that we have lost sight of for the last 20 years 


in our tax matters in my opinion. 
Mr. Curtis. I regret to say we need more guidance in the area 
that the gentleman has mentioned. I think, as much as we need 
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idance in the technical aspects, which the gentlemen have given us. 

think we need an awful lot of guidance in this area. 

The Cuatmrman. I find myself in agreement with both of you 

ntlemen. 

Are there any further questions? Let me ask, Mr. Lindsay, before 
we leave subchapter C, whether the Treasury has been able to develop 
any solutions with respect to problems involved in the American Dis- 
tilling Co. case? i 

The advisory group did not make a recommendation. 

Mr. Linpsay. I think the recommendation there would be to tax 
inventory distributions to the corporations. Normally, except in con- 
nection with a complete liquidation, I can’t quite see the purpose of 
distributing inventory to the stockholder except for a tax advantage, 
and that would be our recommendation. 

The Cuarrman. One further question with respect to section 302. 
Have you considered the proposal, discussed by the mira group, 
but without making any recommendation, that a pro rata redemption 
of original issue preferred stock be entitled, in certain situations, to 
capital gains treatment ? 

Mtr. Linpsay. We have considered it. We do not have a recom- 
mendation at the moment. We would like to explore it further with 
the staff and with your committee. There may be a possibility there. 

The Cuamrman. I have always thought that it might be a great 
encouragement to small business equity investment if we could pro- 
vide, to the extent possible under our tax laws, that an investor can 
get back his seed corn without a dividend tax. 

Mr. Linpsay. This would permit the stockholders to get their bait 
back before accounting for the earnings and profits. One of the 
major questions that we will be concerned with is the revenue impact 
of such a provision. 

The Cuarrman. If it were not limited in some way, of course, it 
would have a great revenue impact. I recognize that. 

Mr. Linpsay. It is difficult to tailor a provision for small business. 

The Cuarrman. Now we have concluded your discussion and our 
questioning of subchapter C. 

How long will it take you to go through subchapter J without any 
questioning ¢ 

Mr. Linpsay. I would think a half hour or so. 

The CHatrman. Let’s proceed then. 

Mr. Linpsay. I will divide the testimony with my associate, Mr. 
Glasmann; and I will continue on subchapter J and very briefly on 
partnerships, and then Mr. Glasmann will take up the balance on 
partnerships. 

The Cuarrman. All right. 

Mr. Linnsay. Subchapter J sets forth the basic rules for the ap- 
plication of the income tax to estates, trusts, beneficiaries, and de- 
cedents. Again I would like to say, at this point, that this advisory 
group deserves high commendation for the excellence of its work. 
Each member of this group has contributed much of his time and 
energy to this project. 

As you know, the 1954 code substantially revised the comparable 
statutory provisions of the 1939 code so as to provide more equitable 
and definite rules. In this area, major changes were made such as 
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the elimination of the wastage of deductions, the establishment of a 
separate share rule in the case of trusts, the codifying of the conduit 
principle, the adoption of the throwback rule, the codifying of the 
so-called Clifford trust rules, and the expansion of the rules relating 
to income in respect of a decedent. 

After approximately 5 years of experience under subchapter J, 
the Department welcomes the opportunity of a reexamination with a 
view to improving the subchapter’s operation. 

The objective of most of the proposals of the advisory group are 
noncontroversial. Examples of these are: the change recommended 
with respect to the $50-dividend exclusion, the extension of the present 
deduction for unused loss carryovers to separate shares in a single 
trust, the adoption of more specific rules for determining whether 
capital gains have been distributed, the application of the separate 
share rule to estates, and the proposal to allocate corpus deductions 
first to any corpus income the trust might have. However, there are 
several major and, in some cases, controversial recommendations 
which I will discuss in detail. 

One of the most important proposals made by the advisory group 
relates to the multiple trust problem. By this is meant the creation 
of many separate trusts by the same grantor to accumulate income 
for the same ultimate beneficiary when one trust, except for tax 
considerations, would do, The main advantage in creating more than 
one trust is the reduction in the overall tax burden resulting from 
splitting the income. 

The proposal would, in general, consolidate for income tax pur 
all trusts created by a grantor where the primary beneficiary or bene- 
ficiaries of the accumulated income are substantially the same. Under 
regulations prescribed by the Treasury the total tax would then be 
computed on the consolidated income and allocated among the several 
trusts for assessment. 

The advisory group does not require consolidation of trusts where 
the grantor has created 3 or less and no 2 were created within 60 
months. In other words, if the creation of the trusts is properly 
spaced every grantor can split income among three trusts for the same 
beneficiary. Furthermore, testamentary trusts are treated separately 
from intervivos trusts. 

There is a specific provision exonerating the trustee from personal 
liability for taxes assessed under this proposal in cases where he has 
no personal knowledge that additional taxes were due. And where 
a trustee is not trustee of two or more trusts he is not treated as 
knowing that the multiple trust provisions might apply until written 
notice is sent to him by the Commissioner. 

In view of the need for an exchange of information, the advisory 
group recommends that the Secretary or his delegate be given power 
to require the grantor or trustee to furnish information to the Internal 
Revenue Service as to multiple trusts, and to require trustees of sep- 
arate trusts to exchange information necessary to carry out the 
proposal. 

We strongly support the objectives of the advisory group pro- 

osal. With the high surtax rates which are now applicable to all 
individuals there is a growing interest in the use of trusts to circum- 
vent, in part, this large tax burden. We know of several instances 
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of the creation of many trusts by one grantor for the same beneficiary 
and believe that if the Congress does not step into this field, the use of 
the multiple trust device will continue to spread. 

The advisory group’s suggestion that each grantor can create three 
trusts without falling under the multiple trust provisions, blueprints 
a way for tax minimization. In effect, the adoption of the three-trust 
rule would be an acquiescence in three-way income splitting. 

Furthermore, the separate treatment of testamentary trusts appears 
to compound the income splitting possibilities without sufficient 
justification. 

A provision which seems to be novel is the one which gives the Sec- 
retary or his delegate the power to require the trustee of any trust to 
furnish information as to such trust to another trustee. We recognize 
that there is a vital need for information exchange in order to imple- 
ment this provision. 

However, trustees may have no knowledge of the other trusts. We, 
therefore, suggest, if this multiple trust provision is adopted, that the 
statute expressly require the grantor, upon establishing any trust, to 
inform the Internal Revenue Service of all previous trusts which he 
has established. In addition, there should be a requirement that the 

ntor disclose this information to all the trustees of his trusts. 

The method of computing the total tax payable by the separate 
trusts is left completely to the regulations. Furthermore, the ee 
statute does not appear to fix the responsibility as to which trustee 
shall bring the several trusts together and perform the task of deter- 
mining the one tax liability. 

As to the effective date of this proposal, the advisory group suggests 
that these new rules should apply to all trusts created after December 
81, 1956 because of the publicity given this problem on November 7, 
1956, that legislation was being considered. 

With respect to trusts created on or before December 31, 1956, the 
proposal will apply prospectively to intervivos trusts if the grantor 
established more than 5 such trusts within a period of 12 months to 
the extent that the terms of such trusts are substantially identical 
with ns to the distribution of accumulated income or taxable 
income allocated to corpus, or both, and the original trustee or trustees 
of such separate trusts were the same. 

We do not believe that a distinction should be made between trusts 
previously established and those to be created in the future. Multiple 
trust legislation should apply uniformly to all trusts falling within 
its scope regardless of when created. 

Before the proposed approach is adopted we would like to study 
with you and your staff a somewhat different approach to the problem. 
It seems to us that if a feasible plan could be worked out whereby 
the additional tax is imposed upon the beneficiary at the time income 
is received by him from one of a group of multiple trusts, it might 


be much preferable to the present proposal. 

This is not to say that this suggestion would necessarily result in 
amore simple statute. But a tax would be imposed only when there 
is proof that the trust was a multiple trust and not before. It would 
eliminate some of the complicated and difficult decisions of judgment 
which are inherent in the advisory group proposal. Moreover, it 
would minimize the burdens of the trustee. 
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Since our alternative proposal would require an important amend. } 
ment to the throwback rule, I would like to discuss the throwback | 


provisions and recommendations at this point. 

In 1954 a provision, commonly referred to as the “throwback,” wag 
added to the law on the taxation of trusts. This provision was de- 
signed to close a tax avoidance loophole in the then-existing law. It 
was pointed out in the committee reports that under the 1939 code 
if the distribution of trust income for 1 year is deferred to a date 
more than 65 days after the beginning of the following year, and the 
trust income for the following year is distributed within the first 65 
days after the end of that year, the beneficiary was taxable to the ex- 
tent of the trust income for the second year only even though he re- 
ceived all the income for both years. 

To meet this problem the throwback provisions were adopted, 
They, in general, provide that distributions by a trust in excess of 
its distributable net income for the current year will be thrown 
back to each of the 5 preceding years in inverse order and will be 
taxed to the beneficiaries to the extent that the distributable net in- 
come of those years was not in fact distributed. 

We believe that the throwback rule provides an effective means 
of combating tax avoidance otherwise possible through the use of 
accumulation trusts. 

There has been criticism of the throwback rule as being excessively 
complicated. The complication is greatly contributed to by the so- 
called character rules which provide that when the throwback pro- 
visions apply the beneficiary will be considered as receiving the exact 
type of income which the trust received. 

In other words, for this purpose the trust is treated as a conduit 
in much the same way as a partnership, rather than as a separate 
entity, such as a corporation. Thus the beneficiary is treated as re- 
ceiving a pro rata portion of the trust’s foreign income, dividends, 
exempt interest, and other classes of income. 

Furthermore, the beneficiary gets credit against his tax for part 
of the tax paid on the income before it is treated as being distributed. 
If simplification of the throwback rule is the goal, some or all of 
these complicated character rule refinements could be eliminated. 
Logical justification for their elimination may readily be found 
from the fact that a trust which accumulates income certainly does 
not act as a conduit. 

In general, present law applies the throwback rule to the amount 
(if in excess of $2,000) by which the distributions exceed the dis- 
tributable net income of the trust. The advisory group recommends 
that the law be changed so that the amount of distribution (if in ex- 
cess of $2,000) must exceed distributable net income or income of 
the trust (as determined under local law), whichever is the greater. 
This suggestion seems desirable to us as we do not believe the throw- 
back rule was designed to operate in a situation where only the in- 
come of the current year is being distributed. 

One suggested change relates to the 9-year termination provision. 
Under this provision a distribution which is a final distribution of a 
trust is excepted from the application of the throwback rule if it is 
made more than 9 years after the date of the last transfer to the 
trust. The advisory group would refine this rule so as to provide 
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an exception based upon the amount of assets which has been held by 
the trust for 9 years prior to the final distribution. 

We do not object to this refinement. However, the 9-year rule 
should be given further serious study. We believe that 9 years may 
be too short and that as a consequence the rule contributes to tax 
avoidance through the use of multiple trusts. Under this provision 
it is possible for the grantor to establish multiple trusts ind arrange 
to have their final distribution dates occur more than 9 years later. 
Thus there is never any tax on the beneficiary with respect to the ac- 
cumulated income, since the income is rem at the trust level and 
the throwback rule does not apply. If it is felt desirable to continue 
the present 9-year rule, we recommend that the law be revised so that 
it will apply to a final distribution of a trust only if the particular 
beneficiary has not received such a final distribution from another 
trust created by the same grantor. This is the alternative approach 
to the multiple-trust problem. 

This approach to the solution of the multiple-trust problem would, 
of course, require a reexamination of the other exceptions to the throw- 
back rule. For example, the advisory group points out that multiple 
trusts achieve the advantage of multiple $2,000 exemptions. In work- 
ing along this line to prevent tax avoidance through multiple trusts, 
we should consider whether a beneficiary should be limited to only 
one $2,000 exemption a year from trusts created by the same grantor, 
whether the character rules should be eliminated, and whether the 5- 
year throwback period should be lengthened. 

The advisory group recommends a new exception to the throwback 
rule in the case of amounts received by a beneficiary upon the death of 
another beneficiary from whom income was withheld, but only to the 
extent that such amounts could have been paid to such deceased bene- 
ficiary during the period he actually lived. A simple case to which 
this is directed is one in which the grantor creates a trust, provides 
that all the income of the trust in the discretion of the trustee can be 
distributed to his wife, or can be accumulated during her lifetime for 
distribution to hisson. The proposal would exclude any amounts dis- 
tributed to the son upon the death of the wife. We believe that under 
the terms of a trust of that type the accumulated income is being held 
not only for the wife but also for the son, and that the provisions of 
present law are proper and should not be changed. 

The advisory group report recommends another exception to the 
throwback rule for amounts paid to a beneficiary as a final distribution 
by reason of his reaching a specified age if the trust was created by 
will (or was revocable by the grantor acting alone) and the beneficiary 
has not at a prior time received another final distribution from another 
trust in a year ending after the grantor’s death. 

This exception would permit a grantor to set up a trust and provide 
for a final distribution at a specified age within the 9-year period re- 
ferred to above, without having the throwback rule apply. We are not 
in favor of any more exceptions to the throwback rule until a further 
study is made of the adequacy of the 9-year rule. 

In addition, the advisory group would revise the throwback pro- 
Visions so as to apply them properly in cases where trusts are set up 
from the assets of one already in existence. We have no objection to 


this recommendation. 
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One very important matter which must be dealt with in revising 
subchapter J is the determination as to what distributions by trusts 
and estates should be considered to be distributions of income and what 
distributions should be considered as distributions of corpus. Those 
beneficiaries who are considered to receive distributions of income, of 
course, are subject to tax, and the trust or estate gets a corresponding 
deduction in computing its taxable income. Those beneficiaries who 
are considered to receive corpus are not taxed on those amounts, and 
the trust or estate does not get a deduction for such amounts. There- 
fore, it is important to have equitable rules in making this determina- 
tion. These rules which are established for the allocation of income of 
an estate or trust among beneficiaries are commonly referred to as the 
“tier system.” 

Since 1954, the income of an estate or trust which is allocated among 
beneficiaries is its distributable net income, which by and large is the 
taxable income with certain adjustments such as for capital gains and 
tax-exempt interest. 

Under present law a beneficiary receiving income which is required 
to be distributed is taxed first—that is, the first tier—and any remain- 
ing income of the trust is divided up proportionately among all other 
amounts which are distributed—that is the second tier. 

This can be illustrated by the following example: Assume that 
the ordinary net income of a trust (determined under State law) is 
$12,000 and that after corpus deductions of $2,000 the distributable net 
income is $10,000. Assume that $6,000 of the ordinary net income 
of the trust is required to be distributed to A every year and that the 
trustee has a discretion to distribute the remaining trust income to 
A or B. Without considering whether the separate share rule applies, 
if the trustee distributed $6,000 to B, the present law would consider 
that A, who is the first tier, received $6,000 of the distributable net 
income of $10,000, and B, who is in the second tier, would receive only 
$4,000 of the distributable net income. Thus, B would be exempt from 
tax on the remaining $2,000. 

The effect of the promet tier pete in this case is to give the ad- 
vantage of the tax deductions allowable to corpus to the second tier 
beneficiary. 

The advisory group believes that the present tier system is inequi- 
table and accordingly recommends a four-tier system. The adviso 

roup would allocate the income of a trust to various types of distri- 
utions in the following order of priority: 

1. Income required to be distributed currently. 

2. Income for the year which is distributed in the discretion of the 
fiduciary if the beneficiary receiving this amount can receive no other 
distribution except from the income of the taxable year. 

3. Distributions made at the discretion of the fiduciary to a bene- 
ficiary to whom amounts may be paid during the year, either out of 
income or corpus (including accumulated income of prior years), 

4. All other amounts. uae 

The approach that the advisory group has taken in determining the 
tier system, namely, allocation based upon the terms of the trust in- 
strument and local law, is very desirable. However, we believe it may 
be more simple to retain only a two-tier system, but include in the first 


tier all amounts which would fall within the advisory group’s first 
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and second tiers, so that in the first tier there would be the required 
income and the discretionary income. 

The second tier would then include all amounts falling in the ad- 
yisory group’s third and fourth tiers. The result of this tier system 
can be illustrated by the following example: 

Assume that there is ordinary net income (determined under State 
law) of $40,000, distributable net income of $30,000, and that during 
this taxable year there are the following distributions: 

To A, required to be paid out of income -. $20, 000 
To B, discretionary income payment- 20, 000 

I might say the difference between the $40,000 and the $30,000 may 
arise from corpus deductions. 

Without considering whether the ay Saati share rule applies, un- 
der our proposal A and B each would be considered to have received 
$15,000 of distributable net income; whereas under the advisory 

up’s rules A would be considered to have received $20,000 and 
$10,000. 

During the discussion on Wednesday there was talk of possibly 
three tiers. Whether it should be two, as we propose, or three, as 
they thought might be an alternative to their fourth tier system, 
depends on which would be the simplest in the operation of the 
throwback. This we can explore further. 

I would like to now turn to the charitable contributions problem. 
Under present law an estate or trust is given an unlimited deduction 
for contributions to charitable, religious, scientific, and educational 
organizations. These contributions are treated as a deduction in de- 
termining taxable income and distributable net income of an estate 
or trust. 

Most, if not all, the commentators on trust and estate problems 

consider this deduction approach as being very complex. They con- 
tend and have strongly urged that it should be discarded and that 
the practice which prevailed under the 1939 code be restored, namely, 
treating charitable contributions as distributions to beneficiaries. 
_ The advisory group report has recommended that the present char- 
itable deduction be treated as a distribution. This change would sim- 
plify the present form. The rules of allocating items of income to 
noncharitable beneficiaries would be made to apply to charitable 
beneficiaries. 

The main issue, however, in the treatment of charitable distribu- 
tions revolves about their proper place in the tier system. Under 

resent law, the charitable deduction is, in effect, the second tier. 

other words, any income remaining after an allocation is made to 
the first tier is assigned to the charitable deduction before being as- 
signed to other beneficiaries who are not in the first tier, the required 
income beneficiary. 

Under these rules if the grantor sets up a trust with all of its in- 
come required to be paid to University x and an equal amount of 


corpus required to be paid to his son, the son will not be taxed on 
the amount he receives. After a very thorough discussion, the ad- 
visory group recommends that the principle involved in this example 
should not. be perpetuated in the proposed new revision and accord- 
ingly placed the charitable distribution in the fourth tier. 
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Thus, if there are other noncharitable beneficiaries of the tru 
amounts which they receive will be either in full or in part taxed and 
will not be excluded as the result of a prior deduction of the chari- 
table distribution. For the reasons expressed in the report, we favor 
this proposel of the advisory group if the four-tier system is adopted, 
If there is a three-tier system we put the charity in the third tier 
and if it is a two-tier system we put it in the second tier. 

Under present law a deduction is permitted for amounts perma- 
nently set aside—but not distributed—out of gross income for 
religious, charitable, and educational purposes. The advisory group 
recommends an important change to prevent the avoidance of income 
taxes on distributions to noncharitable beneficiaries by the setting 
aside of income for future distribution to charitable beneficiaries. 
An illustration of this problem is the case of a trust the terms of which 
require the trustee to accumulate the income for charity and to pay 
the wife a corpus distribution of an equal amount. Under this rule 
the wife will be subject to tax on her distribution. In effect, the 
advisory group puts amounts accumulated for charity in the fifth tier. 
We agree with these recommendations and suggest that any revision 
of the tier system include these recommendations. 

The provisions relating to distributions made by estates have been 
revised substantially. In general, under present law all amounts 
distributed by a trust or an estate are considered to be distributions 
falling within the tier system except any amount (other than an 
amount payable only out of income) which is a gift or bequest of a 
specific sum of money or of specific property and which is paid or 
credited all at once or in not more than three installments. 

The advisory group recommends a revision in this rule so that, 
instead of having a requirement that the specific amounts be paid 
in not more than three installments, the amounts will have to be paid 
in not more than three taxable years of the estate or trust whether 
or not consecutive. We have no objection to this change but believe 
that further consideration might be given to whether the rule should 
_r payment within 3 consecutive years following the decedent’s 

eath. 

In the case of estates present law works a considerable hardship in 
some cases. One problem arises from the fact that the separate share 
rule does not apply to estates. As a result distributions are taxable 
to the extent of the entire distributable net income of the estate even 
though the particular legatee may have a right only to a part of the 
income earned by the estate. 

This problem will be solved by the recommendation to extend the 
separate share rule to estates. Another hardship stems from the 
rule that a distribution to a residuary legatee of what is normally 
regarded as corpus is treated as an income distribution. The example 
which is commonly used here is the distribution of the family car to 
the widow. 

We believe that this type of result is confusing and perhaps unfair 
and that present law should be revised. 

We do not agree, however, to the revision suggested by the advisory 

oup. Its proposal is that all items payable from corpus of an estate 

uring the 36-month period following the death of the decedent 
be exempt from tax in the hands of the distributees. 
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Asarule for the determination whether a distribution has been made 
from corpus, the advisory group suggests that as long as the fiduciary 
properly charges it against corpus and designates the distribution 
as one from corpus on the books and records of the estate it shall be 
deemed to be a distribution from corpus. _ 

The advisory group recognizes that this proposal offers some oppor- 
tunities for minimizing taxes for this 3-year period but it asserts that 
the possibility of avoidance in this area does not appear to be sufficient 
to justify the continuance of the present arbitrary rules. 

We also believe that the present arbitrary rules should be changed, 
but we do not agree that it is necessary to provide rules which will 
result in tax avoidance. We, accordingly, recommend that an ap- 
proach be adopted along the lines of the plan which the adviso 
group was asked to study. This would be a, “distribution-in-kind” 
approach and is discussed in part I of the Special Report on Estates 
a Trusts, Beneficiaries and Decedents at page 80 of the report. 

Under this approach, a distribution of property (other than money) 
owned by the decedent at the time of his death would be considered 
to be a payment from corpus of the estate, and thus would not be 
considered a distribution of income. Similar treatment would be 
accorded property having a basis determined by reference to property 
owned on death. 

Some further thought should be given as to whether all property 
(other than money) held at death should fall within this rule. The 
main hardship arising under present law seems to involve distribu- 
tions of tangible property. On the other hand, there does not seem 
to be much reason for providing special treatment for many stocks, 
securities, and other liquid assets, which are not much different from 
money. 

Accordingly, we would like to join with your staff in looking fur- 
ther into this problem again. 

The advisory group suggests that the separate share rule extension, 
the change in the three installment rule, and the suggested 36-month 
rule might be applied retroactively. We do not favor making any 
of these provisions apply retroactively. 

That concludes my discussion on subchapter J. We have a very 
short statement on income in respect after decedent, but there are no 
controversial questions and we agree in general with the advisory 
group’s recommendations in that area. 

The Crarrman. In view of the fact, Mr. Lindsay, that I have 
a few questions, and I am sure other members will also have questions 
with respect to subchapter J, would it be convenient for you to come 
back at 2 o’clock and we adjourn now for lunch ? 

Mr. Linpsay. Yes, it would. 

The Cuairman. With that understanding then we will adjourn 
until 2 o’clock. 

(Whereupon, at 12:30 p.m., Friday, February 27, 1959, the com- 
mittee adjourned, to reconvene at 2 p.m., same day.) 


AFTERNOON SESSION 


The Cratrman. The committee will please come to order. 
Mr. Lindsay, will you resume your testimony, please, sir? 
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STATEMENT OF DAVID A. LINDSAY, ASSISTANT TO THE SECRETARY 
OF THE TREASURY, ACCOMPANIED BY JAY GLASMANN, ASSIST. 
ANT GENERAL COUNSEL, ACCOMPANIED BY RAPHAEL SHERFY, 
MICHAEL WARIS, JR., FRANCIS A. LAVEL, NICHOLAS TOMASUIQ, 
MEMBERS OF THE LEGAL ADVISORY STAFF—Resumed 


Mr. Linpsay. Yes, Mr. Chairman, we have completed our state- 
ment on subchapter J. 

The Cuarrman. That is right. We have concluded that and we 
are now ready for questions, are we not ? 

Mr. Linpsay. That is correct. 

The CuatrmMan. Before going on to subchapter K, Mr. Mason. 

Mr. Mason, I just want to clarify something in my mind. 

I gather from your testimony on both of these subchapters and 
perhaps the next one that you will, that you are giving unqualified 
sneeeyy to, say, about one-half of the recommendations of these 

visory committees and you are giving a tentative approval, shall 
we say, to about one-fourth with further consideration, deliberation 
upon them, before you make up your mind, and on maybe one-fourth 
you are saying, “We do not accept those.” 

Would that be about the picture? 

Mr. Linpsay. That is about the picture, Mr. Mason. 

Mr. Mason. That is what I wanted to get in my mind, Mr. Chair- 
man. That isall. 

The Cuatrman. Mr. Lindsay, it seems that the idea of yours of using 
a throwback approach as a means of meeting the multiple trust prob- 
lem may have a great deal of merit. Basing the tax consequences on 
the facts, as I understand it, as to what actually happens, rather than 
upon someone’s subjective idea of what was om He 9 

Is that your thought about it ? 

Mr. Linpsay. Yes, that is it. 

The Cuatrman. The advisory group, however, appears to object to 
this on the grounds that there still would be a tax-free buildup of the 
accumulated income. What is your thought on that? 

Mr. Lrnpsay. Our thought on that is that while there would bea 
tax-free buildup of the income, the penalty of having to pay a tax 
on the accumulation at the beneficiary level on distribution would be 
such that there would be little or no incentive to use multiple trusts. 

Perhaps the fact that the beneficiary does not have to pay a tax 
on the accumulation is even more of an incentive now than the 
splitting up of the income among more than one trust for the inter- 
vening years. 

Furthermore, because of the complexities of the multiple trust. pro- 
vision, as it now stands, and the difficult administrative problems in 


policing it, maybe the alternative that we have suggested will be more ~ 


of a deterrent because we are sure that we can apply it. 


The Cuatrman. If there is a problem in your suggestion as sug- — 


gested by the advisory group, could it not be offset by an interest 
charge ? 

Mr. Linpsay. It could. That certainly is worth considering. It 
would be an additional penalty, I might add, but in the context of 


multiple trusts, perhaps that additional penalty is justified. The | 
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interest would run, I suppose, from the time which the taxes would 
have been paid had there ious a distribution. 

The CuHatrman. Alternatively, would a limitation on the extent 
that income character rules are passed through be viewed as an offset 
for this tax-free accumulation ? 

Mr. Linpsay. I believe that the elimination of the character rules 
would achieve both simplification and also rough justice and might 
be enough of a penalty. 

The Cuarrman. I notice the American Bar Association’s section 
of taxation has been unable to determine that the multiple trust device 
is sufficiently serious to warrant legislation. Is this the case? 

Mr. Linpsay. I believe that the multiple trust device is used enough 
now and may be used even more in the future to justify doing some- 
thing in the area. 

We attempted to have a survey through the field offices of multiple 
trusts and discovered some very blatant examples. The survey was 
not complete, and there was no easy way of making it complete because 
of the problems of definition and also because of the lack of informa- 
tion in various district directors’ offices about how many trusts might 
be in existence for the same beneficiaries where they are in other 
places and in other districts. 

The Cuarrman. The suggestion that the principal purpose ap- 
proach be adopted to deal with this problem is not adequate, is 1t# 

Mr. Linpsay. I do not think it is adequate. 

The CuatrmMan. You have considered it? 

Mr. Linpsay. We have. That again, Mr. Chairman, gets into 
motivation and intent. 

The Cuarrman. You have indicated more or less an agreement with 
the objectives of the advisory group proposal on multiple trust legis- 
lation, but you suggest an alternative approach to which we referred 
amoment ago, for study and consideration. 

If such an alternative, which seems to offer considerable promise, 
were found not to be feasible, do you feel that Congress should spell out 
in the statute the method of computing the tax and the method 
of allocating the tax rather than leaving this to regulations as sug- 
gested by the advisory _ahay 

Mr. Linpsay. If it can be done in the statute, I think we should 
do it in the statute. It would be a tremendous task. That also means, 
of course, it will be quite a task for the administration by regulation 
if it is not done in the statute. 

The Cratrman. Should we adopt the advisory group proposal, 
you would recommend, I take it, that we eliminate the exception to 
their proposal that a grantor be permitted to create three trusts 
without being subject to the multiple trust provisions ? 

Mr. Linpsay. We would. 

The CHarrman. You would not treat testamentary and inter vivos 
trusts separately for this purpose either ? 

Mr. Linpsay. No, we would not. 

The Cuarrman. Any questions on multiple trusts? 

— Mason. I just want to say I agree with the Treasury on these 
things. 

The Cuatrman. Mr. Lindsay, if you have looked at this possibility 
of three tiers sufficiently, that was suggested the other day as a 
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possibility by the advisory group, do you think that is an adequate 
solution of the problem ? 

Mr. Lanpsay. I think it would be an adequate solution of the 
peeeien. We are not satisfied that two tiers would not be preferable. 

e think that two tiers might be preferable to three tiers, but we 
would like to explore that further. 

The CuHatrman. You remember, though, in the establishment of the 
three-tier system as a compromise the advisory group suggested the 
combination of two and three, leaving one as the first step, two and 
three as the second step, and then the fourth one would become the 
third step or tier. Now you suggest the consolidation of their one 
and imo tiers into tier 1. Then you would put three and four as 
tier 2? 

Mr. Linpsay. That is right. 

The CHamman. And you are using an example to show why it 
would be better to put one and two together than to leave one and two 
separate. If we had the three tiers suggested as a possible compro- 

ise by the advisory group, would your example still be as you 

ave it 

" Mr. Linpsay. The example there might be the same, but other 
examples would show differences, particularly in the operation of the 
throwback. In combining the first and second of the four tiers, 
we are putting together all beneficiaries who can only get income. In 
combining tiers 2 and 3 as now suggested by the advisory group, 
you are combining beneficiaries who can only get income, even thoug 
it is discretionary, with beneficiaries who can get corpus, even though 
itisdiscretionary. We prefer to separate the income beneficiaries from 
the corpus beneficiaries. 

The Cuarrman. Now Professor Casner, as I understand, in discuss- 
ing this, objected to combining tiers 1 and 2 in part at least because 
under the throwback rule the accumulation distribution does not 
include tier 1 amounts, and he did not want that result apparently. 
What do you say with respect to this problem ? 

Mr. Linpsay. It was our thought that if we combined the income 
beneficiaries together we would not have a problem with the throwback. 
It is possible he is correct. We do not think so at the moment, but we 
wish to explore that further, and we would also like to explore it 
with Mr. Casner further. 

I think one of the main reasons the advisory group wishes to sepa- 
rate the beneficiary to whom income is required to be distributed 
from the beneficiary who may receive only discretionary distributions 
of income is because they feel that the first type of beneficiary to 
whom income is required to be distributed is closer to the faucet, so to 
speak, of income, in the mind of the testator or the grantor, which 
does not get into the throwback complications. This is just a matter 
of how one feels about this kind of a question. 

The other point that was raised, and I do not recall whether it was 
raised in the hearings or afterward, but it was suggested that in many 
trusts you would not provide for discretionary income distributions 
of any kind without also providing for discretionary distributions 
of corpus, so that there would be few beneficiaries who can receive 
only income on the discretion of the trustee. That is difficult to 
believe. We would think that in many cases, such as in some of the 
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examples given in the advisory group report, that there may be a 
buildup of income which in the discretion of the trustee may be dis- 
tributed to the wife but is otherwise accumulated for the benefit of the 
son, if it is not in fact distributed to the wife. 

The CuHarrMan. I am thinking in terms of the two situations 
wherein the trustee has no discretion and the case where the trustee 
does have discretion. If you put them both in tier 1, do you run 
any risk of taxing a beneficiary on income that he has not received 
merely because the trustee has the discretion of paying that income? 

Mr. Linpsay. Mr. Sherfy said he would like to answer that question. 

The Cuarrman. Yes. 

Mr. Suerry. Could I back up just one bit and then answer your 

In putting the required income beneficiary in the first tier and in 
utting the beneficiary who can only get income of the current year 

in the first tier we eliminate automatically those two beneficiaries from 
the throwback rule because under the definition of what a throwback 
is it cannot include any amount which is just the distribution of 
income of the current year. By eliminating those two people from 
the throwback, and they should not be in the throwback because they 
are not getting any accumulations, then the other two beneficiaries, 
one who can get the corpus only and one who can get either income 
or corpus and who qualifies for dipping back into the past years’ 
accumulations, are the only ones in the throwback. They are in the 
second tier and they are treated as receiving past undistributed income, 
pro rata. Now that is the feature of the two-tier system. 

If you put the second tier of the advisory group, which is income 
only, and the third tier, which is income with corpus, in the second 
tier, both of them would qualify for the throwback, when it seems not 
quite as compelling a case for the person who can only get income 
to be in the throwback. 

The CuatrmMan. You indicated agreement with the advisory group 
roposal that the charitable contributions should be placed in the 
ourth, third, or second tier, depending on which tier system is used, 

that amounts permanently set aside for charity should be placed in 
effect in a fifth tier, or a third tier, if there are only two, or a fourth 
tier, if there are only three. It has been suggested that all distribu- 
tions to charity should be treated alike, that is, that they both or all 
should be placed in the same tier. 

What is your comment on that ? 

Mr. Linpsay. I think there is a distinction between a situation in 
which income is accumulated for a charity and equal amounts of that 
current income that is accumulated are paid out as corpus to a wife or 
another beneficiary, from the situation in which current income is 
divided and paid in part to the charity and in part to the wife. If 
they wish to make a distribution to charity currently they may, but it 
appears to be an avoidance situation to accumulate income for the 
charity and pay out an equal amount to the wife, designating it as 
corpus so that it will not be taxable to her. 

The Cratrman. Mr. Lindsay, do you see any opportunities for tax 
avoidance by reason of the fact that under the advisory group proposal 
a deduction is allowed for distributions to charity out of corpus / 

Mr. Linpsay. Deductions—— 
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The Cuarrman. Under their recommendation it would allow a de- 
duction for distributions to charity made out of the corpus. 

Mr. Linpsay. No. I do not see any problem there. It is a char- 
itable contribution for which a deduction is permitted. 

The Cuairman. I was just checking here. You get a deduction, 
that is not based upon income but based upon corpus and that is what 
Thadinmy mind. It might bea device for tax avoidance. 

Mr. Linpsay. We will be glad to look into that further. 

The CuarrMan. Fine. 

There were two recommendations that the subcommittee turned over 
to this group that they did not report on, two recommendations stu- 
died by the Treasury some time ago, sale of life interests and the ques- 
tion of imposition of a tax on legal life estates. There were two. Do 
you have any recommendations to make in connection with this pres- 
entation of how we may handle those problems ? 

Mr. Linpsay. We are now working on some recommendations which 
we would like to be able to submit shortly. 

The Cuarrman. You do think there are any problems ? 

Mr. Linpsay. We do think there are problems there. 

The Cuarrman. There are problems in both areas, and we should try 
to resolve those problems in this connection. 

Mr. Linpsay. That is correct. 

The Cuarrman. That is fine. But you are not ready at the moment 
to present that ? 

r. Linpsay. No. 

The Cuatrman. Right. 

Any further questions on J ? 

Let us go to subchapter K then, Mr. Lindsay. 

Mr. Linpsay. The taxation of partnerships is covered by subchapter 
K, which has often been described as one of the most complex areas 
in the Internal Revenue Code. Partners create and liquidate part- 
nerships with contributions and distributions of money, property, 
and services. These transactions, involving appreciation and depre- 
ciation in property, basis adjustments, and valuation require rules 
whch are equitable and which can be administered. Because a part- 
nership historically has been regarded for some purposes as an aggre- 
gate of individuals and for other purposes as an entity separate and 
apart from the partners, rules have developed which attempt to strike 
a balance between these competing aggregate and entity theories. Any 
attempt to spell out appropriate rules in detail for partnerships or to 
undertake a comprehensive review and revision of such rules is a very 
difficult task. The advisory group on subchapter K has handled its 
assignment with admirable skill. We agree with many of their recom- 
mendations, but have reservations about some of their suggestions. 
It is in this area, for the most part, that we will concentrate our 
discussion. 

Because of its importance to many partnerships I should like to 
take out of its numerical order one of the recommendations of the 
advisory group, which we think merits the special attention of your 
committee. This is recommendation 7, which begins on page 15 of the 
revised report on subchapter K. It also appears on page 5 of the 
staff report. Its peepead week correct a serious defect in the 1954 


code, and we urge that it be given favorable consideration. Under 
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the present statute, if a partner and his partnership file their returns 
on a calendar year basis, and the partner dies, he often loses much of 
the benefit otherwise arising from deductions, exemptions, and in- 
come splitting for the year of his death since none of the partnership 
income is included in the decedent’s final return. The advisory group 
would correct this situation by providing that the partnership year 
closes for the decedent as of the date of his death, unless his successor 
in interest, usually his executor, elects to the contrary. We recom- 
mend that this provision be enacted without waiting for the develop- 
ment of the broader legislation under subchapters C, J, and K. 

Now, Mr. Chairman, in going over the other recommendations in 
numerical order, I would like to have my associate, Mr. Glasmann, 
read the testimony if that is all right with the committee. 

The Cuarrman. Perfectly agreeable. 

Mr. Glasmann, you are recognized. 

Mr. GiAsMann. The first proposal of the advisory group is that 
subchapter K be rearranged to make its provisions more readily un- 
derstandable. The proposed rearrangement may facilitate an under- 
standing of the code provisions relating to partnerships. This does 
not necessarily mean, of course, that the substantive complexity of 
these provisions is reduced by merely rearranging them. In many 
instances only a partial picture is obtained by reading the simple or 

neral rule set forth in the earlier part of the rearrangement. To 

certain of tax consequences the lawyer and accountant will still 
have to refer to the exceptions or more complex rules set forth in the 
latter portions. However, many believe the rearrangement will enable 
persons to grasp more readily the meaning of these partnership pro- 
visions, and we would not object'to its adoption. 

At pages 6-9 of the revised report two clarifying amendments to 
section 702 are proposed : 

The first reaflirms the rule in the regulations that a partnership is 
a pure conduit for purposes of determining the character of all part- 
nership items in the hands of the partners. 

The second amendment merely provides express statutory approval 
for the rule in the regulations that any limitations on the includibility 
or deductibility of an item, such as the limitation on charitable gifts, 
shall be determined solely at the partner level. While the present 
regulations appear to handle these matters int the Treasury 
has no objection to their being expressly covered in the code. 

Before passing on to another abject, however, we do want to com- 
ment on a controversial question which was the subject of considerable 
discussion during the hearings on Tuesday, namely, at what level is 
the character of partnership income to be determined. The problem 
generally arises in determining whether gain on a sale of partnership 
property is capital gain where, if sold directly by one or more of the 
partners, the gain would have been taxable as ordinary income. The 
example discussed was the case of a real estate dealer who enters into 
a partnership with two non-dealer investors to acquire and hold real 
estate which is subsequently sold by the partnership at a profit. How 
should such gain be taxed to the partners? At least three possibilities 
= to exist under the admittedly ambiguous provisions of present 
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The first, which has a number of proponents, is to look solely to the 
business activities of the partnership. This would permit the real 
estate dealer to use the partnership to convert ordinary income into 
capital gain, and does not appear to us to be a sound interpretation of 
existing law. 

The second possibility, and the one favored by the advisory group, 
is that the character of the gain be determined at the partner level 
taking into account for this purpose the activities of the partnership. 
Such a rule would tax as ordinary income to the real estate dealer 
his share of the partnership gain on the sale. 

On the other hand, it might permit capital gain treatment to his 
partners who are not real estate dealers, provided the activities of 
the partnership do not put it in the trade or business of buying and 
selling real estate. This rule makes sense and seems to reach the 
aes 0 tax result. It has been argued, however, by at least one pro- 

essional group in reviewing the advisory group report, that such a 
“partner level character rule” places a gloss on the statute which is 
novel, doubtful, and confusing. 

The third possible approach to this difficult problem is to determine 
the character of gain on sale of a partnership asset by looking pri- 
marily to the activities of the partnership, with weight being given 
in appropriate cases to the activities of a partner who owns a sub- 
stantial interest in the partnership. 

Thus, in the example, the fact that 1 of 3 partners is himself en- 
gaged in the real estate business might be sufficient to taint the 
partnership. If so, the gain realized on the sale would be taxable 
to all three partners as ordinary income. Such a rule has the merit 
of providing uniform treatment for all partners, and it would block 
the flagrant use of partnerships by real estate dealers to avoid tax. 

But, it should be noted that such a rule might impose an ordinary 
income tax on some partners who perhaps should be given capital 
gain treatment while letting others off with capital gain who should 
be treated as receiving ordinary income. On the other hand, it may 
be that investors who join in a partnership with a real estate dealer 
should do so at their own risk. 

Because of the confusion which exists, we believe that statutory 
rules should be provided in this area. In this regard we think either 
of the last two suggested approaches to this problem, or a combination 
of both, would provide a satisfactory solution to this difficult problem 
of determining the character of partnership income. 

Recommendation 4, which is found at pages 9, 10, and 11 of the 
report and page 3 of the staff report, relates to organizational expendi- 
tures of a partnership. The advisory group would permit amortiza- 
tion of these expenses over a period of 60 months. The Treasury De- 
partment does not object to the recommendation, but feels that con- 
sideration might be given to limiting the definition of organizational 
expenses to items similar in character to those allowed as a deduction 
for corporations under section 248. The advisory group proposal goes 
considerably farther in its definition. 

The next subject I would like to discuss is the advisory group’s pro- 
posed rules for determining the basis of the partner’s interest in a 
partnership. This is recommendation 5 of the advisory group. 
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A partnership interest is now recognized for Federal tax purposes 
as a separate asset, distinct and apart from the assets of the partner- 
ship. Such interest in a partnership, like stock in a corporation, has its 
own tax basis. Section 705 of existing law provides a general rule and 
an alternative rule for determining that tax basis. The general rule, in 
essence, measures the partner’s basis by taking the sum of his capital 
contributions and his share of partnership income over the years and 
reducing that figure by the sum of his distributions and share of part- 
nership losses. This rule necessitates the keeping of detailed records 
over the period of the partnership’s existence. 

The alternative rule, on the other hand, permits a partner to measure 
the basis of his partnership interest simply by determining his share 
of the adjusted ooo of partnership property. The alternative rule, 
however, can be used only where the partner can show either that the 
tax result will be substantially the same under either rule or that he 
cannot as a practical matter apply the general rule. 

The advisory group recommends that section 705 be amended by 
reversing the order of the existing rules. The more simple alternative 
rule of the present statute would become the general rule and the 
historical method would become the alternative rule. The advisory 
group recognizes, however, that in some cases the simple rule for de- 
termining basis may produce erroneous tax consequences. Accord- 
ingly, they would not permit its use “if it is established” that it results 
in a tax basis for a partnership interest substantially different from 
that obtained under the more detailed rule. Under the advisory 
group's proposal, the affirmative burden of proof is placed upon the 
Government if it contends that the more accurate detailed method 
should be used. The Treasury Department objects to this reversal 
of the traditional burden of proof. The Government will not ordi- 
narily have knowledge of the many detailed transactions of the partner 
and his partnership which may affect the tax basis of the partnership 
interest. On the other hand, the partner himself is normally quite 
familiar with them and should have the burden of proof if questions 
arise. 

In recommendation 8, at pages 16-19 of the revised report, the 
advisory group suggests a number of amendments to section TOT(b), 
all but one of which are acceptable to the Treasury. The proposal 
with which we disagree is the one which would water down section 
707(b) (2). This section taxes as ordinary income any gain realized 
on a sale or exchange of i, assets between a related partner 
and a controlled partnership or between controlled partnerships. The 
recommendation would conform the partnership gain provisions of 
section 707(a) (2) to the less stringent rules in section 1239, which 
deal with transactions between a shareholder and his controlled corpo- 
ration. We think this is the wrong approach. Instead of conforming 
section TO7(b) to the present section 1239 which covers only gain on 
the sale of depreciable assets and which has much narrower con- 
structive ownership rules, we would recommend that section 1239 be 
amended to bring it into line with the broader provisions of section 
707 (b) of the partnership law. 

The next recommendation I would like to discuss is recommendation 
10 of the advisory group. Existing regulations under section 721 
provide that the value of an interest in partnership capital received 
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as compensation for services is income to the person performing the 
services. 

The advisory group, in its 10th proposal, recommends that this rule 
be made a part of the statute. In addition, it would add a number 
of specific rules to implement this basic principle, including certain 
valuation rules designed to preclude taxing as compensation the capi- 
tal appreciation which occurs in the partnership interest after its ac- 

uisition by the service partner. The Treasury Department endorses 
these recommendations of the advisory group with one major excep- 
tion. 

Under the advisory group’s proposal, the amount taken into account 
as ordinary income by the service partner and the amount treated as 
being transferred by the other partners, if the transfer is not subject 
to restrictions, is to be (a) the fair market value of the interest at 
the time of the transfer, or (6) the transferee partner’s share of the 
basis of partnership property, whichever is smaller. However, if 
the interest transferred is subject to restrictions, the amount to be 
taken into account is to be the least of (@) the fair market value the 
interest would have had at the time of the exchange had there been 
no limitations, (6) the fair market value of the services performed, 
or (c) the transferee partner's share of the basis of the partnership 
property. 

For example, if a man receives as compensation for services property 
worth $500 but which cost his employer $100, the advisory group 
would say that $100 represents the employee’s taxable compensation. 
We believe it is clear that $500, not $100, is the correct measure of 
his compensation. We do not think that the transferor partner’s 
basis for the property interest transferred has any bearing upon the 
amount of income realized by the service partner. 

In order to be logically consistent, of course, the amount of compen- 
sation paid should equal the amount of the compensation received. 
Thus, in the example I just mentioned, the employer should have a 
$500 deduction for compensation paid because the partner rendering 
services is considered as receiving taxable compensation in that 
amount. However, as Mr. Willis explained to this committee on 
Tuesday, this approach leads to the complexity of taxing the partners 
on any appreciation in value in the capital interests which they have 
surrendered. We suggest the enactment of a provision under which 
the transferor partners would realize no gain whatsoever on the 
transfer of their capital interests but their deduction for compensation 
paid would be limited to the basis of the property transferred by them. 

In subsection (d) of its proposed new section 770 the — pro- 
vides a broad exception which would make the section inapplicable 
where the partnership interest received for services rendered to the 
partnership would not be taxable had no partnership existed. The 
group states in its report that this exception is intended, for example, 
to conform this partnership provision with existing rulings and case 
law relating to the development of mineral or similar property. 

Certainly if the partnership interest received <f the service partner 
has no ascertainable fair market value, it would not and should not 


be taxed under existing law. Certain court decisions or rulings, 
however, may have gone further in exempting compensatory pay- 
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ments of an interest in a partnership. We are opposed to any attempt 
to freeze such a principle into the Paw by satutory inference. 

At pages 28-35 of its revised report, in its recommendation 14, 
the advisory ?. suggests a substantial revision of present section 
736 of the code. This section, undobutedly one of the most important 
in all of subchapter K, covers the tax consequences of partnership 
payments to a retired or deceased partner. Broadly speaking, sec- 
tion 736 divides such payments between capital distributions and 
ordinary income items, depending upon a number of factors such as 
the amount of the payments, the partner’s interest in partnership 
assets, and the provisions of the partnership agreement. For our pur- 
poses today the important thing to note is this: Payments which are 
attributable to the withdrawing partner’s interest in unrealized re- 
eivables and partnership goodwill—unless the partnership agree- 
ment provides for payment for goodwill—are taxable as ordinary in- 
come to the recipient, whether received in a lump sum or over a 
riod of years. Sinniter ordinary income treatment is provided for 
any payments in excess of the value of the withdrawing partner’s 
interest in partnership property. 

The Treasury is in substantial agreement with many of the 
changes to section 736 suggested by the advisory group, but we dis- 

e with several of its substantive proposals. In order to save 
time, I shall discuss only those recommendations with which we are 
in disagreement. 

At page 31 of its report, the advisory group recommends that the 
concept. of “unrealized receivables” te epel from the statute, and 
that in lieu thereof there be added two new concepts with special rules 
applicable to each. These have been referred to by the advisory 
group as “accruable items” and as “other rights to unrealized income.” 

In the case of a deceased partner these changes, by narrowing the 
scope of unrealized receivables, permit ordinary income to completely 
escape tax. In the case of a retiring partner, they matentally ex- 
pand the area in which the partners themselves can by agreement 
shift the tax consequences of a distribution of partnership assets. 

In addition, the advisory group’s proposal hinges upon happen- 
stance. In effect, it provides that if a bill for goods sold or services 
rendered has been sent out by the partnership, the withdrawing part- 
ner’s share of the income on the transaction will be taxable as ordi- 
nary income, but if a bill has not yet been mailed, his share of the 
income may, by agreement of the partners, be converted into capital 
gain. We can see no logical reason for this result. Accordingly, 
the Treasury opposes this change. 

However, we do feel that it might be in order to narrow slightly 
the present definition of unrealized receivables. For example, work- 
in-process items might be considered unrealized receivables only to 
2 sae mg of the work done up to the time of a partner’s retirement 
or death. 

At the bottom of page 31 of the revised report, the advisory group 
recommends the addition of a proposed section 736(c)(1) whic 
would provide that amounts payable within a 12-month period in 
complete liquidation of a retiring or deceased partner’s interest will 
be considered a liquidating distribution with no part of the payment 
taxable as ordinary income unless the partners agree to the con- 
trary. 
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The Treasury is opposed to this change in its present form. It 
would permit ordinary income of a cash basis partnership to escape 
tax completely in the case of a distribution to a deceased partner of 
Sane but uncollected receivables. This seems difficult to 
justify. 

Since this problem would arise under the proposed 12-month rule 
of the advisory group, only in cases involving deceased partners, it 
may be that an acceptable modification of the advisory group’s pro- 
posal can be worked out which will have application solely to part- 
ners who retire. 

As previously mentioned, payments made to a retiring partner for 
his interest in the good will of the partnership are treated as ordi- 
nary income unless the partnership agreement provides otherwise, 
The advisory group would abandon the present requirement that 
the optional treatment of good will be expressly covered in the part- 
nership agreement. Under the proposal set forth at page 31 of the 
revised report, agreements entered into among the remaining part- 
ners and a retiring partner or the successor in interest. of a deceased 
partner at any time after retirement or death would be effective to 
shift the tax consequences arising from the receipt of payments at- 
tributable to partnership good will. The Treasury cannot approve 
this recommendation insofar as it. relates to agreements made after 
retirement or death of a partner. Such a provision would permit the 
parties to wait, perhaps for years, to adjust their agreement as to 
payments for good will so as to obtain maximum tax advantage. 

Under present law it is uncertain whether a person who acquires 
the business of a partnership and assumes the partnership obligations 
is entitled to deduct payments made to former partners although 
such payments would have been deductible if made by the partner- 
ship. The advisory group recommends, in substance, that a person 
who has assumed such a binding obligation to make so-called see- 
tion 736(a) payments should be entitled to deduct them. Although 
the general objectives of this proposal seem worthwhile, its scope is 
vague and it has ramifications in other areas which we have not yet 
thoroughly explored. For this reason, we do not recommend any 
action in this area at this time. 

Let us turn now to the problem of collapsible partnerships, which 
is covered by section 751 of the present law ese discussed at pages 
37 to 43 of the revised report. This section, which was added to 
the code in 1954, seeks to prevent the conversion of ordinary income 
into capital gain through the sale of a partnership interest. It also 
blocks the shifting among the partners of ordinary income through 
disproportionate distributions of partnership property. 

Under present law, the sale of a partnership interest generally re- 
sults in either capital gain or capital loss unless the partnership is 
regarded as collapsible under section 751 of the code. When a part- 
ner sells his interest in the partnership, section 751(a) comes into 
play if a part of the assets of a partnership are unrealized receivables 
or substantially appreciated inventory, items which are commonly 
referred to as section 751 assets. 

Section 751 taxes as ordinary income a portion of the sales price 
which is attributable to unrealized appreciation on such section 751 
assets. This fragmentation of gain on the sale between ordinary in- 
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come and capital gain is the approach now sought by the subchapter 
C advisory group in connection with its proposed treatment of 
collapsible corporations. 

Section 751(b) of the present partnership law provides for the 
recognition of ordinary income in the case of a disproportionate dis- 
tribution of property by a collapsible partnership. The subchapter 
C advisory group, again in dealing with collapsible corporations, 
proposes adoption of a similar rule where so-called nonaliquot dis- 
tributions of corporate property are involved. 

As its first recommendation under section 751, however, the ad- 
visory group on subchapter K has suggested that this rule for part- 
nership distributions be eliminated completely from the code as bein 
too complex. This proposal is discussed at page 40 of the revise 


report. 

While it is recognized that the present section 751(b) is far from 
simple, the Treasury cannot agree that it should be repealed. If 
eliminated, the partners of a collapsible partnership will be given 
significantly greater latitude to shift ordinary income from high to 
low tax bracket partners. 

In the case of family partnerships, this could cause significant tax 
avoidance. It would also introduce new complexities into the law 
by providing tax treatment for partnership distributions in complete 
liquidation of a partner’s interest which differs from that accorded 
a sale of the partner’s interest. As was developed during the course 
of the testimony on Tuesday, the deletion of section 751(b) would 
make it possible for the partners to avoid ordinary income tax. Un- 
der the advisory group’s proposal, upward adjustments can be made 
to the basis of f osha An assets of the partnership in connection 
with a distribution of section 751 assets. The additional depreciation 
deductions thus allowable can then be offset against the ordinary in- 
come realized upon sale of section 751 assets. 

The advisory group next proposes at pages 38 to 41 of its report 
to restrict the use of section 751(a), which deals with sales of partner- 
ship interests, by making three changes. These are: 

(1) limit its use to cases where gain attributable to section 751 
assets exceeds $1,000, 

(2) do away with the complete fragmentation rule which now pre- 
vents the offset of capital losses against ordinary income, and 

(3) apply the so-called substantial appreciation test to both un- 
realized receivables and inventory items. Only inventory items come 
under this rule at present. ; 

The Treasury opposes the first two changes, but endorses the third 
proposal that all so-called section 751 assets be subject to the substan- 
tial appreciation test. This latter change, if adopted, would greatly 
simplify the administration of the collapsible partnership law by 
eliminating the present rule that all partnerships having unrealized 
receivables, regardless of amount, must be treated as collapsible. 

As one of its proposals to simplify the application of section 751(a), 
however, the advisory group suggests a replacement to the present two 
factor test for determining when “substantial appreciation” has taken 
place, so as to bring the collapsible provisions into operation. For 
reasons I shall discuss shortly, the Treasury does not agree with this 
advisory group proposal. 
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Under existing law, inventory items are considered to have sub- 
stantially appreciated in value if (1) the inventory appreciation is 
more than 20 percent of the total cost of the inventory and (2) the 
fair market value of the inventory exceeds 10 percent of the fair 
market value of all partnership property other than money. 

The advisory group quite properly points out that the 10 percent 
ratio of inventory to total property can easily be avoided by pur. 
chasing assets with borrowed funds, since the present statute is 
couched in terms of partnership “property” rather than in terms of 
“net worth.” Accordingly, the advisory group makes the constructive 
suggestion that partnership “net worth” should, in effect, be substi- 
tuted for partnership “property” in the statutory test for determini 
when “substantial appreciation” exists. It also recommends that the 
dual factor test of the present law be replaced by a single formula, 
At this point, however, the Treasury parts company with the advisory 

oup. 

The advisory group says that its suggested 15 percent test for sub- 
stantial appreciation is much stricter than the present law. We feel, 
however, that once the loophole of buying assets with borrowed funds 
is closed, it becomes apparent that the advisory group actually is 
suggesting a much more lenient rule in the collapsible partnershi 
area. Under the advisory group proposal, if the gain attributable 
to ordinary income assets of the partnership, so-called section 751 
assets, does not exceed 15 percent of the value of the partnershi 
property reduced by liabilities, that is, net worth, the partnership is 
not regarded as collapsible for purposes of section 751(a). Thu 
under the proposal, a single test, based on appreciation in value o 
section 751 assets as a ratio of net assets of the partnership, would be 
substituted for the two formulas of the present statute, one of which 
takes into account the full fair market value of the appreciated assets, 
The significance of this fact should not be overlooked. Many part- 
nerships with substantially appreciated ordinary income items—which 
would have caused the partnership to be ing aa under the present 
statute by merely substituting “net worth” for “property,” so as to 
close a loophole—will escape classification as collapsible partnerships 
under the simplified one-formula advisory group proposal. This 
point can perhaps be best explained by an example. 

Let us assume that a partnership has inventory items with a 
basis of $20,000 and a fair market value of $25,000. It has no 
other property. Under the present law the partners would have 
to add in excess of $225,000 worth of other property to the partner- 
ship to take the partnership out of the sleaiade category. Under 
the advisory group proposal it would require only an excess of $8,333 
of other property. For example, if the total value of partnership 
property is $33,334, of which $25,000 is inventory and $8,334 is other 
property then the $5,000 gain would exceed 15 percent of the amount 
realized—15 percent of $33,334 equals $5,001. 

The above example illustrates why the Treasury feels that it may 
be inappropriate to use the advisory group formula as the test of 
“substantial et aga To prevent planned tax avoidance, and 
to treat as collapsible those partnerships which have among their 
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| assets relatively large unrealized ordinary income items, considera- 


tion might be given to a two-formula approach which takes into ac- 
count both appreciation in and the value of the section 751 assets as 
ratios of total asset appreciation and total net assets of the partner- 


ship. 
In other words, we suggest comparing lemons with lemons and 
oranges with oranges mie than as the advisory group proposal 
does, lemons with oranges. 

We would also recommend that a provision be added to section 751, 
similar to that suggested at page 42 of the report of the Advisory 
Group on Subchapter C, which would prevent the circumvention of 
the collapsible partnership rules by contributions of property to the 
partnership made for the purpose of avoiding the substantial appre- 
ciation test. Such a change is needed in order to make the collapsible 
rules effective. 

Finally, with regard to section 751 I would like to say that we think 
the simplified definition of section 751 assets developed by the advisory 
group is a decided improvement over the present detailed and trouble- 
some definitions of unrealized receivables and substanially appreci- 
ated inventory. We endorse it as a real contribution. 

The Treasury agrees with the 18th recommendation of the advisory 

up. However, we would like to reemphasize the point that Chair- 
man Mills brought out on Tuesday that there is a technical problem 
in the drafting that would permit a partnership to loan money to the 
partner and thereby increase the partner’s basis of his partnership 
interest. We donot feel that that should be allowed. 

The advisory group at pages 44 to 48 of its revised report makes 
several recommendations to amend section 753, relating to income in 
respect of a decedent. This is the advisory group’s recommendation 
19. We agree with the majority of these changes. The proposal 
dealing with the estate tax valuation of rights to income in respect of 
a decedent would not seem needed, however. Our only objection to 
the proposed section 753 relates to those portions of it which inter- 
relate with the suggested amendments to section 736 with which we 
disagree. If our suggestions with respect to section 736 are accepted, 
the objectionable portions of section 753 will be eliminated as a mat- 
ter of course. 

We do feel that perhaps further study should be made as to the 
interrelationship of the provision in the partnership law dealing with 
income in respect of a decedent and the more general provisions in 
section 691 to make certain that we are not getting in an area that 
might cause future trouble by covering partnerships solely in the 
partnership area. 

The next proposal of the advisory group, appearing on pages 49 
to 52 of its revised report also has our endorsement in substantial part. 
However, because we do not favor the advisory group’s recommenda- 
tion to repeal section 751(b) we disagree with its corollary proposal 
which would prohibit the allocation under section 755 of adjustments 
to the basis of section 751 assets in connection with disproportionate 
distributions by collapsible partnerships. 

In addition, if, as we hope, section 751(b) is retained, we would 
like to see enacted into law a change proposed by the advisory group 
in its first report, dated May 8, 1957. at change would require 
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basis adjustments under section 755 to be allocated to the same class 
of property as that which gave rise to the adjustments, rather than 
to the class of property distributed. This change would merely cor- 
rect what appears to be an error in existing section 755. 

Mr. Chairman, in addition to the proposals which we have dis- 
cussed, the Treasury Department is in substantial agreement with 
recommendations 3, 6, and 9 of the advisory group. Unless you have 
questions I shall not discuss those further at this point. 

We would like to study further with your staff the implications of 
recommendation 22 which relates to the exclusion of certain organiza- 
tion from the application of subchapter K. 

We disagree with the de minimus rules proposed in recommendations 
12, 16, and 17 of the advisory group. We also are opposed to that 

art of recommendation 20 which relates to the extension of time to 

le the election to make the special basis adjustments under section 
734(b) and section 743(b). 

Recommendations 11 and 15 tie in with the proposed changes in 
the collapsible partnership provisions and they will be needed only if 
the advisory group recommendations relating to section 751 are 
adopted. 

Mr. Linpsay. That concludes our prepared statement on subchapter 
K and we would welcome any questions that you may have at this 

int. 

PoThe CuatrmMan. Mr. Lindsay, while the Department does not op- 
pose the suggestion of the advisory group with respect to rearrange- 
ment, you do appear to place less emphasis upon its importance than 
the advisory group did on Tuesday. 

As I understood their testimony they considered it one of their most 
important recommendations. Do you believe that this will actually 
be of real significance in simplifying partnership provisions or not? 

Mr. Lrnpsay. I think it would be a help to many persons not fa- 
miliar with partnership law trying to read the statute for the first 
time. However, you do not always achieve simplification merely by 
rearranging the order in which the provisions appear. For example, 
when you get to the subject of contributions to a partnership, per- 
haps it would be better to see all of the provisions relating to con- 
tributions in one place rather than seeing the simple provisions in 
the forepart of this subchapter and then going over to the end of the 
subchapter to find out if you might be caught in a more complicated 
provision. 

It is really a question of judgment. It is subjective. We do not 
object to it as we stated. It may be a simplification for the average 
tax lawyer and accountant, but they would have to look at all of the 
provisions in any event to make sure that the transaction is properly 
reported. 

Tue Cyatrman. It does occur to me that the rearrangement does 
not represent as much simplification as I personally would like to 
obtain in this area which you have described as perhaps the most 
complex. Since it does have to be used by so many people who are 
without technical knowledge of taxation and who perhaps do not 
have problems of such importance in their own opinion to justify 
employing qualified technicians, I have been thinking that one means 
of simplifying tax reporting for the small partners would be to per- 
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mit the partners to report their share of partnership income as ordi- 
ary income without any special characterization. 
ilar you given any thought to such an approach ? 

Mr. Linpsay. If that were done it eee tee lify the statute. It 
would simplify the return. It would simplify the computations 
made by the individual partners. It usually, however, would be a 
disadvantage. It would be a very marked departure from the basis 
of taxing partnerships historically, which is to treat the partnership 
as a conduit, so to speak. 

If we did it merely for the so-called small partnership it would 
mean that they would pay more taxes than they otherwise would 
have to pay by using the conduit approach. 

If it were elective I would think that the accountant helping the 

artnership would feel obliged to try to compute the taxes under 

th systems, which would really be more complicated, in order to 
find out which achieved the greater tax saving. 

The CHarrman. I am thinking in terms of the half of the partner- 
ships which, as I understand, have $5,000 or less in taxable income. 
It would work in the direction of simplifying the law for this half 
of the partnerships and permit a simple return to be filed. Maybe 
that would outweigh some of the difference in tax that would result 
in favor of the Treasury and against the taxpayer. In any case it 
would be a rather insignificant difference in most instances of those 
having a small net sanatie income, would it not ? 

Mr. Linpsay. It would and in many instances there is only one 
type of income involved in any event in which case the return itself 
presents few problems. 

I might state that there is an aid to small business which states 
in clear and simple language the rules for the usual type of transac- 
tion and instructions in connection with filing of returns which some 
of the members of the advisory group on Tuesday stated were quite 
simple and were very helpful to the average partnership. Whether 
it would be worth having two returns, one for the simple type part- 
nership and the other for the more complicated one is another 
question. 

I think the present return is not difficult to make out if you have 
only one type of income. 

he Cuarrman. Let us think then of the possibilities of permitting 
taxpayers to carry through the same characterization rules as we do 
in the case of subchapter S corporations. Would that give us more 
simplification than we have in existing law ? 

Mr. Linpsay. That would in essence give us more simplification. 
But I would like to say that there is a difference between subchapter 
S corporations and partnerships. More simplification is needed in 
subchapter S because we are already dealing there with an existing 
corporation with accumulated earnings and profits. If you try to 
work out rules to cope with accumulated earnings and profits on 
top of the partnership rules we would have quite a chaotic and com- 
plicated provision in the law. 

To restrict all ag sey to the same character rules that we now 
have in subchapter S would in a sense be moving toward an entity 
approach. 
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The Cuarrman. In your opinion, could a short form be devised 
for partnerships along the lines that are now used for individuals 
without statutory change? 

Mr. Linpsay. I think a short form could be devised. But I also 
think all partnerships would want to have both forms to see which 
is appropriate for their use. 

e CuHarrMan. I am not thinking in terms of denying them an 
alternative at this point. I am just thinking in terms of the com- 
plaints, at least that I get, that it is very difficult for some of them 
using their own knowledge of these technical matters, without em- 
ploying a technician, to fix the return with ease or with as much ease 
as an individual prepares a short return. I think that any time 
we can lighten the burden even in that manner it would be joyously 
received by the taxpayers affected. 

Since we will be some time on this matter, you will have an oppor- 
tunity to make more specific the suggestions cH referred to through- 
out your discussion of subchapters C, J, and K where you said you 
would like some additional time to consider some of the points. It 
would be my thought, if the committee would be agreeable to it, 
that we will not go into executive session on these three subchapters 
following the conclusion of the hearing until all the technicians, your 
group and others here on the Hill could have an opportunity to get 
together and consider as many of these suggestions as you could and 
certainly not until you have had an opportunity to analyze thorough] 
these points that need further consideration. In connection wit 
these points where you have suggested that we should give further 
study, I hope that it may be possible for us to develop some more 


simple method of treating these partnerships, statutorily and from 


the standpoint of the form for reporting. If we could report legis- 
lation that would make the law a little bit simpler for the smaller 
partnerships, and certainly make the filing of returns simpler, f am 
sure it would be welcomed by all of them. i 

Mr. Linpsay. We would be glad to explore that, Mr. Chairman. 

Mr. Mason. Could we make the return based upon the amount of 
money involved like we do with individuals, $5,000 simple form and 
over that a more complicated form ? oie ; 

The Cuarrman. That would be one possibility they will analyze, 
I am sure. 

Mr. Mason. Yes. 

The Cuarrman. The other day with the advisory group we had 
a rather extended discussion as to the level at which the character 
of income should be determined. The advisory group felt that it 
should be determined primarily by looking at the partners’ level, 
but taking into account the activities of the partnership. You ap- 
parently believe an equally good rule would be to determine the char- 
acter primarily at the partnership level, but taking into account the 
activities of the principal partners? 

Mr. Linpsay. Principal partner or partners. 

The Cuarrman. Principal partner or partners. 

The advisory group seemed to believe this second rule presented 
loophole opportunities, since a real estate dealer, for example, could 
avoid ordinary income treatment in this case by temporarily being a 
minority partner. 

Have you given consideration to that possibility ? 
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Mr. Lanpsay. We have and that is why we suggested that there 

may be a combination of both rules to take care of that kind of a case. 

he Cuarrman. This is the kind of case you had in mind when 
you made that suggestion earlier today ? 

Mr. Linpsay. Yes. Let me cite you this example. 

Supposing there are four real estate dealers and they form a part- 
nership with an investor who has never dealt in real estate before 
and they construct houses in the ne and eventually sell some 
of the houses and take the position that the partnership itself, not- 
withstanding these four principal partners, is not engaged in the 
real estate business. We would think that the partnership is really 
engaged in the real estate business there and that the investor by 
joining with the professionals, the dealers, is really becoming a dealer 

imself. That is why we look to that second alternative that we 
mentioned. And in that case it would mean that all would be treated 
alike, whereas in the advisory group’s proposal the one investor who 
went in with the professional dealers would be able to argue, “oh, 
no, I am just an investor, I must report my gain as a capital gain 
and not ordinary income.” 

The Crairman. Is that what you mean by the combination ? 

Mr. Linpsay. That is what I mean by the second alternative and 
the combination would take care of the situation where the obvious 
dealer joins with three or four investors. 

The Cuarrman. That is what I mean. 

Mr. Linpsay. And there he would say because the partnership and 
the main partners are not dealers therefore “my gain is a capital 
gain, notwithstanding my business as a seller of homes.” 

The CuarrMan. Are you prepared to describe at this moment just 


how the combination would work? I have given some thought my- 
self to the possibility of a combination but I have not been able to 
figure out just how you would draft it. 

Mr. Linpsay. I think you would start off by drafting into the 
statute the second alternative. In other words, in determining at the 
partnership level whether or not an item of income is a capital gain 


or ordinary income, you can look to the activities of the prineipal 
partner or partners. In addition, there would also have to be a pro- 


vision such as now appears in the coll: paible areas of subchapter C 
and subchapter K, that where an item of income realized by the part- 
nership would have been ordinary income in the hands of the in- 
dividual partner it will be treated as ordinary income to that part- 
ner. It would be frankly a one-way street. 

The CuarrmMan. How can you justify determining the character of 
the income at the partnership level rather than at the partner level 
if = are to retain the philosophy that a partnership is a mere 
conduit. 

Mr. Linpsay. Because the partnership is nothing more than the 
sum of its parts, the partners themselves, and we have to take into 
consideration the activities of the partners to determine what kind of 
an animal we have in the partnership. 

The Cuarrman. Then for tax purposes you believe it should be 
characterized at the time it gets to the sum of the parts, namely, the 
partnership. Is that correct? In effect, you are saying that in many 


respects a partnership is not just a conduit. Is that not true under 
tax law? 
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Mr. Liypsay. In many respects it is not under tax law. In many 
respects it is an entity. 

The CuHarrman. You believe we would not create any precedents 
by looking to the partnership to determine characteristics as income? 

Mr. Linpsay. No. 

The Cuarrman. We do not in that process change the theory of the 
partnership under tax law ? 

_ Mr. Linpsay. No. Some of the bar associations feel that and have 
stated in their reports and comments on the advisory group’s pro- 
posals that the character of income has to be determined at the part- 
nership level, and assume that that was the best interpretation of 
existing law. This is a problem that people disagree on because the 
statute is ambiguous. 

The CuHarrmMan. I note you indicated you do not object to the 
amortization of organization expenses but suggest that it be limited 
in a manner similar to that for corporations. 

Incidentally, I think Mr. Willis in his testimony on Tuesday was 
more interested in conforming the two than anything else. 

Mr. Linpsay. That certainly was the genesis of his proposal. 

The Cuarrman. Yes. If we do not extend the organization ex- 
pense definition under partnerships, but limit it as we do under the 
corporate section, how would you treat expenses for buy and sell 
agreements ? 

Mr. Linpsay. The advisory group in their proposal would treat 
those expenses as an ordinary deduction, I believe, or rather permit 
them to Ms amortized. If you were trying to achieve a parallel treat- 
ment with corporations they would be capital expenditures. 

Now, our concern was that if we went further in the partnership 
area than we now do in the corporate, that would be a precedent for 
further liberalization of the corporate organizational expenditure 
provision. 

The CuHatrman. I raised that same question. But if we do not 
go in that direction for partners, how would you then treat these 
expenditures for revision of the partnership agreement and for buy 
and sell agreements ? 

Mr. Linpsay. Capital expenditures. And increase the basis of 
the partnership’s assets. 

The Cuatrrman. I see what you mean. 

Mr. Linpsay. That is not to say there is not a good argument for 
permitting them to be deducted. In many cases they are very small 
expenditures. It is somewhat complicated to capitalize them and 
it is possible also that there is a distinction between that kind of 
expense of a partnership and a similar expense in a corporation but 
liga the precedent is there and that is what we are concerned 
about. 

The Cuairman. Even though you do not favor making the simple 
rule for determining the adjusted basis of a partner’s interest the 
general rule, is there anything which could be done to increase the 
number of cases in which this rule might be used? 

_ Mr. Lanpsay. What we would like to explore with the congres- 
sional staffs is the possibility of providing that the simple alternative 
rule can be the general rule if it can be done in a way that does not 
shift the burden of proof to the Internal Revenue Rortice in those 
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eases where its use might make a substantial difference, as for ex- 
ample, where there have been prior transfers of partnership interests 
or distributions of partnership property with high basis and low 
value and vice versa. It may be that we can write in a rule that 
would in the normal case permit the partners to compute their basis 
by the simple method. Indeed, I think in many cases they can do 
so today. Just because it is the alternative rule does not prevent 
them from using it. 

The Cuairman. In carrying out the theory of the advisory group, 
would it be possible that we could require the partners to supply the 
Commissioner with information which would enable him to deter- 
mine whether or not this rule made a substantial difference ¢ 

Mr. Linpsay. Even under existing law a partner may use the 
alternative method of computing his basis without obtaining prior 
approval from the Commissioner. The situation that concerns the 
advisory group arises when the agent comes in and says: “I think 
that the other method would be more correct in your situation, and 
prove to me why it is not,” and the partner says: “I cannot; it is too 
much work. That means I have to trace my contributions and dis- 
tributions from the partnership for 10 or 20 years.” 

So the advisory group would shift the burden of proof to the Com- 
missioner, and make the Commissioner prove that it would make a 
difference. The trouble here is that the Commissioner does not have 
the facts. It is the partner who has the facts. Perhaps if we made the 
alternative rule the main rule in the statute, that would give a statu- 
tory presumption without necessarily shifting the burden of proof. 
That is one of the questions we want to explore. 

The CuatrmMan. Does the omission of any reference to the advisory 
group’s suggestion relative to the conditions under which the Com- 
missioner should permit a change in the taxable year mean that you 
favor this recommendation ? 

Mr. Linpsay. No; that was not a statutory recommendation. That 
was really a comment on the regulations and ruling practice under the 
regulations. 

Under the regulations if there is a substantial tax benefit to the shift, 
it is presumed that ordinarily the change would not be permitted, and 
that also is true in rulings practice. We are pretty strict. Now very 
often a taxpayer can show a business purpose. it so happens that 
business purpose is oftentimes accompanied by a very real tax benefit 
and it is difficult to determine how nabs business purpose is, but it is 
easy to determine how real the tax benefit might be. 

Mr. GLAsMANN. I was going to say, Mr. Chairman, the greater the 
tax benefit, the greater the alleged business purposes you usually run 
into. It is very hard for the Service to pass on that question. 

The Cuarrman. Then you would not look with favor upon their 
recommendation to change the regulations under section 442 ? 

Mr. Guasmann. We would have a hard time looking with favor 
on it; yes. 

Mr. Lrnpsay. We will try to keep open minds. 

The Cuairman. I note that while you agree with the advisory group 
as to the parallel treatment for gains in the case of partnerships and 
corporations in general, you favor conforming the corporate provision 
with the partnership provision. Would you in the case of partnerships 
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exclude items which are accorded capital gain treatment even though | } 


not capital assets ? 

Mr. GuasMANN. I would think we might give consideration to that 
type of modification. 

Mr. Linpsay. Such as the sale of coal, for example. 

The Cuatrman. I wonder, also, if you have any particular reaction 
to the new common control definition proposed by the advisory group? 

Mr. Linpsay. We were sympathetic to the recommendation there, 
We thought it made sense. 

The Caran. In connection with 736 you object to the advisory 
group’s substitution of accruable items for unrealized receivables, 
Presumably, this is because you believe that items of that general 
nature should be taxed as ordinary income whether or not billed? 

Mr. Lunpsay. Yes; that is correct. 

The CuarrmMan. However, you suggest there still is the question as 
to whether the present definition is too broad. Is this because it 
sweeps into the definition contract rights for services or goods not yet 
performed or manufactured ? 

Mr. Linpsay. Future services and the like which might be con- 
sidered good will. 

The Cuarrman. I note that because of tax shifting and tax avoid- 
ance possibilities you do not favor the advisory group recommenda- 
tion to make the collapsible partnership provision inapplicable to 
distributions. I can understand your position. However, have you 
considered, in the interest of simplification, limiting the recognition 
of gain under this provision to the ordinary income element, eliminat- 
ing any recognition of the capital gain element ? 

Mr. Lanpsay. In other words, a fragmentation rule ? 

Mr. GirasmMann. We now have a fragmentation rule. But we pick 
up both capital gain and ordinary income. 

The Cuarrman. Is that the way it operates under existing law! 

Mr. GuasmMann. It is. Now we have a fragmentation rule, but we 
pick up both capital gain and ordinary income, and I take it your 
question relates to not taxing the capital gain. I think that is 
something that may be given consideration. 

Mr. Linpsay. We pick up the capital gain as a capital gain. 

The Cuatrman. Under section 751 you also disapprove of the 
advisory group’s suggestion that ordinary gain on section 751 assets 
should be offset by capital losses on other assets. Could you give me 
in a little bit more detail your reason for this position ? 

Mr. Linpsay. An individual taxpayer cannot offset a capital loss, 
subject to a modest limitation, against his ordinary income. This 
would permit individuals to do it through a partnership. Many of the 
recommendations which favor the partners are based on the theory 
that the partnership is merely a conduit, and therefore we fail to see 
why you should be able to have a special benefit through a partner- 
ship that is not otherwise available to an individual. That is the 
basis of our objection. 

Mr. Mason. That isa sound basis in my opinion. 

The Cnarman. Is it correct, Mr. “He ey that you are against 


applying the single 15-percent net worth test in the case of col- 
Japsible partnerships? 
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Mr. Linpsay. The 15 percent as such is not something that we 
object to, but the fact that you are Hr matsliyg « appreciation with net 
worth. There is a great deal of difference between comparing the 
value of ordinary income assets with the value of all of the net: assets 
and comparing the appreciation in ordinary income assets with the 
value of all the assets. It is a far more liberal rule. And I think 
that same question arises in connection with subchapter C and should 
be examined. 

The Cuarrman. I was coming to that. But I thought you conceded 
that. 

Mr. Lrnpsay. I think we made the statement that we wanted to 
reexamine the 15-percent rule in subchapter C and as to whether it 
was appropriate to compare appreciation to net worth. 

The Cuamman. Maybe it would be advisable for you to examine 
both the rule for corporatiens and the rule for partnerships. 

Mr. Linpsay. Yes, sir. 

The Cuairman. Mr. Lindsay, do you believe it to be wise to do as 
the subchapter J advisory group proposes; namely, place all rules 
relating to income in respect of a decedent for partnerships over in the 
partnership chapter ? 

Mr. Linpsay. I think it would be better to place all of the income 
in respect of a decedent rule in that section dealing with income in 
respect of a decedent and not leave the partnership part of that 
rule over in subchapter K. 

The Cuamman. Mr. Lindsay, I do not believe you commented on 
the advisory group’s recommendation with respect to the change in the 
definition of a partnership that the advisory group would make—to 
exclude certain organizations from the definition unless they elect to 
come under it. 

Mr. Linpsay. We fail to seethe need for that change. 

The CrarrMan. You fail to see the need for it ? 

Mr. Linpsay. I fail to see the need for it. Right now they can 
elect to be out of the partnership. Just why they want to be left out, 
unless they like to elect to be in, escapes me. 

Mr. GLAsMANN. I think we would like to examine it further. 

The Cuamman. In any case I think you might give consideration to 
the question of whether or not the election to elect out of the partner- 
ship provisions has to be made by all partners of whether it can be made 
by the organization is some way . 

Mr. Linpsay. We think it could be made by the organization. 

The Crramman. Apparently the advisory group thought it was 
very difficult in some partnerships to get all partners to agree to the 
election. Maybe they do not even know who all the partners are, or 
perhaps where they are. 

Mr. GuasMANN. Mr. Chairman, we now have in our regulations a 
provision which allows the organization to make the election subject to 
revocation by a partner within 90 days if he notifies all other partners 
by registered mail that he disagrees with the election. 

The Cramman. Any further questions on subchapter K? 

No further questions. 

Do you have any further comment to make? 

Mr. Lixpsay. No further comment. 
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The Cuarrman. Let me, Mr. Lindsay, say, take occasion to con- 
gratulate you on the forthright statement that you have made. I think 
it will prove to be one of the very fine things that the Treasury has 
done, because there has been a lot of confusion as to the Treasury’s 
position on many of these issues, and you have dispelled any doubt I 
should think, in the minds of anyone with respect to your position and 
you are to be commended for being so forthright with respect to that 
position. 

Just one other thing. I want to note and I am sure all of the mem- 
bers of the committee join me, that Mr. Raphael Sherfy, who sat at 
the witness table with you, Mr. Lindsay, just a little while ago, is 
leaving the Treasury for private practice in the District. We will 
miss him. 

I know you will. He has been with you for some 20 years. 

Mr. Linpsay. We certainly will miss him. 

The CHarrMan. Every time the Treasury has come to the Ways and 
Means Committee, regardless of how high the man was in policy he 
always had to have Ray Sherfy with him to help him answer the 
questions. He has been a very valuable member of your staff and has 
been of very great service to our committee over a long period of time. 

Mr. Linpsay. Thank you, Mr. Chairman. 

I just wanted to thank you for your remarks in connection with our 

resentation and I accept them on behalf of my associates, including 
Mr. Sherfy, Mr. Glasmann, Mr. Waris, Mr. Lavelle and the gentlemen 
from the Service, all of whom have been a very great help to us and 
to thank this committee for the opportunity to present our views. 

The Cuarrman. That concludes our calendar for today. 

Without objection the committee adjourns until 10 a.m. Monday. 

(Whereupon at 3:35 the committee adjourned until 10 a.m., Monday, 
March 2, 1959.) 
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ADVISORY GROUP RECOMMENDATIONS ON SUBCHAP- 
TERS €, J, AND K OF THE INTERNAL REVENUE CODE 


MONDAY, MARCH 2, 1959 


oF REPRESENTATIVES, 
CoMMITTEE ON Ways AND MEANS, 
Washington, D.C. 


The committee met at 10 a.m., pursuant to recess, in the committee 
room, New House Office Building, Hon. Wilbur D. Mills (chairman) 

residing. 
: The CuatrmMan. The committee will please come to order. 

Our first witnesses this morning, representing the Chamber of Com- 
merce of the United States, are Mr. Farrier and Mr. Cohen. 

Will you please come forward to the witness table. 

For purposes of the record, will you gentlemen identify yourselves 
by giving us your name, address, and the capacity in which you appear. 


STATEMENT OF PAUL E. FARRIER, REPRESENTING THE CHAMBER 
OF COMMERCE OF THE UNITED STATES 


Mr. Farrier. I am Paul E. Farrier, vice president in the trust 
department of the First National Bank of Chicago. For 25 years I 
have been dealing daily with the tax problems of estates and trusts 
administered by the First National Bank of Chicago. I appear here, 
however, for the Chamber of Commerce of the United States to 
discuss revisions in subchapter J of the Internal Revenue Code as 
embodied in H.R. 3041. 


H.R. 4041 COMMENDABLE IN MANY AREAS 


H.R. 3041 is a commendable step toward the solution of man 
inequities in the taxation of estates and trusts. Among the amend- 
ments proposed therein which solve serious problems and deserve 
speedy approval by Congress are the following : 

1. Section 642(a)(3). This amendment clears up the confusion 
concerning the treatment of the $50 dividend exclusion as it relates 
to estates or trusts which distribute only a part of the dividends re- 
ceived during a taxable year. 

2. Sections 642(c), 663(d) and other conforming amendments. 
This series of amendments would treat charitable distributions by 
trusts and estates as deductions from distributable net income under 
section 661 rather than as deductions from gross income under section 
642. It is contemplated that these amendments will avoid certain 
complicating problems existing in the present code, will achieve less 
artificial results and will simplify estate and trust administration. 
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3. Section 642(h). This amendment is designed to extend the 
deduction carryover to beneficiaries upon the termination of a single 
beneficiary’s interest in an estate or trust having different bene- 
ficiaries. This is a necessary extension of the separate share rule. 

4. Section 643(a) (3) (C), one of the most important provisions, 
Under existing law, deductions which are properly allocable to the 
principal account of a trust rather than to the income account never- 
theless reduce distributable net income, so that the benefit of the 
deductions is shifted to the income beneficiaries. This goes far beyond 
the declared objective of the law, which was to prevent the wastage 
of deductions. To the extent of income allocable to corpus, the pro- 
posed amendment would treat as corpus deductions all deductions 
which are charged to corpus under the governing instrument and 
re ta nil or which are charged to corpus in the discretion of the 

uciary. 

5. Section 643(a)(3)(B). This amendment would incorporate in 
the statute a set of rules for determining whether a distribution of 
corpus will require capital gains to be included in determining the 
distributable net income of a trust in a taxable year. These rules 
_ er after those presently contained in regulation section 1, 

5(a)-3. 

6. Section 652(c) (2) and 662(c) (2). This amendment makes clear 
the amount of income of a trust which is required to be included in the 
gross income of a beneficiary if the taxable year of the beneficiary 
terminates during the taxable year of a trust because of death or other 
reasons. 

7. Section 663(a)(1) and (2). These proposed amendments are 
designed to correct the rules of existing law which in some instances 
attribute income of an estate to persons receiving corpus distributions. 
These amendments present a more realistic approach to the problems 
involved and eliminate many inequities of existing law. The advisory 

roup is to be congratulated in proposing a solution to the problems 
involved which represents the first major step in the simplification of 
the tax law in this area since 1939. 

A great deal has been said about making the tax law easier to 
understand, but very little has been done about it. The present law 
is intolerable in that it often results in taxing as income to an heir 
or legatee items of an estate which could not under any reasonable 
concept be income. A simple case will illustrate the problem of the 
present law. 

Assume A dies with a will leaving his entire estate to his wife. 
Immediately upon appointment, his executor takes the receipt of A’s 
wife for the household furniture and effects belonging to the estate 
so that A’s wife may continue their use in her home. No other 
distributions are made to A’s wife the first year. Under the present 
law, the value of the household furniture and effects would be taxed 
as income to A’s wife if the estate collected and held income in that 
amount. 

To explain to a widow why she has to pay income tax on the 
household furniture and effects is not a task which many would care 
to assume. 

Under the amendments proposed in H.R. 3041, amounts properly 
paid from and charged to the corpus of the estate during the rst 3 
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years of estate administration cannot be taxed as income to the 
distributee. 

A small minority have argued that the same result could be accom- 
plished by taxing all income to the estate for the 3-year period under 
what is called the entity theory, but such a proposal would create in- 
equities in the reverse situation where the estate distributes all its 
income and makes no distribution of corpus. 

The advisory group wisely rejected this proposal in favor of that 
contained in H.R. 3041. The result will be simplification of the tax 
law, complete understanding by fiduciaries and beneficiaries and avoid- 
ance of inequities. ‘The 3-year period will permit the orderly admin- 
istration of all but the most complicated estates. 

8. Section 663(c). This amendment would extend the separate 
share rule to estates and thereby allow a more reasonable allocation of 
income tax consequences in cases where several beneficiaries of an es- 
tate receive distributions of income and/or principal in varying 
amounts, 

9. Section 674(b) (3). Under section 674(a), a grantor of a trust 
is treated as the owner thereof if the beneficial enjoyment of the income 
or principal thereof is subject to a power of disposition exercisable by 
him or a nonadverse party. At the present time, section 674(b) (3) 
excepts from this rule a power exercisable by will. 

The proposed amendment would extend the exception to a power to 
appoint by deed, as well as by will, where the beneficial enjoyment of 
So evercise will be postponed until after the death of the holder of 

power. 

44 addition to the foregoing, there are other technical changes which 
represent ig msg in the law relating to the taxation of estates 
and trusts. There are, however, some serious omissions, particularly 
with respect to the so-called throwback rule. 

It is suggested that H.R. 3041 be amended to provide for the repeal 
of subpart D of part 1 of subchapter J, the so-called throwback rule. 
Few sections in the code attain the degree of complexity and intricacy 
that one finds in the maze known as the throwback rule. 

In addition to the difficulty which even the skilled practitioner faces 
in attempting to apply the throwback rule, there is little question but 
that this rule has been, and in its proposed amended form would con- 
tinue to be, inequitable since it fails to make special provision for 
many situations which ought not properly be within its ambit. 

Taking into consideration the purpose of subpart D, its present form, 
its proposed form under H.R. 3041, the awkwardness of its application 
and the puzzlement which it causes to fiduciaries and individual tax- 
chy alike, I cannot exaggerate the undesirability of the throwback 
rule. In this connection, I would indorse the statement of Mr. Geor: 
Craven appended to the final report of the advisory group on su 
chapter J, in which it is pointed out that: 

1. It is doubtful if the throwback rule is effective in preventing a loss 
in revenue. 

2. It is doubtful if any large amount of revenue is lost in this area. 

3. The throwback rule is understood by only a small percentage of 
fiduciaries throughout the country. 

4. It is doubtful if the throwback rule is susceptible of proper 
administration. 
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5. Few revenue agents can apply the throwback rule computations 
by the trustee, difficult tax computations on the part of the taxpayer 
and a cost of processing to the Government which is out of all pro- 
portion to the amount involved. 

B. At the present time, the throwback rule becomes operative in 
those taxable years in which an accumulation distribution exceeds 
$2,000. Even if this accumulation distribution is made up entirely 
of undistributed net income of the trust for prior taxable years, no 
substantial increase in revenue results through the application of the 
throwback rule. Any gain in gross revenue that might result is in- 
consequential when compared to the additional cost to the Govern- 
ment in processing such returns. 

Therefore, it is advocated that the $2,000 amount mentioned in 
section 665(b) be increased to at least $5,000. 

It is my understanding that the majority of the subchapter J ad- 
visory group supported such a change but it does not appear as a part 
of H.R. 3041. One wonders why this was omitted. 

C. Section 665(b) should be amended to provide that the throwback 
rule will not apply in situations in which a trustee fails to make an 
immediate distribution of income because of a bona fide dispute or 
doubt as to computations by the trustee, difficult tax computations 
on the part of the taxpayer and a cost of processing to the Govern- 
ment which is out of all proportion to the amount involved, 

B. At the present time, the throwback rule becomes operative in 
those taxable years in which an accumulation distribution exceeds 
$9000. Even if this accumulation distribution is made up entirely 
of undistributed net income of the trust for prior taxable years, no 
substantial increase in revenue results through the application of the 
throwback rule. Any gain in gross revenue that might result is in- 
consequential when compared to the additional cost to the Govern- 
ment in processing such returns. 

Therefore, it is advocated that the $2,000 amount mentioned in 
section 665(b) be increased to at least $5,000. 

_It is my understanding that the majority of the subchapter J ad- 
visory group supported such a change but it does not appear as a 
part of H.R.3041. One wonders why this was omitted. 

C. Section 655(b) should be amended to provide that. the throwback 
rule will not apply in situations in which a trustee fails to make an 
immediate distribution of income because of a bona fide dispute or 
doubt as to who is entitled to such income or as to whether such 
amount is income or principal. 

In its final report, the subchapter J advisory group recognized the 
need for legislation in this area and, although the problem is not 
exclusively a throwback problem, it appears that it would not be 
inappropriate to provide a solution to the problem in H.R. 3041, 

D. Section 665(b) (3) provides that, under certain circumstances, 
undistributed net income of prior taxable years will not be subject 
tothe throwback rule. This exception fits in rather well with the ordi- 
nary distribution arrangements for which a testator or donor of a 
trust would provide. 

It is often desired that the assets of a trust. be distributed over a 
period of time so that a beneficiary will not receive a large sum of 
money in a lump sum. This plan of distribution is common and is 
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availed of without any thought of tax consequences. However, 
665(b) (3) is applicable only if such periodic distributions were re- 
uired as of January 1, 1954. The throwback rule was not, nor 
bead it be, designed to effect a change in what is recognized to be 
ordina and customary trust distribution practice. Section 
865 (b) (3) should be amended to delete the January 1, 1954, 
ulrement. 

. Under section 666(a), the throwback rule may apply to each of 
the 5 taxable years preceding the current taxable year. This fact 
compounds the difficulties raised by subpart D and imposes on the 
trustee and taxpayer the responsibility of creating and maintaining 
extensive bookkeeping systems. The difficulty of maintaining 
these records increases with every additional year that has to be con- 
sidered in a throwback computation. In order to ease this burden, 
which falls not only on the taxpayer and trustee but also on the 
Government, the period of the throwback rule should be limited to 
two years. 

There are three additional areas covered by H.R. 3041 which are 
open to serious objection. The first of these is the four-tier system. 

While it is realized that some provision should be made in the law 
to assure an equitable apportionment of taxable income among several 
beneficiaries, it is suggested that a system more understandable than 
the four-tier system be adopted. 

The proposed amendments to sections 661 and 662 establish the 
so-called four-tier system, which, despite its logic, so complicates the 
tax law that only an expert can predict the results. Despite 25 years 
of experience in this field, I am not enough of an expert to explain 
this proposal to beneficiaries who have difficulty understanding the 
tax consequences imposed upon them. It is especially difficult to con- 
vince a beneficiary who can never receive any income of a trust that 
he is to be subjected to income tax on the principal distributions 
which he receives. 

Tax avoidance schemes are, of course, a problem, but surely some- 
thing less complicated than this four-tier system is sible. Per- 
haps some tax avoidance might even be tolerated in the interests of 
understandability and simplicity. This is not a question of allowing 
income to escape taxation but simply a question of allocating the 
taxable income among various individual taxpayers. It is urged 
that this problem be reconsidered and a more practical approach be 
adopted. 

Personally, I favor the two-tier system. 

Another objection is the arbitrary decision to assign a charitable 
beneficiary to the fourth tier. The result is going to be to tax some 
individuals with a receipt of capital. Conceivably, this could be 
unconstitutional. A simple illustration will make this clear. 

Assume a trust created by will under which the trustee is required 
to pay all the income of the trust to a designated charity. In addition, 
the trustee has discretion to distribute some of the principal of the 
trust to A should A become ill and need help. In one year, all the 
income is distributed to the charity as required and, in addition, the 
trustee pays A’s hospital bill of $1,000 out of the principal of the 
trust. Under the proposal contained in H.R. 3041, A will be required 


to pay income tax on some part of that $1,000 principal distribution, 
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Tf the will had provided that all of the income were to be distributed 
to an individual, B, the result would be entirely different. Under 
such circumstances, A would not be taxed on any part of the $1,000 
principal distribution. 

This arbitrary treatment of charitable distributions is neither desir- 
able nor necessary and it is urged that even if the four-tier system 
is adopted, charitable beneficiaries who receive income be treated 
exactly as other recipients of income. 

Then we come to the multiple trust problem. 

Sections 2 (a) and (c) of H.R. 3401 propose to add section 641 (c) 
to the Internal Revenue Code. This section is attempting to quiet 
the sporadic concern with relation to the possibility of reducing income 
taxes through the use of multiple trusts. 

The possibility that a person may create a series of similar trusts 
for a particular individual has for a long time intrigued authors in 
the tax area. These authors point out that, in theory, this is a con- 
venient tax-saving device. These articles and the apparent simplicity 
of the device have magnified the problem out of all proportion. In 
fact, if one looks at the practical aspects of the situation, it is clear 
that so-called multiple trust device is not really a problem at all. 

Based upon a survey of representative corporate fiduciaries, it can 
be stated that there are very few multiple trust arrangements in 
existence. The reasons for this are obvious. 

Multiple trusts are not economical. The cost of administering 
small trusts makes their use prohibitive to the average taxpayer. 
Corporate fiduciaries have found trusts of less than $100,000 to be 
unprofitable and, therefore, they discourage their use. These are 
the reasons for the unpopularity of multiple trusts and illustrate the 
basis for the statement that they do not really constitute a problem. 
To make a parody on an old a ioe “Everyone talks about multiple 
trusts, but very few people create them.” 

No one will question that there are a few isolated cases in which 
multiple trusts have been created and abused. However, to graft 
onto an already complicated statute a provision as complex as proposed 
under section 641(c) in order to still someone’s sporadic concern over 
an almost nonexistent problem would be an unfortunate solution. 

One would suppose that the prime objective of provisions to be 
contained in the Internal Revenue Code would be to raise revenue. 
However, I know there are no facts made public which in any way 
suggest that proposed section 641(c) will raise revenue. In fact, 
I believe a contrary result is almost certain to occur. In order to 
effectively police a statute of this sort, the Government would have 
to employ additional help, create a new filing system and set up all 
sorts of safeguards to prevent a violation of the statute. 

In addition, trustees, particularly corporate trustees, would be 
compelled to incur additional expense in order to adhere to the statu- 
tory instruction, not to speak of the additional instructions that might 
be contained in the regulations. Naturally, to the extent that the 
expenses of trustees are increased, the amount of money paid to 
the Government in the form of income tax is decreased. It will be of 
small comfort to the average taxpayer to know that this proposed 
section of the code which is supposed to close a gapping loophole 
will, in fact, lose revenue for the Government. 
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If the proposed section 641(c) is not an income-tax-producing pro- 
vision, perhaps it has been designed merely to discourage the use of 
multiple trusts. Perhaps the taxpayer who might otherwise use a 
multiple-trust device will be discouraged by proposed section 641(c). 
If so, there will be no new multiple trusts and thus the cost to the 
Government of policing the new provision will not be too burdensome. 

But this is not so. This new section 641(c) would encourage the 
use of multiple trusts by taxpayers who might otherwise not. use 
them. The proposed amendment to the statute defines an area within 
which the taxpayer may take advantage of a multiple trust arrange- 
ment without any fear of adverse tax consequences. 

The invitation contained in the proposed section to create three 
multiple trusts at 5-year intervals cannot be ignored. In this sense, 
passage of such a statute might have consequences similar to those 
that followed the codification of the Clifford regulations in 1954; 
that is, many more people are using the short-term device today than 
they did several years ago. This could be disastrous in the multiple 
trust area because the more multiple trusts created, the greater would 
be the problem. 

Since proposed section 641(c) will neither produce a surplus of 
revenue nor really discourage the use of multiple trusts, it is strongly 
suggested that this provision be rejected by the Committee on Ways 
and Means in its consideration of ILR. 3041. 

If for some reason it is deemed desirable to adopt the general ap- 
proach suggested by H.R. 3041, it is recommended that the follow- 
ing changes be made in the language of proposed section 641(c) : 

1. The mere fact that three multiple trusts created at the same 
time for the benefit of an individual by a donor, this fact should not, 
of itself, be sufficient to create a conclusive presumption that they 
are part of a multiple trust series for tax avoidance. Such trusts 
may very well be created for other than tax reasons. The nature of 
the assets should be considered. 

For example, it may be desirable to place stock of a closely held 
corporation in a trust separate and apart from a trust of marketable 
securities. Also, a person having business dealings with more than 
one financial institution may feel obliged to give some part of his 
trust business to each of them. Other persons may not want to put 
all their eggs in one basket. They may prefer to let different trustees 
handle the various trusts so that, for instance, real estate may be han- 
dled by a fiduciary doing business in the locale of the real estate; 
oil rhe other mineral interests may be handled by an institution 
familiar with these types of assets, and the balance of the property 
may be handled by a third institution which may have been successful 
in investing and administering marketable securities. There are 
countless nonincome tax reasons why a donor may decide to create 
more than one trust for an individual. 

Why should such a person be wrapped and put in the same pack- 
age with the person who creates a series of trusts solely for income 
tax avoidance purposes ¢ 

In the same light, there is nothing about a 5-year period that is 
determinative of whether or not a person has created a series of 
trusts in order to avoid income taxes. 
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My suggestion is that there be inserted in the proposed new section 
a paragraph giving complete relief from the application thereof if 
it can be shown that the trusts involved were created for purposes 
other than income tax avoidance. 

2. That part of section 641(c) (5) which authorizes the Secretary, 
or his delegate, to require trustees of separate trusts to exchange in- 
formation should be deleted. It is one thing to say that a trustee is 
required to disclose to the Government the terms of a trust and the 
assets held thereunder. It is quite another thing to place in the 
hands of the Secretary a power to require trustees to disclose this 
information to other persons or institutions acting as trustees. 

This portion of the proposed section would empower the Secretary 
or his delegate to require trustees to circulate lists disclosing the 
names of persons who have created trusts, the terms of those trusts, 
their investments, the taxable income of the trusts, et cetera. It is 
clear that the grant of such a power is contrary to the basic concepts 
of trust law and, moreover, I think contrary to sound public policy. 

3. It should be made clear that this proposed section is to operate 
only as to trusts coming into existence subsequent to its enactment, 
or perhaps subsequent to 1956. This will relieve trustees of the 
extremely costly and burdensome task of determining whether any 
trusts under which they are presently acting might be deemed to 
multiple trusts. 

In addition, at the time of the passage of the throwback rule, its 
proponents argued that it was designed to cure the problem of tax 
avoidance by the accumulation of income. Taxpayers were invited 
by the passage of the throwback rule to create multiple trusts. This 
retroactive feature of the proposed section would trap these people. 
For these reasons, the section should be made to apply only to trusts 
created in the future. 

4. Finally, it should be recalled that for many years the deduction 
for personal exemption granted to a trust was equal to that granted 
to an individual. The decision to make the deduction for personal 
exemption for a trust Jess than that of an individual taxpayer was 
based upon the premise that the adoption of such a measure would be 
a solution to the multiple trust arrangement, and I think it has been a 
solution. Such arrangements are practically nonexistent. This solu- 
tion is adequate in itself. However, if it should be determined that 
some other legislative means is to be adopted for this purpose, there 
is no question but that the deduction for personal exemption granted 
to a trust should be restored to equality with the deduction granted 
to an individual taxpayer. 

I am grateful for the opportunity of presenting these views to 
you and I hope they will be helpful in your deliberations. 

The CrHarrman. Mr. Farrier, we appreciate your bringing these 
views to the committee with respect to this Advisory Group Report 
on Subchapter J. Any additional light that we can have thrown 
upon the subject matter may serve, we hope, at least to eliminate some 
of the complications that appear to exist with respect to it. 

On page 3 of your statement, Mr. Farrier, you discuss the problem 
under present law relating to taxation of estate income where some 
beneficiary is receiving corpus distributions. 

Could the case of the sort you give be handled by a distribution in 
kind approach ? 
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Mr. Farrier. It could very well. The only difficulty is, you must 
remember that estates and trusts are not always administered by pro- 
fessionals and we have the problem of many people throughout the 
country not having expert tax advice. _ ' 

For my purposes in the First National Bank of Chicago, that 
would be a very good solution, because I could govern myself ac- 
cordingly, but for the nonprofessional in the administration of his 
estate, it would be very much simpler, I think, to adopt the proposal 
of the advisory group, which permits the executor to say in effect 
what he is distributing, whether income or principal. 

The CuatrMan. I have been somewhat disturbed about the fact that 
the executor has the power of determining the incidence of taxation 
of the estate income to an extent that, I think, caused even the advis- 
ory group to be concerned. 

Mr. Farrier. Mr. Chairman, you must appreciate this: Any pro- 

] you make to correct the inequities in the present law must of 
. . . . 
necessity have some limit of leaving to the executor to determine the 
tax consequence. Even the proposal to distribute property in kind 
does not permit the executor, in a manner of speaking to determine 
the tax consequences. 

The fact of the matter is, however, that too many estates these 
days are being administered without any thought of tax consequences 
and that is where really the problem arises. 

You also have to consider that there is a 3-year limitation involved 
here. I cannot conceive it is any considerable problem to permit the 
average estate to go ahead with its normal administration without 
too much regard for tax consequences for that 3-year period. 

The Cnuairman. On page 6 of your statement you advanced the 
thought that the throwback rule is undesirable and at least imply 
that it should be repealed. Do you not believe that the aceumula- 
tion of income in the trust presents a method of tax avoidance that 
requires attention ¢ 

Mr. Farrmer. Mr. Chairman, I am perhaps peculiar, but I do not 
believe, certainly not in my experience, that people are quite as tax 
conscious as many people would lead us to believe. In my experience, 
people do not create trusts just simply to avoid taxes. They have 
many other reasons to do so, 

I think this is an area in which we might put up with a small 
amount of tax avoidance, and I hate to use that term “avoidance,” 
because you do not avoid taxes. Taxes are paid on all of this in- 
come. You have a choice between making a very, very compli- 
cated tax law which people have difficulty understanding, have dif- 
ficulty living with, or having a relatively simple tax law and putting 
up with a few of the undesirable aspects of reallocation of financing. 

The Cuatrman. I assume that you feel that the character rules 
that apply give rise to some of the complications with respect to the 
throwback rule. 

Mr. Farrer. Yes, the application of it. 

I mentioned in my statement here two or three areas in which you 
get. problems; for example, you have $1 of accumulated income and 
you have to apply the throwback rule if you make a distribution and 
therefore, with that dollar of income, you have to go through all those 
complicated computations, really to no avail. 
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The Cuarrman. Should we eliminate the character rule refinements 
then in the interest of simplification ? 

Mr. Farrter. If we determine that, as a matter of policy, we have 
something like the throwback rule, then certainly we ought to ad- 
dress ourselves to the refinements which make it more simple to apply, 
easier to understand, and soon. 

The CHatrman. Should we decide to do away with the throw- 
back rule and should we be impressed with the thought that that ac- 
tion would result in the creation of opportunity for tax avoidance, 
what rule could we apply in lieu of the throwback rule that would 
avoid this possibility ? 

Mr. Farrter. I can only give you my personal views, Mr. Chair- 
man. 

I personally feel that the rule which is in the present law, which 
in effect says that any distribution made out of income pretty well 
takes care of the situation. 

In other words, I first of all have to distribute the current year’s 
income before I can distribute anything else. I recognize that that 
creates some opportunity for some of these peculiar modes that some 
tax specialists dream up. 

You can create trusts to accumulate income for a period of years 
and then distribute it, but actually, I don’t believe, at least in my 
experience, that those are any real, considerable problems. We have 
to put up with a certain amount of that in all areas. 

Take, for example, the case of corporations. I have no doubt that 
many small corporations are created just so that they won't have 
enough income to get into the surtax in the corporation. Well, we 
put up with that. It is perhaps undesirable, but nevertheless, we put 
up with it in the interest of simplicity, perhaps, in the interest of 
doing something for small corporations, and so forth. 

The Cuarrman. In connection with your comments, Mr. Farrier, on 
the throwback rule, how many times in your 25 years’ experience in 
dealing with trusts and since the enactment of the throwback rule 
have you had toapply that rule? Has it been many times, or just a few 
times, or what ? 

Mr. Farrier. Mr. Chairman, we have in our institution something 
— 10,000 trusts. The throwback rule has been applicable in about 

ve. 

Mr. Mason. Five percent? 

Mr. Farrter. No, 5 trusts out of 10,000. 

The CuHarrman. It does not apply generally then? 

Mr. Farrier. It does not apply generally, but the problem is that 
you have to go through an awful lot of work to find those five cases and 
to make sure that it doesn’t apply to five more. 

It sounds a little peculiar to sit here and say I only have 5 cases out 
of 10,000 and therefore this is a big problem, but the fact of the matter 
is, we are very cognizant of our duty to report our trusts in accordance 
with the law and it just takes time and effort, and bookkeeping, to see 
that we get these 5 and no more. 

The Cuareman. I had the thought in mind that it would be used 
very rarely, and your statement has certainly confirmed that thought. 

Mr. Farrier. That is right. 
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The Cuarrman. Mr. Lindsay in his statement on Friday suggested 
to the committee that it might be more equitable and more simple to 
retain only a two-tier system. 

Mr. Farrter. I agree. 

The CHairMan. You agree with that? 

Mr. Farrter. I agree 100 percent. 

The Cuarrman. Would you go along with him, though, in how the 
two tiers would operate? You may know that he said that he would 
include in the first tier all amounts which would fall within the ad- 
visory group’s first and second tiers. Then in his second he would put 
those amounts that would fall in the advisory group’s third and fourth 
tiers. 

Would you go along with that suggested change? 

Mr. Farrier. I would go along very much with that suggestion, 
provided you put charities in the same tier as everybody else. 

The CHarrman. You want the charity to be in some instances in 
the first tier then ? 

Mr. Farrier. If the income is distributable to a charity, I want it 
in the first tier. 

The Cuarrman. You disagree then with the advisory group, who 
apparently believe that the labeling of a distribution to charity as 
income and a distribution to a noncharitable beneficiary as corpus 
should not determine tax consequences where, for example, each dis- 
tribution consists of cash. 

Mr. Farrier. I disagree. 

The Cuarrman. You disagree with that? 

Mr. Farrier. I disagree. I think that if the instrument provides 
for the distribution of income to a charity, that ought to be income. 

The CuarrmMan. On page 13 of your statement you suggest that the 
exemption of three trusts prod? | 5 years or more apart would en- 
courage the use of multiple trusts. 

Mr. Farrier. It would encourage the use of that kind of multiple 
trust. 

The Cuarrman. I had that thought in mind myself. 

Would the use of multiple trusts be discouraged if the advisory 
group proposals on multiple trusts were adopted, but without any 
exception for three trusts created 5 years or more apart ? 

Mr. Farrier. I think you have to have some exceptions or you 
would create very serious hardship. The advisory group of course 
have the unhappy job of saying what exceptions should be made. 
Once you adopt a theory that we are going to tax multiple trusts as 
provided herein and then you try to determine what exceptions you 
are going to provide for this in order to avoid serious hardship, you 
are pretty hard put to a solution, and I think the advisory group 
came up with as good a solution as anybody could come up with. But 
the fact of the matter is there are people who today would not do it, 
but if you put it in the tax law it would be an open invitation to do it. 

The CHarrman. Do you regard the advisory group’s recommenda- 
tion concerning multiple trusts as subjecting such trusts to retroactive 
treatment ? 

Mr. Farrter. I think, as I pointed out, there would be a little en- 
trapment here. When the throwback rule was adopted with its $2,000 
exemption, many people, not me, but many people, thought it was an 
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suetalion to create multiple trusts, and presumably some of them 
id it. 

Now, if we come along and put those multiple trusts in, it seems 
to _ that we haven’t quite kept faith with them, if you want to call 
it that. 

In addition, there is the very serious problem of having to go 
through, in my own case, 10,000 trusts at finding out whether any 
of them happen to fall within the definition of multiple trusts. You 
may think that is a relatively easy problem, but, unfortunately, it 
is not. I estimate that it is going to cost my institution some $20,000 
just to find out whether we have any multiple trusts now or not. That 
is $10,000 that the Government is not going to collect from the First 
National Bank in income taxes because that $20,000 is an expense, 
and I believe we are going to find very few multiple trusts and I 
don’t believe the amount of money that the Government is going 
to collect is going to offset that $10,000 loss in revenue. 

The Cnamman. You left mea little confused. 

I think I would agree with you that many might have reached the 
conclusion in connection with the adoption of the throwback rule, and 
because nothing was said by Congress with respect to the multiple 
trust situation, that it was perfectly all right for people to establish 
multiple trusts. Did you feel that way’ Did you advise people 
that that was possibly all right ? 

Mr. Farrier. I did not, sir. I have never advised anyone to create 
multiple trusts. I want to make that perfectly clear. I am not in 
favor of multiple trusts. I do not encourage them and I believe, 
based upon purely preliminary examination, that you will find very 
few, if any, multiple trusts in the First National Bank of Chicago. 

The Cuatrman. I want tocommend you. 

Mr. Farrter. In the administration of trusts, I have a peculiar 
theory, peculiar perhaps to people in the tax field. I do not think 
that trusts ought to be created for tax avoidance purposes. 

The Cuatrman. If I did not misunderstand the other day, the 
advisory group told us that they had been created for that purpose 
and they gave use an example of 1 situation wherein 97 trusts were 
created for the same beneficiary. Whether that is an isolated case or 
whether it is the general practice, it does constitute the use of mul- 
tiple trusts for tax avoidance, and I am interested in trying to see 
just to what extent we should go in adopting a rule with respect. to 
multiple trusts that would permit people to take the view that you 
do, that they should not be created. 

I have been a little concerned about some of the suggestions in this 
area, for example, about the suggestion that there would be an ap- 
plication of the rule retroactively. The rule would apply to future 
income from such trust or trusts. However, they would have been 
created when there was no prohibition or penalty for the creation ef 
them following the adoption of the throwback rule. 

Does that application, even though it applies to future income, 
with respect to trusts created before the enactment, disturb you or 
should it disturb the committee? 

Mr. Farrier. It disturbs me very much, because we must remem- 
ber that there are perhaps some multiple trusts which were created 
without any real thought of tax avoidance, and those trusts will be 
penalized as a result. 
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Mr. Chairman, I would also call your attention to the fact that 
back in 1937 multiple trusts were considered a problem. At that time 
I remember testimony, either before this group or the Senate Finance 
Committee, of an example of a man who created 105 separate trusts. 
At that time the exemption for trusts was $1,000, and Congress in its 
wisdom decided to stop or to penalize multiple trusts by cutting that 
exemption in half, I believe, to $500. 

You must bear in mind that for 20 years now every trust, not only 
multiple trusts, but every trust has been paying the penalty of a lower 
exemption by reason of action to stop aan trusts. 

The CuarrmMan. Based upon your experience, do you believe that 
the use of multiple trusts will multiply if something is not done about 
the problem at this time / 

Mr. Farrier. I cannot answer that, Mr. Chairman. They will not, 
I believe, multiply insofar as my business is concerned. Whether 
they will multiply by individuals who don’t perhaps have my point of 
view, I cannot say. 

The Cuatmman. If we should decide that that might be the case, 
what should we do about this problem if we do not take the advisory 
group’s recommendation with some modification ? 

Mr. Farrier. I have made one suggestion here. 

The Cuatrman. I know you have. 

Mr. Farrier. I have made a number. One of them is, at least don’t 
make it conclusive. It seems to me that the taxpayers ought to have 
the opportunity of showing that they did not. create these trusts or 
this series of trusts for tax avoidance purposes. 

The Cuairman. Even if they did not, how can you say that one who 
did should be taxed one way and one who didn’t should be taxed an- 
other way when the consequences are the same? 

Mr. Farrier. We are attacking those people who are abusing the 
problem, aren’t we 

The Cuairman. I was trying to get more at the root of the problem 
I thought and not just to inquire into the mind of the individual as 
to whether he does something primarily for that purpose or not. Sup- 

you and I set up these arrangements. You do it for a very 
justifiable reason, and I do it for tax avoidance. We do it exactly 
the same way. We have the same kind of assets. We create a trust 
holding oil properties, we create a trust holding real estate, and we 
create a trust holding marketable securities. 

I may have done it for tax avoidance entirely, though there was a 
ood business purpose in your mind and you did it for a legitimate 
usiness reason. Why should my arrangements be consolidated for 

tax purposes and your arrangements, which reached the same result 
taxwise, not be ? 

Mr. Farrer. Because this is really a penalty tax. It is perhaps 
somewhat like the old section 102. If we are going to impose a pen- 
alty, we ought to do it in those cases that we want to penalize and not 
in those cases where we don’t want to penalize. 

The Cuatrman. You do not believe, do you, that Congress is fore- 
closed from changing the tax treatment of trust income or distribu- 
tions in any respect where the change is applicable only to tax years 
after the enactment into law ? 
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Mr. Farrier. No, sir. Only Congress can write the tax laws and in 
their wisdom they can do whatever they see fit. 

The Cuarrman. Are there any further questions? 

Mr. Mason. Mr. Farrier, you have thrown a little light at least into 
that part of the tax forest that is known as subchapter J. I have one 
question in mind. . 

Is there some way to simplify these complicated problems if we 
would have estates of $100,000, $200,000, or whatever the amount is, 
administered mostly by inexperienced people, and say they shall be 
taxed on a simplified form something hke the individual income tax 
and these that are above that shall be taxed on this longer complicated 
form that will require experienced people to handle it ? 

Mr, Farrter. Mr, Congressman, I do not believe that this is an 
area quite comparable to the income tax area of dividing $5,000 returns 
and $10,000 returns. 

Mr. Mason. 90 percent of these estates come in the small groups and 
10 percent come in the large complicated group, and that is about the 
production of these simplified forms in individuals. 

Mr. Farrrer. That is true, Congressman, and if we could just get 
asimplified form of return which did not change the tax consequences, 
I would be delighted. The difficulty is [ cannot go along with the idea 
of taxing small estates on a different theoretical basis than large 
estates. I think they all have to be taxed on the same basis. 

When you get down to returns, certainly if you could have a simpli- 
fied tax return, you might have an election. You might ee in an 
election to cover your problem, that the small estates all elect to do 
this and get a lower tax as a result. I would have no objection to 
that, but I do not believe this is an area in which we can say $100,000 
estates are taxed at X dollars and $200,000 estates are taxed at Y 
dollars. 

Mr. Mason. What we could say is that $100,000 estates shall be 
taxed on this very simple form that requires practically no knowledge 
to administer, and al] above that shall be taxed on this complicated 
form which will require considerable knowledge. 

Mr. Farrier. Of course, I firmly believe that the advisory group’s 
proposal simplifies all estate administration. 

Mr. Mason. It does to some extent, but I would hate to have to 
administer, and I have heard explanations by the dozen of the thing, 
an estate under even that simplified form. 

Mr. Farrier. Mr. Congressman, I do not believe you had these 
complaints in 1939 and prior. This proposal, in my judgment restores 
the fate as it existed in 1939 for a 3-year period, and to that extent is 


a simplification. I do not believe you will have the complaints that 
you have had in the past 5 years. 

Mr. Mason. That is all, Mr. Chairman. 

The Cuarrman. Are there any further questions ? 

If not, we thank you, Mr. Farrier. You may remain seated if you 
desire to do so while Mr. Cohen testifies. 

Mr. Cohen, will you identify yourself for the record, please, sir ? 
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STATEMENT OF ALBERT H. COHEN, REPRESENTING THE CHAMBER 
OF COMMERCE OF THE UNITED STATES 


Mr. Couen. Yes, Mr. Chairman. I am Albert Cohen, with Pri 
Waterhouse & Co., New York. I am representing the Chamber o 
Commerce of the United States, talking on the “Subchapter K 
Advisory Group, Partners and Partnerships.” 

The CHarrMAN. You are recognized, sir. 

Mr. Counen. If I may, Mr. Chairman, I will very briefly paraphrase 
my prepared remarks here and file the statement for the record. 

The Cuarrman. With the understanding that the entire statement 
will appear in the record without objection. 

Mr. Conrn. In our comments here today we would like to restrict 
our remarks to matters of very broad policy. 

In the past, the taxation committee of the chamber has rendered its 
technical suggestions to this committee through the staff of the com- 
mittee and through Mr, Colin Stam and the Staff of the Joint Com- 
mittee on Internal Revenue Taxation, and we intend in these technical 
administrative areas to follow that same approach, 

We wish at the outset to say that the Advisory Group on Sub- 
chapter K is to be commended for the thorough study that it has given 
to that area and by and large the members of our committee find 
themselves in accord with the advisory group. We particularly wel- 
come the route taken by the advisory group in adopting the major 
framework of the partnership provisions that are presently in the 
code. These are highly technical. 

Unlike other major technical areas in the code, these are relatively 
new, having been codified in 1954, and we have relatively limited 
experience with them, and we somehow resist the idea of making 

rofound change until we are convinced that there is some real reason 

or making those changes. 

The advisory group has made a number of recommendations which 
we would like to single out for particular mention, some of them be- 
cause we endorse them, others because we are not in a position to 
endorse them. 

For one, the advisory group has recommended a clear statutory 
provision to be contained in the code that wherever elsewhere in the 
code a specific dollar limitation is imposed upon either the includa- 
bility or the deductibility of a given item, that that limitation be 
appled at the partner level rather than at the partnership level. This 
is the general rule as it is now expressed in the regulations, but even 
there it needs some reaflirmation in the views of the advisory group, 
and we share these views. 

A brief illustration of this might be brought out from the enactment 
in 1958 of the initial year’s depreciation allowance, which was a 
limited amount. In the case of depreciation on eligible property in 
the hands of the partnership, there was considerable confusion as to 
whether the limitations applied at the partner level or at the partner- 
ship level, and this was not resolved until the Treasury actually issued 
the instruction forms for the partnership returns, at which time the 
Treasury Department did take the approach of imposing the limit at 
the partner level rather than at the partnership level. 
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Closely related to this is the problem of elections. As you know, 
a number of elections specified in the code are specifically reserved 
for the partners in a partnership. Illustrative of that are the elections 
to expense intangible drilling costs, but there are other elections which 
must be made by the partnership. In fact, all the elections are made 
by the partnership unless the code specifies otherwise. 

We believe that it should be made clear that if a partnership does 
make an elec'ion which is binding on a partner, that binding effect 
is restricted tv the amounts that arise within the partnership area. 
Otherwise, we are fearful that an election by a partnership may 
deprive a partner who has but a very small interest in that partner- 
ship of the right to make a free election on more significant items 
that may arise in his own personal affairs. This conceivably could be 
handled by regulation. It could be handled on the basis of the treat- 
ing an individual’s interest in his partnership as a separate and dis- 
tinct business from his personal affairs and giving bins a Separate 
election in that manner, but this is somewhat uncertain and a statutory 
rule would be somewhat more desirable. 

Another recommendation of the advisory group which our grou 
supports is the recommendation that the std gate year be desma 
to close with the death of a partner unless the successor in interest to 
that partner elects to keep it open until the normal close of the partner- 
ship year or until some event such as a sale of the partnership interest 
or a distribution in liquidation of the partnership interest. 

We feel that this rule avoids some of the hardships that have been 
apparent under the rule contained in the code now and is more 
realistic and practical and equitable. 

Another recommendation that the advisory group has made which 
the chamber wishes to support is that the elections to make an adjust- 
ment of basis of partnership property on distributions by a partner- 
ship to the partners be separated from the election to make an 
adjustment of partnership basis where there is a transfer of a partner- 
ship interest. 

The reasons behind the desirability of separating this election are 
several. For one thing, the transactions on which the adjustments 
might arise are different. One is a transfer of an interest, which 
might be in the case of death. The other is a distribution by a 
partnership, in which case the partner may continue in the partner- 
ship; that is, the partner receiving the distribution. 

Furthermore, in the case of one election, that arising on the transfer 
of a partnership interest, the adjustment to basis applies only with 
respect to the transferee partner, whereas in the case of the other ad- 
justment to basis, that arising on a distribution, the partnership itself 
changes the basis, and because of these essential differences we feel 
that the elections should stand on their own feet and one should not 
affect the other. 

A large group of the recommendations of the advisory group are 
concerned with the problem of eliminating certain basic differences 
that appear in the subchapter K area from the treatment which ap- 
pears in subchapter C affecting corporations. : 

As a general rule, the chamber taxation committee believes that 
there should be no essential difference between the tax effect of a 
transaction on a partnership and on a corporation unless compelling 
reasons exist. 
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We are not suggesting that a complete entity concept be brought to 
bear on the partnership problem and that partnership pay a partner- 
ship tax as the corporation pays, but more in the nature of the techni- 
cal rules; that is, what is income to a corporation ought to be income 
to a partnership unless some reason can be found for distinguishing 
the two. 

The Congress has gone a considerable way toward achieving this 
result by enacting legislation permitting certain small partnerships 
to elect to be taxed as corporations. The reverse is now true where 
certain closely held corporations may make an election as to taxable 
status, which does not equate them with partnerships, but, in terms 
of the person on whom the tax is levied, does achieve somewhat that 
result. 

In general, we endorse these recommendations of the advisory 

up which would tend to iron out these differences. Some of those, 
Pcie mention, are the proposals to eliminate the differences in 
what gain and loss is recognized on transactions between related 

arties. 

. We feel that if a sale by a stockholder to a corporation with a cer- 
tain limit of control should be denied loss and should be denied capital 
gain treatment on the sale of certain properties, that substantially 
the same results should follow if a partner with substantially 
that same degree of control entered into a transaction with his part- 
nership. We believe that consistency should be sought. 

We also endorse the recommendation of the advisory group to per- 
mit an organizational expenditure amortization to partnerships. 
Here we note that there are differences in the definition of what con- 
stitutes organization expense and the manner in which the amortiza- 
tion is spread out in the case of the recommendation, and what we 
now have applicable to corporations. We believe that the corporate 
organizational expenditure deduction is unreasonably restrictive and 
we do favor the broader approach that is contained in the partnership 
advisory group recommendations. 

Now let me address myself briefly to the problem of collapsible 
partnerships. We are aware of course that this is a serious problem 
and we are in sympathy with the Congress in wishing to prevent 
the abuse of opportunities to convert ordinary income into capital 
gain, and we feel that within the recommendations made by the part- 
nership advisory group, there is a great deal that would strengthen 
the code. We cannot find anything specifically wrong at this time 
with the recommendations of the partnership group, and yet we must 
refrain from endorsing those recommendations because of the sub- 
stantial differences that exist between the collapsible partnership 
rules as recommended by this advisory group and the collapsible cor- 
poration rules that are recommended by the subchapter C group. 

Again, we feel that the collapsible problem as a practical matter 
arises in closely held organizations, and in such closely held groups 
there is a greater and greater flexibility in choosing whether to 
the corporate form or whether to go the partnership form, and if 
there is that flexibility in choice of form, we believe that the collapsible 
penalty rules should apply with equal force. 

4 ppd we would note that the subchapter K and subchapter 

visory groups differ on what is a collapsible asset. These differ- 
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ences in this case are minor. The basic approach as to what is a 
rig gone asset is the same in both the subchapter C and the subchap- 
ter K groups. 

The subchapter C group does provide a purging of tainted status 
after 3 years and it does provide a specie rule under which even 
inventories might be noncollapsible assets. 

In the case of distributions of collapsible assets, the partnership 
advisory group attacks that problem by saying simply that a partner. 
ship distributing collapsible partnership assets would result in those 
assets retaining their nature forever in the hands of the individual 
partners, and on any subsequent transaction in which gain or loss 
was recognized, that gain or loss would be ordinary income and could 
never achieve capital gains status. 

The subchapter C group would allow a 5-year period. After the 
5-year period, collapsible corporation assets could achieve a status 
in the hands of the stockholder of a capital asset nature, depending 
upon the stockholder’s business and how the assets are held by him, 
Both the subchapter K and subchapter C groups provide de minimis 
rules. These are different. 

We believe if a de minimis rule is to be provided, it should be ex- 
pressed on the same basis, and similarly in the case of distributions, 
which I looked to a moment ago, there is another substantial differ- 
ence between the suggested corporate rules and the suggested partner- 
ship rules. 

The partnership recommendations would attach no significance to 
a dintetbation as such of collapsible partnership assets, whereas, under 
the subchapter C group, certain non aliquot Risteibaicon of collap- 
sible corporation assets would generate ordinary income by the mere 
fact of the distribution. Therefore, we would like to suggest, rather 
than objecting to either the partnership recommendations or the cor- 
porate recommendations, that this area is one where additional study 
properly should be undertaken with a view to developing a group of 
recommendations which would apply consistenly to partnerships and 
to corporations insofar as that is possible. 

There are two other recommendations that the ep raeingy: advisory 
group made that we feel we cannot endorse at this time. I will just 
mention them briefly, if I may. 

The one is for the mechanical rearrangement of subchapter J. 
We see nothing seriously wrong with this. On the other hand, we 
see very little actually to be gained. There is no change of substance 
involved. . 

The advisory group believes that the rearrangement would place 
in one place all of those provisions affecting simple partnerships and 
that would be advantageous. We believe that on the other side is 
the possibility that even the simplest partnership might engage in 
a transaction which would not be covered by those simple partnership 
rules and, to the extent that obscurity is brought to the more technical 
rules that might apply, we believe there is a danger that members 
of these simple partnerships might be lulled into a false sense of 
tax security without knowing the full impact of the rules on them. 

The other recommendations which we do not believe to be necessary 
is the change in the general rule for determining the basis of a part- 
ner’s interest. 
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Under the present code, the basis of a partner’s interest is deter- 
mined by his original investment plus his undistributed profits, plus 
any additional investments, and minus withdrawals, very rational 

es, where the attention is directed to the partnership interest itself 
as an asset whose basis must be accounted for. 

Under the advisory group’s recommendation, that approach would 
be subordinated and made an alternative rule, and instead the basic 
rule would be that a partner’s basis for his partnership interest would 
be simply his pro rata share of the basis of all of the partnership’s 
assets, but because there would be two rules, a fundamental rule and 
an alternative rule, which would be just the reverse of what we now 
have, we feel that manifestly you would have to keep track of the 
basis under both rules, and if you would have to do that, we see very 
little to be gained by shifting emphasis. It perhaps might even offer 
the possibility for some choice, depending upon the fortuitous tax 
consequences that might result from a choice of one or the other, and 
so we would prefer not to see any change made in that area. 

These, then, Mr. Chairman, are the general comments I have to 
make. I thank you for this opportunity to present them to you. 

(Prepared statement of Mr. Cohen follows:) 


TESTIMONY OF ALBERT H. COHEN FOR THE CHAMBER OF COMMERCE OF THE UNITED 
Srates ON H.R. 4460 


I am Albert H. Cohen with Price, Waterhouse & Co., New York City. I 
appear here for the Chamber of Commerce of the United States to discuss re- 
visions in subchapter K, Partners and Partnerships, of the Internal Revenue 
Code as embodied in H.R. 4460. 

Because of the often highly complex nature of the subject matter of sub- 
chapter K and the limits of time, we do not wish to address ourselves at this 
time to the specifics of the numerous technical recommendations made by the 
partnership advisory group. The taxation committee of the chamber in the 
past has generally made its technical comments on proposed legislation avail- 
able to this committee through detailed memorandums for analysis by the 
technical staff of the Ways and Means Committee and through Mr. Stam, to 
the staff of the Joint Committee on Internal Revenue Taxation. 

Therefore our comments are restricted to several broad problems in the part- 
nership area with respect to which the subchapter K advisory group has 
made recommendations. 

At the outset we wish to commend the advisory group on the valuable study 
it has produced. Some of its recommendations may prove controversial and 
may not achieve legislative acceptance in the form proposed. Nevertheless the 
advisory group’s study does highlight the major trouble spots in the present 
partnership provisions of the code so that a solution may be sought. We par- 
ticularly welcome the acceptance by the advisory group of the basic structure 
of the partnership provisions enacted in 1954. Unlike other major statutory 
provisions, those relating to partnerships were almost wholly new in the 1954 
code. We believe that the basic framework of those provisions is sound, and 
until experience with ther clearly demonstrates a need for basic revision there 
is nothing to be gained from change for the sake of change alone. 

The advisory group has made a number of recommendations for clarifica- 
tion or change within the existing framework. With some exceptions we 
believe enactment of legislation embodying most of these recommendations will 
strengthen the code. 

The advisory group has recommended a clear statutory provision stating that 
wherever specific limitations are imposed elsewhere in the code on the deducti- 
bility or includibility of any item those limitations are to be applied at the 
individual partner level rather than at the partnership level. We support 
this recommendation. The need for such a statement of legislative intent 
was demonstrated recently when Public Law 85-866 was enacted containing a 
provision for a limited “initial year” depreciation allowance. There was un- 
certainty among taxpayers and tax advisers alike whether the limit on the 
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allowance would apply to a partnership or to its partners until the Treasury 
issued instructions for the 1958 partnership returns effectively imposing the 
limit at the partner level. A statutory provision such as recommended by the 
advisory group would resolve all such doubts clearly and consistently. 

Another problem closely related to this arises where elections must be made 
by taxpayers regarding the treatment of specified items of income or dedue- 
tions. Under the present rules all elections must be made by the partnership, 
rather than by the partners, unless specifically stated otherwise. We believe:this 
rule is sound but recommend that it be made clear that an election made by 
a partnership be binding upon the partners only insofar as the income or dedue- 
tion from the partnership is concerned. Otherwise a partner with only a minor 
interest in a partnership and no effective voice in its management may be de- 
prived of the right to an independent personal election governing the same item 
which arises in his affairs outside the partnership. 

The advisory group also recommends that a partnership year should close with 
respect to a deceased partner at the date of death, unless the successor in 
interest of the deceased partner elects to keep it open until the normal close 
of the partnership year. We believe this rule is a more realistic, practical, and 
equitable rule than the rigid one now contained in the code and urge its 
adoption. 

Another recommendation of the advisory group which we believe desirable 
is that the present election available to a partnership to adjust the basis of 
property on certain distributions or transfers of interests be separated and 
made into two distinct elections. The transactions now governed by the single 
election ; that is, distributions to partners and transfers of partnership interests, 
are quite unrelated, and the factors influencing the desirability of an election 
to adjust basis are often quite different. Furthermore, in the case of one 
transaction the basis adjustments affect all partners while under the other 
adjustments they affect only a transferee partner. Because of these essential 
differences we believe the elections should be separate. 

Several of the recommendations of the advisory group are intended to re 
move certain differences which now exist in the treatment of transactions or 
items in the partnership area from the rules applied to similar transactions 
arising in the corporate area. 

Substantial parts of the legislation enacted in 1954 and, more recently in 
Public Law 85-866, are directed at achieving consistency between partnership 
technical rules and those governing corporations and to minimize the tax 
effects of choosing one legal form of organization over another. Examples of 
these are the provisions permitting certain proprietorships and partnerships to 
be taxed as corporations and the election under subchapter S as to taxable 
status for certain closely held corporations. 

We believe in general that the rules governing partnerships should be con- 
sistent with those governing corporations unless there is a compelling reason 
for a difference. We therefore endorse the proposals of the advisory group on 
partnerships that the rules governing the treatment of gains and losses on trans- 
actions between partners and partnerships be amended to make them more 
consistent with the rules governing such transactions between stockholders and 
corporations. 

We also endorse the recommendation of the advisory group that partnerships 
be permitted a deduction over a period of 60 months of organizational expenses. 
We note that the advisory group recommendations differs in certain respects 
from the present rules relating to the deduction of organizational expenses of 
corporations. The definition of corporate organizational expenses is, we believe, 
unreasonably restrictive and we favor the broader, more realistic definition 
contained in the advisory group proposal. 

The advisory group has also recommended substantial changes in the rules 
governing “collapsible” partnerships. We recognize that there is a serious prob- 
lem in designing rules which prevent abuse of the general partnership pro- 
visions by taxpayers seeking to convert what otherwise would be ordinary 
income into capital gain by a sale or exchange of a partnership interest or by 
a distribution in respect of a partnership interest. We also believe, with the 
advisory group, that the present rules may not adequately deal with this problem. 

However we are not prepared at this time to support the changes recom- 
mended by the advisory group. We have noted the recommendations of the 
subchapter C advisory group on collapsible corporations and the substantial 
differences which exist in those recommendations and the ones made by the 
partnership advisory group. 
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While we cannot strongly object to any of the specific recommendations made 
on the collapsible problem, we feel that the problem is sufficiently similar in the 
partnership and corporate areas to warrant a separate, coordinated effort to 
achieve a set of rules which can be applied with reasonable consistency to both 
collapsible partnerships and collapsible corporations. 

In particular we believe that the following aspects of any collapsible rules 
should be the same for partnerships and corporations: 

1. The definition of collapsible assets.—The partnership advisory group recom- 
mends that such assets include all assets the sale of which would produce 
ordinary income. The subchapter C group definition is somewhat similar, but, 
in oversimplified terms, assets would not be collapsible assets if held for over 
3 years, with special meaning in the case of inventories. 

2. The character of collapsible assets distributed to partners or share- 
holders.—Under the partnership advisory group recommendation such assets 
would be forever preciuded from achieving true capital assets status. Regardless 
of their true character in the hands of the individual partner they would for- 
ever be tainted. Under the subchapter C advisory group recommendations 
such assets distributed to shareholders would remain automatically tainted for 
only 5 years. Thereafter their character would be determined under the gen- 
eral rules relating to character of assets generally. 

3. The provision of de minimis rules—Both the partnership and the sub- 
chapter C advisory groups would provide de minimis rules. In the case of 
partnerships the general collapsible partnership rules would not apply to any 
gain not in excess of $1,000. In the case of corporations the de minimis rule 
would apply only to shareholders owning less than 5 percent of the stock of the 
collapsible corporation, regardless of the dollar magnitude of the gain. 

4. The application of the collapsible rule to distributions.—Here the partner- 
ship advisory group would, for purely practical reasons, make the collapsible 
rules inapplicable to partnership distributions, taking care of preventing tax 
avoidance by making distributed collapsible assets permanently tainted. The 
subchapter © advisory group, on the other hand, provides highly detailed rules 
governing certain nonaliquot distributions. 

We believe the use of collapsible organizations to convert ordinary ineme 
into capital gain is confined by practical considerations largely to closely held 
organizations. In such organizations there is a relatively high degree of free- 
dom for the small group of individuals to choose either corporate or partnership 
form ‘Therefore we believe that substantially the same restrictions on capital 
gain treatment should apply, regardless of the form chosen. In view of this, and 
the major differences in the recommendations of the two advisory groups we urge 
that additional coordinated study be undertaken to develop recommendations 
for rules which would achieve a consistent result for collapsible partnerships and 
corporations. 

The partnership advisory group has made two other recommendations for 
changes which we feel are not necessary, and, in the interest of stability in the 
tax rules, we believe should not be adopted. One of these recommendations is 
for a mechanical rearrangement of the partnership provisions to group together 
those covering most “simple” partnerships. No changes in substance are involved 
here, and there may be a danger that taxpayers making their own analysis of the 
code will overlook rules appearing elsewhere which may apply. 

The other recommendation we believe to be not necessary relates to the gen- 
eral rule for determining the basis of a partner’s interest in a partnership. 
Under the advisory group’s proposal the general rule would be that the basis is 
determined by the partner's proportionate share of the basis of partnership assets. 
This general rule would be applicable only where it does not result in any sub- 
stantial difference in basis from the partner’s basis determined under existing 
Tules. Manifestly it would be necessary to know approximately what basis 
under both sets of rules would be, and, therefore, we do not believe the change 
to be either necessary or desirable. 

We have purposely confined our comments here to matters of broad application. 
We shall continue to study these partnership problems and shall submit addi- 
tional comments in writing if other suggestions seem appropriate. We again 
thank you for the opportunity to state our views. 


The Cuatrman. Mr. Cohen, we appreciate your bringing to the 


committee your views on the subject matter of the advisory group re- 
port on subchapter K. 
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You go along with the advisory group recommendation that the 
rules governing the treatment of gains and losses on transactions be- 
tween partners and partnerships be amended to make them more 
consistent with the rules governing such transactions between stock- 
holders and corporations, as I understand. 

Mr. Cowen. Yes, we do. 

The Cuarrman. Do you believe that the rules applicable to stock- 
holders and corporations are adequate at the present time? 

Mr. Conen. I cannot speak for the taxation committee of the 
chamber, but speaking for myself, I believe they are adequate. They 
have been with us for a number of years and, to my knowledge, are 
not abused in any way that has attracted attention. 

The Cuarman. I have been of the view that they are not adequate 
and I have tried to ascertain from those interested in consistency be- 
tween the two if it would not be better for us to make the consistency 
in the direction of more adequate rules. Would you say whichever 
direction we go, let’s make the two sets of rules consistent ? 

Mr. CoHen. Yes, we would say that. 

The Cuatrman. That would be your position ? 

Mr. Couen. That is our position ; yes, sir. 

The CHarrMan. On page 5 of your statement, you endorse another 
recommendation of the advisory group to allow deductions over 60 
months for organizational expenses. 

Do you believe the proposed deduction should extend to the ex- 
apa of raising capital and the expenses attributable to partnership 

uy and sell agreements ¢ 

Mr. Couen. In the case of partnerships, I believe those limits are 
nominal enough that they should be encompassed within the term “or- 
ganizational expenditures” ; yes, I do. 

The Cuarrman. Would we run the risk that such action in the part- 
nership field might be taken as a precedent for similar deductions 
outside the partnership area ? 

Mr. Conen. Yes, we probably do run that risk. 

The Cuarrman. Is there any way we could differentiate so that such 
action as you and the advisory group suggest in the partnership area 
would not serve as a precedent ’ 

Do the situations distinguish themselves enough ? 

Mr. Conen. You have in mind that this may give rise to an agitation 
for a deduction for estate planning cost or something of that sort by 
individuals. 

The Cuarrman. Ora deduction for corporations with respect to buy 
and sell agreements. 

Mr. Conen. No, I frankly have not thought seriously about that 
and I would hesitate to say anything without thinking it through. 

I do see the danger that there would be of an extension of that 
reasoning to the other areas. 

The Cuatrrman. You also asked to make the rules for collapsible 
corporations and collapsible partnerships more consistent to coordi- 
nate the two situations, as I understand. 

Mr. Couen. Yes. 

The Cuairman. Do you believe, then, that the partnership advisory 
group’s a to eliminate the collapsible rules in the case of part- 
nership 


istributions should not be adopted ? 
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Mr. Conen. No, I do not want to say that that should not be adopted 
because that is only one small part of the overall partnership recom- 
mendation. ‘To say that by itself makes it necessary to also adopt the 
other part of the partnership recommendation, to the effect that dis- 
tributed collapsible partnership peopenty retains a permanent ordi- 
nary income status. I am not sure that that is desirable in itself. 

If I may give an example, if we had a partnership which had 
section 1231 ae which, on balance, had a net loss built into it, 
under the definition of section 751 property that would come into the 
definition. It would be collapsible partnership property. 

If that property were then distributed to the partners, and held by 
them, regardless of the nature of it, in their agile it could never 
achieve capital asset status. Even if it is, let us say, depreciable prop- 
erty that would be used by the individuals in their trade or business, 
apparently under the advisory group’s recommendation it could never 
be treated as 1231 property. 

On a subsequent sale by the partner in a net gain year when under 
the present code rules he weil get capital gain treatment for all of 
his 1231 property, this distributed property would never be able to 
achieve that status. 

I am not sure that that is the desirable result. 

It does follow consistently from the rule of the partnership advisory 
group that distributions do not give rise to income. So that, I would 

esitate to say that that is the best rule or that that is a better rule 
than the one advocated by the Advisory Group on Subchapter C, which 
isclose to the present code rule. 

The Cuarrman. In discussing the collapsible problem in your paper, 
you seem to argue for permitting passage of time to cleanse the char- 
acter of the collapsible assets. 

Did I properly interpret your statement ? 

Mr. Conen. Yes, L believe that that should be. That has been a 
rule that has been with us. Originally, the collapsible corporation 
rules are intended to prevent certain transactions which are entered 
into with an interdicted intent and it should be reasonable that a 
sufficient time should elapse to give rise to a presumption that there 
was not that intent when the transaction was originally consummated. 

The Carman. I know that, but the passage of time might not 
necessarily be relevant in determining the question of intent. 

What I am thinking about is this: These collapsible assets represent 
ordinary income. Why should we permit an individual to convert 
ordinary income into capital gains by the passage of time, merely 
because he is financially able to do so? 

Mr. Couen. If he is going to elect to do that, he certainly exposes 
himself to whatever risks are inherent in that asset. If it happens to 
be inventory, as a practical matter you cannot sit around with inven- 
tory and wait 3 years just to be able to sell the share of stock at capital 
gain instead of selling the inventory at ordinary income. ‘Tastes 
change. Market values change. And during this waiting period, he 
certainly is at the risk of whatever market he is dealing in. 

The Cuatrman. That is true, but he could take some loss, could he 
not, and still be in better position through the process of converting 
the ordinary income into capital gains? 
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Mr. Conen. Certainly he could take some loss. His risk is not as 
great as if there would not be the conversion of ordinary income into 
capital gain. 

I question, in many cases, whether a prudent businessman would 
wait 3 years at the complete risk of the market under present conditions 
to achieve capital gain for something that would otherwise be ordinary 
income. 

The Cuarrman. Are there any further questions? Mr. Curtis? 

Mr. Curtis. I notice in your statement, page 7, with which I agree, 
you say, “We believe the use of collapsible organizations to convert 
ordinary income into capital gain is confined by practical considera- 
tions largely to closely held organizations.” Is it not equally true by 
the very nature of this that it is confined to only certain kinds of 
assets 

Mr. Conen. Yes. I think the types of assets in which it can be used 
are limited, yes. 

Mr. Curtis. In my own mind I was just taking a little inventory 
of the kinds of assets that do lend themselves to this, and I do find 
them sufficiently limited, I think, to where we almost could attack 
the problem from the standpoint of how the asset had been used to 
test whether it is a capital asset or ordinary income. I am always 
looking for some relation to reality to apply our rule, and I am just 
wondering whether we might not apply it on that basis. 

For instance, you mentioned inventory. There is an example of 
an attempt to convert what at one time has been part of the routine 
business, and therefore would be ordinary gain, into a capital asset 
because it is no longer being used in that fashion. 

By following that particular asset through, we could, I think, with 
some reason, determine whether that is what has been done. 

As I try to think of other assets that can be used through this 
collapsible procedure, whether it is a corporation or whether it is 
a partnership, [ almost think that we could catch them all. 

r. CoHEN. Well, one asset in which the collapsible rules might 
apply is one where the taxpayer, without any intent to convert ordi- 
nary income into capital gains, might have to do so, as in the case of 
real estate where a taxpayer might construct a building genuinely 
for rental purposes and, shortly thereafter, because of rapid appreci- 
ation, he may desire to sell it, and he may desire to sell his stock. He 
may be effectively prevented from doing that by operation of the 
collapsible rules. 

Mr. Curtis. You mean he is not prevented but he would have to 
“a certain taxes. 

he other test that I apply is: What is the economic effect of this? 
T am not worried about ws A the Federal Government gets money. 
I am worried about what deterrent it might be on following ordinary 
business prudence in doing it. 

A person who felt that way about his real estate certainly could sell 
if he wanted to and pay his tax, so that while it might have a tendency 
to lock in that investment, I think there would be good business judg- 
ment involved in his selling, which would overcome the tax advantage 
he might have from not selling. 

Mr. Conen. Under the present collapsible rules, of course, there 
would be the effect of converting capital gain into ordinary income. 
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Mr. Curtis. The differential is certainly an important one, but 
if he goes into it with his eyes open, what is his objective? You start 
out with his objective. It is not an economic one. It is a tax siphon. 

Iam frankly not too sympathetic with someone who has been caught 
not following out some basically economic reason for doing this or that, 
but doing it because he can gain in the tax, which, of course, is economic 
in itself, but separating that as a motive from things that are a matter 
of other business judgment. In applying that test, I am not too 
worried about people who get roy on the tax part if their original 
reason for doing it was to get a tax benefit. 

Mr. Conen. Well, that is all right, but, if their original reasons for 
engaging in the transaction were not determined by reference to tax, 
then it is different. 

Mr. Curtis. That is where I would feel that we want to be sure 
that our tax laws do not impede. That is what I want to free up. 
Many of these things that come here are not of that caliber. That is 
why I tend to be unsympathetic. Most of the situations we find keep 
talking about equities, but essentially the reason for ever getting into 
the situation has been an attempt to subvert the tax laws. 

Mr. Conn. I think the objective should be to cut off those attempts 
and at the same time not to penalize the people who were in it, the 
ones that brought it about. 

The Craamman. Are there any further questions / 

If not, gentlemen, we thank you again for coming to the committee 
and presenting your views. 

Thank you very much. 

Our next witnesses represent the American Institute of Certified 
Public Accountants—Mr. Jensen, Mr. Mills, and Mr. Wakely. —__ 

Mr. Jensen, will you identify yourself for the record by giving 
your name, address, and the capacity in which you appear? 


STATEMENTS OF WALLACE M. JENSEN, GENERAL CHAIRMAN, 
COMMITTEE ON FEDERAL TAXATION; LESLIE MILLS, CHAIRMAN, 
SUBCOMMITTEE ON CORPORATIONS AND STOCKHOLDERS; AND 
MAXWELL A. H. WAKELY, CHAIRMAN, SUBCOMMITTEE ON ES- 


TATES AND TRUSTS, AMERICAN INSTITUTE OF CERTIFIED 
PUBLIC ACCOUNTANTS. 


Mr. Jensen. Mr. Chairman and members of the committee, my 
name is Wallace M. Jensen, from Detroit, Mich. I am here on behalf 
of the committee on Federal taxation of the American Institute of 
Certified Public Accountants, the national professional society of 
CPA’s. I am general chairman of our tax committee. I am accom- 
panied by two of the chairmen of the subcommittees which have stud- 
ied the reports of the advisory groups: Mr. Leslie Mills, of New York, 
on my left, corporations and stockholders; Mr. Maxwell A. H. Wake- 
ly, of Boston, on my right, estates and trusts. 

Before offering our views, I should like to make a few brief re- 
marks by way of explanation. 

Our subcommittees have not reviewed the bills introduced this ses- 
sion which reflect the recommendations of the advisory groups: 
H.R. 3041, subchapter J; H.R. 4459, subchapter C; H.R. 4460, sub- 
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chapter K. Accordingly, our suggestions and interpretations are 
based on the advisory group reports and their suggested statuto 
wording and do not take into account any changes which may have 
been made in the bills recently introduced. , 

The reports show clearly that much time was devoted to the prob- 
lems considered by the advisory groups. While we differ in some re- 
spects with the proposals made in these reports, we are agreed that 
the advisory groups deserve sincere thanks and congratulations for 
their efforts to suggest improvements in these intricate areas of a 
complex law. 

e have followed the work of the advisory groups with great in- 
terest. This opportunity for improvement and simplification of our 
law is of major importance, and we have devoted the major part of 
our committee work to a study and discussion of the reports. We 
have been toga and gratified to note in these reports the adoption 
of some ideas which our committee has recommended in the past. 

Earlier opportunities in the last 2 years to discuss these reports 
with your committee and your advisers have been very helpful to us, 
We trust that our comments at this time will be helpful to you. 

Mr. Chairman, I would like to explain that we had a package 
containing three separate memorandums, one each on subchapters 
C, J, and K. We would like to discuss them in that order. 

Mr. Mills will discuss subchapter C; Mr. Wakely, subchapter J; 
and then I will conclude with a very brief discussion of subchapter K. 

We would like, with your permission, to offer these memorandums 
for the record. 

The CuHatrman. Without objection, the entire statement will be 
included in the record. 

(The memorandum on subchapter C follows :) 


AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS 
COMMITTEE ON FEDERAL TAXATION 
MEMORANDUM ON Apvisory Group Reporr ON SuBCHAPTER C 
SECTION 302 


Redemption of preferred stock (sec. 8302(b) (5) ) 


The advisory group has proposed that redemptions of preferred stock should 
be treated as a distribution in part or full payment in exchange for such stock 
if the shareholder owns less than 1 percent of the common stock and 1 percent 
of the voting stock in the company after the redemption. There is little doubt 
that under such circumstances a redemption would be treated as an exchange 
even without the proposed amendment. Thus, the proposed rule seems 
unnecessary. 

Furthermore, the proposed rule would tend to destroy present flexibility in 
making such redemptions. The artificial standard would tend to make suspect 
all redemptions where the percentage owned after redemption is greater than 
1 percent, even though the advisory group report contains a denial of such 
intended effect. 

It is conceivable that under some circumstances a redemption, which should 
be treated as a distribution of earnings, would meet the proposed require- 
ments, and would, therefore, be taxed at capital gains rates. 

It is true that the proposed amendment would eliminate the need for a 
number of rulings. But if the purpose of the amendment is to reduce the 
administrative burden, it would seem that this could be accomplished by the 
issuance of a revenue ruling which would delineate basic guides under which 
a redemption of preferred stock would be eligible for treatment as a payment 
in exchange for the stock. 
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If a statutory provision is considered more desirable, then the 1-percent 
rule should be a rule of presumption rather than of conclusiveness. A rule of 
presumption would permit some latitude in measuring compliance with statu- 
tory requirements and would be effective in preventing possible avoidance by 
deliberate compliance with a fixed standard. 


Complete termination of interest must include termination of spouse’s interest 
(Sec, 302(¢)(2)(A)) 


The advisory group has proposed that attribution between spouses should 
continue to apply in cases of a redemption in complete termination of an interest. 
There are too many situations where attribution under such circumstances 
would be inequitable. The fact that the spouses are not separated in accordance 
with the rules of proposed section 318(a) (1) (A) (i) does not mean necessarily 
that the taxpayer, after a termination of his interest, will be able to maintain 
an effective voice in the management of the corporation. The harm which might 
possibly be done by the proposed change offsets considerably the limited amount 
of avoidance which would be controlled. In our opinion, the rules of the present 
section 802(c)(2) provide sufficient protection in this situation. Except as 
therein provided, there should be no attribution of ownership in a complete 
termination of interest. 

Retention or enforcement of rights as a creditor (sec. 302(€) (2) (C) (ii) ) 

The advisory group has proposed an amendment to permit the reacquisition 
of a stock interest during the 10-year period following a distribution which 
terminated an earlier stock interest, provided the reacquisition arises out of the 
enforcement of rights held as a creditor. In such situations, it would be un- 
necessary to reexamine the earlier distribution in the light of the rules of 
constructive ownership. The need for this proposal is questionable. It would 
seem that the creditor has other remedies which afford him some protection, 
eg., a right to proceed against corporate property. If such remedies are inade- 
quate, the reacquisition of a stock interest would not seem much better. The 
only limitation to this new provision would be that the reacquisition may not 
be reaosnably anticipated at the time of redemption or creation of the creditor 
relationship, whichever is later. The proposal would permit too great an op- 
portunity for avoidance and should not be enacted. 


Lost basis (sec. 802(e)) 


The advisory group has recommended statutory adjustments to account for the 
basis of stock which has been redeemed and the redemption has been treated 
as a distribution under section 301. We are’in general agreement with the pro- 
posed rules. However, the proposed statutory wording and the report would 
permit the taxpayer a free choice of increasing the basis of the stock he owns 
or permitting an increase in the basis of stock, the ownership of which is at- 
tributable to him. <A loss deduction could be claimed only if the shareholder 
owned directly no other stock and did not elect to have basis transferred to 
stock whose basis is attributable to him. 

We recommend that the possible adjustments muct be made in the order 
listed. Thus, if other stock in the corporation is owned by the shareholder, the 
only possible adjustment should be to increase the basis of such stock. The 
taxpayer should not be allowed a loss deduction unless he owns no other stock 
in the corporation and there is no other person whose stock would be attributable 
to the taxpayer. The statute of limitations should be reopened to the extent 
hecessary to permit recovery of tax attributable to this adjustment. 


SECTION 305 


Proposed section 305(b) (3) would make taxable the stock dividends received 
where the corporation has two classes of common stock with dividends payable 
in cash on one class and payable in stock on the other. The proposal seems 
inconsistent with the present philosophy expressed in the rules for treatment 
of stock dividends. 

The proposal would interfere with many legitimate business transactions. 
By the use of the two classes of stock, a corporation can continue to distribute 
dividends but at the same time retain sufficient cash for future expansion. 

The shareholder who invests in a stock which pays stock dividends instead of 
cash is not motivated in all cases primarily by tax avoidance. Such a share- 
holder is willing to permit his investment to accumulate in the corporation on 
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the possibility of an increased return at a later date. This willingness to retain 
funds in an investment should not be penalized. 

The advisory group recognized these arguments against their proposal, but 
expressed fear of abuse. We believe that at the very least no legislative action 
should be taken unless and until these fears are realized. 


SECTION 306 


Charitable contributions of section 306 stock 


The report of the advisory group suggests an amendment to section 170 
which would reduce the charitable contribution of section 306 stock by the 
amount which would be treated as gain from the sale or exchange of such 
stock if it had been sold at fair market value instead of contributed. The use 
of section 306 stock for a charitable contribution is only one small part of the 
larger problem of contributions in kind. It is not desirable to handle such 
problems in a piecemeal fashion. It would be preferable to defer any proposals 
on this aspect of the problem until the entire question can be considered. 


Common stock received in reorganizations (sec. 306(c) (3) (A)) 


The report of the advisory group expressed the intent to conform the treat- 
ment of common stock received in a reorganization in satisfaction of the pre- 
ferred dividend arrearages to the treatment of common stock distributed as a 
dividend in respect of suck arrearages. The proposed statutory wording does 
not appear to carry out this intent. As proposed, section 306 stock would in- 
clude that stock which is received with respect to dividends for the current or 
preceding year rather than merely the stock which is not applicable to such 
dividends. It is suggested that the proposed statute be amended to accomplish 
the results set forth in the statement of intent in the report. 

The advisory group report recognized the existence of a “lost basis” problem 
in section 306, but concluded that while further consideration might be given 
to this problem, it is not pressing. We do not agree that the problem is not 
pressing and, particularly, we do not accept the reason for postponing action— 
that the section is particularly an in terrorem provision. We fear that the 
provision might rather operate as a trap for the unwary and recommend a 
legislative solution. 

SECTION 307 


Additional limitation on application of zero basis rule (sec. 8307(b) (1) (C)) 

The advisory group has proposed that the application of the zero basis rule 
under section 307 should be restricted to those situations where the fair market 
value of the rights received does not exceed $1,000 at the time of the distribu- 
tion. The suggested change would not eliminate the possibility of avoidance. 
As worded, the proposal would permit a series of distributions, none of which 
exceeds $1,000 in value. To prevent this, it would seem desirable to make it 
clear that the proposed limitation applies to each shareholder once a year with 
regard to each company in which he owns stock. Subject to this comment, the 
proposed additional limitation is appropriate. 


SECTION 311 


Taz treatment of inventory assets distribution (sec. 311(d) ) 

The advisory group has recommended that adjustments should be made 
to the gross income of any corporation distributing inventory assets. In our 
opinion, this proposal would cause severe accounting problems in the determi- 
nation of income for any year in which such a distribution was made. Fur- 
thermore, the proposal would ignore valid distinctions in accounting for costs 
and expenses. 

The proposed recommendation seems to confuse costs and expenses. In a 
broad sense, the word “expense” includes all costs which are deductible from 
revenues. Typically, distinctions are made between various types of expenses, 
such as cost of goods sold, operating expenses, selling and administrative ex- 
penses, ete. Any expenses incurred in the course of operation of a corporation 
are attributable to some extent to the assets produced during the year by the 
corporation. However, in accounting, it is customary to use the term “expense” 
in reference to such items as operating, selling or administrative expenses, 
interest, and taxes. Items entering into the computation of cost of manufactur- 
ing such material, labor, and overhead usually are not described as expenses 
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but are designated as “costs.” The distinction between costs and expenses does 
not seem to be recognized in the proposed statutory wording. 

Thus, the requirement that gross income be increased by a portion of “any 
deductions, credits or allowances allowed in prior taxable years” and the dis- 
allowance of “deductions attributable to expenses with respect to such assets 
in the taxable year’ would force taxpayers who distributed such assets to make 
an artificial allocation to such assets of nonmanufacturing overhead in the 
many cases in which no information is available on which to base a sound 
allocation. 

We do not favor the granting of a double deduction by the distribution of 
inventory assets. The revenue would be sufficiently protected if, with regard 
to any inventory assets distributed during the taxable year, the law required 
an elimination of any amounts with respect thereto which would otherwise be 
reflected in the computation of cost of goods sold under the method of account- 
ing followed by the taxpayer. This would include assets in the opening in- 
yentory as well as assets produced during the year. Depending on which assets 
were distributed, the adjustment would be made by reducing the opening in- 
ventory or adjusting the current year’s costs for materials, labor, and manu- 
facturing overhead applicable thereto. 


SECTION 317 


The advisory group has proposed a statutory definition of corporate 
indebtedness. 

We have some question as to whether in practice a formula approach can be 
applied to a problem which the courts have been appraising on the basis of 
individual economic facts. 

However, if the 5 to 1 ratio for shareholder debt is to be continued (or some 
other ratio), we suggest clarification in some respect. 

It is not clear what treatment will be accorded debt where the proposed ratio 
is exceeded. For example, if the ratio of debt to capital is 7 to 1, there is no 
indication of how 5 of the debts should be treated. It would seem desirable 
that, at a minimum, the 5 to 1 ratio should always be acceptable. Thus, in the 
situation suggested, 5 out of the 7 debt should be considered as indebtedness 
within the meaning of this statute, and the remaining 2 could be debt or capital, 
depending upon the facts and circumstances. 

It is not certain whether the 5 to 1 ratio will be applied by taking into con- 
sideration earned surplus of the corporation. The proposed amendment sug- 
gests as the alternative base “the total of the capital and surplus paid in.” It 
should be made clear whether this phrase means amounts paid in at book value, 
or the net worth of the corporation at book value. 

Section 30 should be amended to provide that the presumptions of section 317 
be applicable regardless of when the debt was incurred. 


SECTION 318 


Attributions from grandparents (sec. 318(a) (1) (A) (it) ) 

The advisory group has proposed that there be attribution of stock owned by 
grandparents to their grandchildren. The proposed change seems unwarranted 
since it is doubtful that grandchildren can effectively control the action of 
their grandparents in most instances. In the absence of such control, attribu- 
tion does not seem equitable and should not be required. 


Attribution from partnership (sec. 318(a) (2) (A)) 


The advisory group has proposed that stock owned by a partnership should 
be attributed to any partner having an interest of 5 percent or more in either 
capital or profits of the partnership in proportion to the greater of his interests 
in capital or profits. It would seem that a sounder rule would be to have the 
statute provide that, in general, the partnership agreement should control. A 
partner with an interest in profits may have no interest in capital. Under 
such circumstances, it would be unrealistic to attribute to him ownership of a 
partnership asset which in fact belongs to other partners. 


SECTION 331 


A substantial change has been proposed in the treatment of corporate liquida- 
tions. We are in agreement with the basic approach recommended. 
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SECTION 332 


Sale of minority stock interests (sec. 332(b)(1)) 

The advisory group has proposed an amendment which would prevent the 
avoidance of the effect of section 332 by a sale of less than a majority of the 
voting power of all classes of stock. The proposed amendment seems unnee 
essary. In view of the proposed approach for treating taxable liquidations 
under section 331, it would seem simpler to make section 332 completely elec 
tive. As section 331 would be amended, gain upon a liquidation would be ree 
ognized only to the extent of a difference between the basis of property to 4 
corporation and the basis to the corporate shareholder for its stock in the gsub- 
sidiary. Generally, this amount would be equal to the accumulated earnings 
and profits. It might even be possible for a subsidiary to declare a dividend 
to eliminate the earnings and profits and such dividend would be taxable to 
the parent at only 7.8 percent. The subsidiary could then be liquidated at 
no tax. 

The issuance of additional stock would be another way in which section 332 
would continue to be elective. Where the corporate charter permitted it, the 
subsidiary could issue additional stock to be purchased by the prospective buyer 
of the small interest the parent might otherwise sell. This would have the 
same effect of reducing the parent’s interest below 80 percent and would effec. 
tively avoid treatment under section 332. 


SECTION 343 


The advisory group has proposed a complete revision in the taxation of gains 
arising from the sale or exchange of stock in a collapsible corporation. It does 
seem that since 1950 the tax treatment of this problem has become far too con- 
plex. Simplification, even at the expense of the revenue, may be desirable. 

Rather than revise the statute completely, we would suggest that the present 
section 341 should be retained with amendments to include the more desirable 
recommendations of the advisory group. This would require an amendment 
to provide for the fragmentation of gain to be recognized as ordinary income 
to each shareholder. The proposed definition of section 343 assets is more 
comprehensive than its counterpart in the present statute and present section 
341 should be amended accordingly. 

Although the proposal for treatment of nonaliquot distributions would create 
difficulties in valuation, the change is desirable and should be included in the 
present statute. 

There has been considerable discussion in recent months over the effect of 
the new subchapter S on the collapsible corporation provisions. A number of 
commentators have suggested that a corporation qualifying under the sub- 
chapter can effectively avoid the provisions applicable to collapsible corpora- 
tions. If the collapsible corporation provisions are to be amended in any way, 
it would seem desirable to consider the effects of subchapter S and to take into 
account the possibility of avoidance by use of this new election by a small 
business corporation. 

SECTION 346 


Termination and reduction of business rule (sec. 346(c) (4), sec. 346(d)) 

The advisory group has recommended that in order to have a termination 
of a business within the meaning of section 346, the assets distributed must be 
equal to 20 percent of the excess of the fair market value of all assets over 
liabilities before the distribution. There is no need for so strict a requirement. 
Under many circumstances, an active business would represent considerably 
less than 20 percent of the net fair value of corporate assets. By its very na 
ture, a separate business is not an incidental asset of the corporation but should 
be considered sufficiently significant so that its termination could be used as 
the basis for a partial liquidation. The creation of an artificial percentage 
test is undesirable and unnecessarily stringent. However, we recognize the 
need for a formula test for the proposed rule on reduction of a business. 


Coordination with section 3802 (sec. 346(e)) 

The proposed amendments of the advisory group bear upon the present section 
346(b) of the Internal Revenue Code of 1954. However, the report implies that, 
as revised, the provisions are a change in the law rather than a clarification. 
If this revision is enacted, it would be desirable if any legislative report made 
it clear that no change in present law is contemplated. 
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SECTION 381 


Catchall provisions (sec. 381(c) (17) ) 

The advisory group has proposed that the acquiring corporation should be 
treated in the same manner as the transferor corporation with respect to any 
item or for any purpose not otherwise referred to in section 381(c) if it is 
established that such item or purpose is in a category similar to that of any of 
the items referred to, and that such treatment is consistent with the treatment 
of such items. The report states a number of specific items which would be 
eligible under this catchall provision. If specific items are known at this time, it 
would be preferable to state them in the stutute. At later dates, when additional 
items arise, the statute should be amended further. This may require periodic 
amendment, but it seems preferable to the uncertainty which the general 
provision creates. 

For example, it is not clear whether an item which is not of the type specified 
in the report is presumed ineligible for carryover treatment. In addition, there 
is no certainty that committee reports of legislation enacting this proposal will 
include the advisory group’s comments. As time would go on, the report of the 
advisory group would assume less significance as legislative history. In any 
event, it is doubtful that the advisory group's suggested items would support 
the carryover of an item not mentioned in the report, e.g., a bad debt reserve. 

It is suggested that section 381 should be amended to provide specifically for 
the items mentioned in the report and also for the treatment of bad debt reserves. 

We also suggest that the carryover rules should be applied to items of income. 
Our committee made this recommendation in our submission dated February 3, 
1958, No. 127 of which read as follows: “On the inheritance of carryovers, the 
carryovers should likewise apply to items that the predecessor would have had 
to report as income, and to the same Classification of items as in the hands of the 
predecessor, and should not be restricted merely to deductions. For example, 
if a successor receives a property which in the hands of the predecessor was 
amortized under section 168, any gain on disposition by the successor should be 
subject to the provisions of section 1238.” 


SECTION 382 


The advisory group has proposed a new set of rules for the limitations on net 
operating loss carryovers. ‘The proposal does not seem to represent a sufficient 
improvement over the present statute to warrant an enactment. It is believed 
that section 382 has had a substantial effect in limiting the traffic in loss 
corporations. In all fairness, it does not seem possible to determine the effec- 
tiveness of the present section 382 until regulations are available. 

Mr. Jensen. Thank you, sir. 

Then we will merely comment on some of the items included therein. 

The Cuairman. Do you want Mr. Mills, then, to begin now ¢ 

Mr. Jensen. I would like to ask Mr. Leslie Mills to take over. 

The Cuamman. Will you identify yourself for the record, please, 
sir? 

*Mr. Mirus. I am Leslie Mills of New York and, as Mr. Jensen 
explained, 1 am chairman of the subcommittee on corporations and 
stockholders of our organization. 

On the basis, Mr. Chairman, that you have accepted the more com- 
plete memorandum on subchapter C, I would like to comment on just 
some of the points in that memorandum. They are more or less tech- 
nical. I just want to emphasize some of them. 

The first is on section 302(e) which deals with the so-called lost 
basis problem in redemptions. 

In the statement that is scheduled by section number that would be 
on page 5. 

This lost basis matter we have been bringing up before this com- 
mittee for some time and in this situation the advisory group has 
recommended statutory adjustments to account for the basis of stock 
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which has been redeemed and the redemption has been treated as a 
distribution under section 301. We are in general agreement with 
the proposed rules. However, the proposed statuto wording and 
the report would permit the taxpayer a Bes choice under this cireum- 
stance of increasing the basis of the stock he owns or permitting an 
increase in the basis of stock the ownership of which is attributable 
to him. A loss deduction could be claimed only if the shareholder 
owned er no other stock and did not elect to have basis trans- 
ferred to stock whose basis is attributable to him. 

_ We recommend that the adjustments should be required to be made 
in the order listed. 

Mr. Mason. I am afraid, Mr. Chairman, that some of our members 
cannot hear. 

The Cuarrman. Will you please speak more loudly? 

Mr. Mitts. We recommend that the adjustments ired to be 
made should be required to be made in the order listed. Thus, if 
other stock in the corporation is owned by the shareholder, the only 
possible adjustment should be to increase the basis of such stock. The 
taxpayer should not be allowed a loss deduction unless he owns no 
other stock in the corporation and there is no other person whose 
stock would be attributable to the taxpayer. If this suggestion is 
considered, it would be necessary to provide for reopening the statute 
of limitations to the extent necessary to permit recovery of tax attrib- 
utable to this adjustment. 

I would like to comment on the so-called Citizens Utilities matter, 
which is covered by section 305(b) (3) and is on page 1 of the report 
of your staff to the committee. 

The proposed section 305(b) (3) would make taxable the stock divi- 
dends received where the corporation has two classes of common stock 
with dividends payable in cash on one class and payable in stock on 
the other. We think the proposal seems inconsistent with the present 
philosophy expressed in the rules for treatment of stock dividends. 

The proposal would, in our judgment, interfere with many legiti- 
mate business transactions. By the use of the two classes of stock, a 
corporation can continue to distribute dividends but at the same time 
retain sufficient cash for future expansion. 

The shareholder who invests in a stock which pays stock dividends 
instead of cash is not motivated in all cases primarily by tax avoid- 
ance. Such a shareholder is willing to permit his investment to ac- 
cumulate in the corporation on the possibility of an increased return 
at a later date. This willingness to retain funds in an investment 
should not be penalized. 

The advisory group, in its report, recognized these arguments 
against their proposal, but expressed fear of abuse. We believe that 
at the very least no legislative action should be taken unless and until 
these fears are realized. 

I want to go back to the lost basis problem again because that comes 
in many sections of the code. 

The advisory group in discussing amendments to 306 recognized 
that there is a lost basis problem in 306 because in a dividend that 1s 
called 306 stock and then maybe when disposed of treated as ordinary 
income the basis for that stock gets lost. The group recognized that 
while further consideration might be given to this problem it is not 


pr 
tic 
sec 
pr 
] 
r 
of 
tio 
$1, 
it ¢ 
ay 
| 
on 
dis 
to | 
] 
len 
| dis 
val 
"7 
In 
ded 
var 
per 
inci 
son 
Ho 
pen 
mal 
desc 
bet 
pose 
T 
of 
year 
who 
info 
Mes 
t 
' bes 
trib 
any 
in tl 
ing | 
Inve 
whic 


oc 


AMEND INTERNAL REVENUE CODE 701 


pressing. We do not agree that the problem is not pressing and par- 
ticularly we do not accept the reason for postponing action, that the 
section is particularly an interrorem provision. e fear that the 
rovision might rather operate as a trap for the unwary. We would 
like to see some solution considered. 

In an attempt to prevent possible abuse the advisory group has 
proposed that the application of the zero basis rule under section 307 
should be restricted to those situations where the fair market value 
of the rights received does not exceed $1,000 at the time of the distribu- 
tion. We think the suggestion is very much in order but we feel it 
will not eliminate the possibility of avoidance. As worded, the pro- 

1 would permit a series of distributions, none of which exceeds 

1,000 in value. To prevent this, it would seem desirable to make 

it clear that the proposed limitation applies to each shareholder once 
a year with regard to each company in which he owns stock. 

On page 17 of the staff report to the committee there is a comment 
on section 311 with respect to the tax treatment of inventory assets 
distributions. 

The advisory group recommended that adjustments should be made 
to the gross income of any ae distributing inventory assets. 

In our opinion, this proposal would cause severe accounting prob- 
lems in the determination of income for any year in which such a 
distribution was made. Furthermore, the proposal would ignore 
valid distinctions in accounting for costs and expenses. 

The proposed recommendation seems to confuse costs and expenses. 
In a broad sense, the word “expense” includes all costs which are 
deductible from revenues. ‘Typically, distinctions are made between 
various types of expenses, be as cost of goods sold, operating ex- 
penses, selling and administrative expenses, et cetera. Any expenses 
incurred in the course of operation of a corporation are attributable to 
some extent to the assets produced during the year by the corporation. 
However, in accounting, it is customary to use the term “expense” 
in reference to such items as operating, selling or administrative ex- 
penses, and so on. Items entering into the computation of cost of 
manufacturing, such as material, labor, and overhead usually are not 
described as expenses but are designated as “costs.” The distinction 
between costs and expenses does not seem to be recognized in the pro- 
posed stautory wording. 

Thus, the requirement that gross income be increased by a portion 
of “any deductions, credits or allowances allowed in prior taxable 
years” and the disallowance of “deductions attributable to expenses 
with respect to such assets in the taxable year” would force taxpayers 
who distributed such assets to make an artificial allocation which no 
information is available on which a sound allocation could be based. 

We, of course, do not favor the granting of a double deduction 
by the distribution of inventory assets. We think the revenue would 
be sufficiently protected if, with regard to any inventory assets dis- 
tributed during the taxable year, the law required an elimination of 
any amounts with respect thereto which would otherwise be reflected 
in the computation of cost of goods sold under the method of account- 
ing followed by the taxpayer. This would include assets in the opening 
mventory as well as assets produced during the year. Depending on 
which assets were distributed, the adjustment would be made by 
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reducing the opening inventory or adjusting the current year’s costs 
for materials, labor and manufacturing overhead applicable under the 
taxpayer’s accounting system. 

Turning now to section 332(b) (1), on sale of minority stock inter- 
ests, the advisory group has proposed an amendment which would 
prevent the avoidance of the effect of section 332 by a sale of less than 
a majority of the voting power of all classes of stock. We feel that this 
amendment is unnecessary. 

In view of the proposed approach for treating taxable liquidations 
under section 331, it would seem simpler to make section 832 com- 
pletely elective. Assection 331 would be amended, gain upon a liquida- 
tion would be recognized only to the extent of a difference between 
the basis of a to a corporation and the basis to the shareholder. 
Generally, this amount would be equal to the accumulated earnings 
and profits. It might be possible, under some circumstances, for a 
subsidiary to declare a dividend to eliminate the earnings and profits 
and then it could be liquidated without tax, so that all in all we think 
there is no reason for the amendment. 

There are suggestions in the advisory group report which we would 
suggest be enacted. We would like to see provision made for frag- 
mentation of gain and adoption of the proposed definition of 343 assets 
in the present section 341 but we feel that a complete revision at this 
time would not be in the best interests of the taxpayers or the Gov- 
ernment itself. 

There is one item not covered by the advisory group report in the 
collapsible area which we would like to draw to your attention. 

There has been considerable discussion in recent months over the 
effect of the new subchapter S on the collapsible corporation provisions, 
A number of commentators have suggested that a corporation —s 
ing under the subchapter can effectively avoid the provisions appli- 
cable to collapsible corporations. If the collapsible corporation pro- 
visions are to be amended in any way, it would seem desirable to 
consider the effects of subchapter § and to take into account the possi- 
bility of avoidance by use of this new election by a small business 
corporation. 

We have two comments on section 381, carryovers in certain corpo- 
ration acquisitions. 

The advisory group has proposed that the acquiring corporation 
should be treated in the same manner as the transferor corporation 
with respect to any item or for any purpose not otherwise referred 
to in section 381(c) if it is established that such item or purpose is 
in a category similar to that of any of the items referred to, and that 
such treatment is consistent with the treatment of such items. The 
report states a number of specific items which would be eligible under 
this so-called catchall provision. 

We feel that in the interest of clarity in the future that if specific 
items are known at this time they should be stated in the statute and 
as other items are determined they should be stated in the statute too. 

For example, it is not clear whether an item which is not of the 
type specified in the report is presumed ineligible for carryover 
treatment. 

We wish to suggest also that in the future the advisory group report 
will not always be available to taxpayers. 
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Finally, with respect to section 382 or carryovers, we have gone 
into this at some length and note that the advisory group has proposed 
a new set of rules on operating loss carryovers. . 

That completes my statement, Mr. Chairman, except I would like 
to point out that those sections covered and others in our reports sub- 
mitted to you are only on some of the sections of the advisory group 
report. 

e went over all of it and, while those we have talked about have 
brought some criticism from us, I would like to say in conclusion that 
by and large we were most impressed by the work done and, by and 
large, we felt it was a very capable job worthy of consideration by 
the committee. 

Thank you. 

The CuarrMan. Before we leave the subject of subchapter C, there 
may be some questions that the members of the committee would like 
toask of Mr. Mills. 

Are there any questions at this point? 

Mr. Mills, in your discussion or in your consideration of the prob- 
lems in 302(e), did you think of the situation involving the dealer 
in such stock and how we should treat that situation ? 

Mr. Mrixs. You mean if the taxpayer were a dealer? 

The CuarrMAN. Suppose that the redeeming stockholder is not a 
dealer in such stock but that the shareholder whose stock is attributed 
to the redeeming shareholder is a dealer. Is it intended in that situ- 
ation to permit the redeeming shareholder to add the basis of his 
redeemed shares to the dealer’s basis? 

Mr. Mitts. I think that is what the language of the statute implies. 

The Cuarrman. Have you given sonalbanttien to this problem ? 

Mr. Mitts. No, I have not. 

The Carman. On page 5 of your statement, you say that the 

roblem of the charitable contribution of section 306 stock should 

handled as a part of the broader problem of charitable contributions. 
How far does the ATA recommend that we go with respect to the con- 
tribution of appreciated stock ? 

Mr. Mitts. Well, in previous years, Mr. Chairman, the ATA has 
made specific recommendations that the law should provide at the very 
least, if I remember right, that no one should be able to be enriched 
by contribution of property. 

We have made many recommendations in this area designed to 
reduce the benefits which can be obtained from the charitable contri- 
bution provisions and this year we did not repeat them because they 
have been put before you in detail in prior years. 

We felt that this section 306 contribution situation is a problem 
but it is really no different except in amount possibly than other 
opportunities for using the charitable contribution and it seemed 
rather odd to us to pick it out as one small area. 

The CHarrman. On pages 6 and 7, you state that on the distribu- 
tion of inventory assets by corporations an adjustment to the income 
of a corporation should be made but this should be limited to amounts 
otherwise reflected in the computation of the cost of goods sold prop- 
+ attributable to the property. 

rranting the reasons you advance, which I think is the complexity 
of the full cost allocation, would it not be better to add to the corpo- 
rate income the value of the distributed property ? 
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Mr. Mitts. Well, if you did that, Mr. Chairman, the effect would 
be that the corporation was treating the transaction as a sale to the 
stockholder in effect as if the stockholder were a customer. 

I should not think that that is a proper way to treat a distribution 
of property to a stockholder if the stockholder is receiving it as a 
stockholder. If he is a customer, that is another matter, Sut if it 
is a liquidation or a distribution of assets to a stockholder by virtue 
of his ownership of stock, I do not see the philosophy which would 
imply a profit to the corporation in the transaction. 

The eee If we do not do that, are we not constantly faced 
with similar problems, such as the committee looked into in connec- 
tion with the aiaten Distilling Co. ? 

Mr. Mus. Yes, that will always be so. 

The Cuamman. Should we not try to do something about that 
problem 

Mr. Mitts. That was a bad case, but I do not know of very many 
situations in which inventory can be distributed in such a way that 
pe stockholders are able to use it and gain an economic advantage out 
of it. 

I do not know just where you would stop, Mr. Chairman, because 
corporations, when they are liquidated, distribute assets which have 

he Cuairman. On page 11 of your written statement, you suggest 
that a 20-percent requirement for partial liquidation treatment is too 
high. Could it be equally argued, on the other hand, that 20 percent 
of market value is very close to 1 or 2 years’ income of a moderatel 
successful small business? Does this not suggest that the distribution 
is close to a dividend in effect, despite the change in trade or business 
of the corporation ? 

Mr. Mis. Yes, Mr. Chairman, if I could accept the premise that 
small businesses are making 10 percent. We did not feel there was 
any need for a percentage there, saxten the circumstances could vary 
so much. It would be too high in some cases and too low in others, 

The Cuarrman. It is not clear to me from your statement how you 
feel about the so-called basis-over-basis approach recommended by the 
advisory group in the case of complete or partial liquidations and cer- 
tain other stock redemptions. 

Have you considered this? 

Mr. Mits. Yes, sir. We considered it and we decided to support 
it. We think it would be an improvement in the statute. 

The Cuarrman. In your discussion of section 382, net operating 
loss carryovers, I am reminded of a comment that has been made 
by many people that the rules now contained in the statute are not 
coordinated and are technically defective in a number of important 
situations. Have you found them to be defective in a number of 
situations? 

Mr. Mus. Yes, sir. We submitted to the committee staff, last 
October I believe it was, a pamphlet which had quite a few specific 
things on that. 

The Cuartrman. Did you reach the conclusion that regulations 
cannot take care of these problems? 

Mr. Mitus. Yes; the problems we dealt with in our comments were 
legislative suggestions. 
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The Cuamman. Then you feel that the Congress should consider 
the problem and take some action at the present time ? 

r. Mitzs. Yes, sir; but we did not think that it was appropriate 
to go into a complete revision. It seemed to us that the proposal 
was a formula approach which does not meet the issue, which is 
whether or not the corporation is to be recognized as an entity for 


tax pu 

The Guckiincan: In connection with your discussion on section 305, 
you are aware of the fact that the Treasury has issued regulations 
which construe present law as taxing stock dividends in the two-class 
common stock situation ? 

Mr. Mus. Yes, sir. 

The Cuarrman. Do you believe that this proposed regulation 
should be withdrawn ? 

Mr. Mitts. Yes, sir. 

The Cuarrman. I understood your comment on the advisory group 
recommendation. Is it your thought that the regulation is satis- 
factory and sufficient ? 

Mr. Mitus. No; I should say not. I would object to its applica- 
tion to all possible situations. 

The Cuarrman. Are there any further questions of Mr. Mills? 

If not, is Mr. Wakely to testify next on subsection J ? 

Mr. Jensen. Mr. Wakely will discuss subsection J. 

(The memorandum on subchapter J follows :) 


AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS 
COMMITTEE ON FEDERAL TAXATION 


COMMENTS ON ApvisoRY GROUP Report ON SUBCHAPTER J 


My name is Maxwell A. H. Wakely of Boston, Mass., and I am chairman of the 
subcommittee on estates and trusts of the committee on Federal taxation of the 
American Institute of Certified Public Accountants. 

My statement on behalf of our committee is devoted principally to a discus- 
sion of those portions of the Final Report of the Advisory Group on Subchapter 
J which relate to multiple trusts, final returns of a beneficiary, income used to 
pay insurance premiums, and a problem on the allocation of depreciation and 
depletion. 

We do not comment at this time on the proposed changes for the throwback 
rule and income in respect of decedents. These proposals were first announced 
on December 30, 1958, and there has not been sufficient time for our subcommittee 
to meet and devote proper attention to these proposals. We are now reviewing 
these problems and hope to be in a position to communicate our views to you 
in sufficient time to be of help. 

We have reviewed carefully the proposed four-tier system and the recom- 
mended changes which would be applicable to sprinkling trusts. In our opinion, 
these proposals do not represent any substantial improvement over existing law. 


MULTIPLE TRUSTS 
Effective date 
Except under certain circumstances, it is proposed that the multiple- 
trust provisions be made applicable to trusts created after December 31, 1956, 
for taxable years ending after the date of enactment of the bill. We are opposed 
to the retroactive application of these new rules. The date was apparently 
selected because of its proximity to the November 7, 1956, public announcement 
in the list of unintended benefits and hardships that this problem was under 
study. In the Technical Amendments Act of 1958, which covered a number of 
other problems included in the list of unintended benefits, the November 7 date 
was not considered sufficient notice for the purpose of setting an effective 
date. It would seem that this is still true. 
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Taxpayers should not be expected to suspend all activity because of an 
announcement that a problem is under study. This is particularly true in the 
case of trusts where, in most instances, the underlying instruments cannot be 
changed. We recommend that the provisions be made effective as to trusts 
created after the announcement of approval of the advisory group proposal by the 
Ways and Means Committee. 

Definition of “grantor” 

A definition of the term “grantor” is needed to assist in the interpretation of 
these provisions. Comments on page 9 of the final report of the advisory group 
suggest the possibility of multiple grantors, and, to the extent of a particular 
grantor’s contribution, that only portions of various trusts would be taxed as one 
trust. If this is so, it would be desirable for the statute to provide clearly for 
this contingency. 

The concept of multiple grantors will cause many complications in the compu- 
tation and verification of tax. A grantor could make a 10-percent contribution 
to one trust, 40 percent to another, 60 percent to another, and so on ad 
infinitum. Additional complexities will arise where there are multiple grantors 
and the separate trusts have more than one beneficiary but at least one cémmon 
beneficiary. 

In our opinion, it would be simpler to adopt a test of substantiality rather 
than the concept of multiple grantors. If a grantor contributes a substantial 
portion of the corpus to a trust and other tests are met, the entire trusts should 
be joined. Contributions should be valued as of the date of contribution to 
eliminate the need for considering the effect of subsequent fluctuations in 
value. We suggest the use of a percentage, perhaps 50 percent, as the test for 
determining whether or not a contribution is substantial. If considered neec- 
essary to prevent avoidance, the percentage could be set lower. 

We believe it would be desirable to provide statutory rules of attribution. 
Page 5 of the advisory group report states that an individual may be the 
grantor of a number of trusts established by members of his family if it can 
be shown that he gave property to them with the understanding that each 
would establish a trust with the property. However, there is nothing in the 
proposed statute which would prevent an individual from establishing three 
trusts in the minimum 60-month intervals, and his wife establishing an additional 
three trusts during this period for the same beneficiaries. It would seem 
difficult to prove the existence of any understanding if there had been earlier 
gifts of property and, in many cases, the trusts could be established by each 
grantor from his own resources. In the case of a husband and wife in a com- 
munity property state, the wife can use her interest in community property 
to establish the trust. We believe that a rule of attribution is needed in deter- 
mining whether the same grantor has established the trusts for the benefit 
of the same beneficiary or beneficiaries. 


Calculation of the tar 


The proposed tax calculation eliminates the excess of deductions over income 
and the net capital losses of any trust. This is a one-way street in the Gov- 
ernment’s favor. If the trusts are required to be taxed as one, the axe should 
be allowed to fall where it will, whether a higher or lower tax results. 


Foreign trust 


The proposed statute does not consider the effect of a foreign trust. Assume 
three trusts are created at the appropriate intervals. A fourth trust is estab- 
lished in a foreign jurisdiction. If the fourth trust had been a domestic trust, 
the four would be taxed as one under section 641(c). The comments of the 
advisory group on page 4 of the final report state that a trust is not counted 
if the income is not taxable because of its foreign source. We consider this 
treatment to be ineffective for the problem. We suggest that if either the 
grantor or primary beneficiary is a United States resident, the domestic trusts 
should be taxed as one despite the fact that the income or deductions of a for- 
eign trust would not be included since it is not subject to U.S. taxation. 


Accounting periods and methods 


It is proposed to give the Secretary or his delegate power to require all of 
the joined trusts to report on the basis of the same taxable year and to use 
the same method of accounting. 

Unquestionably, differences in taxable years should be eliminated. We ree- 
ommend that the statute permit the trustees to select the taxable year of any 
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one of the trusts as the uniform taxable year for the joined trusts. If the 
trustees are unable to agree, then the Secretary or his delegate should be au- 
thorized to prescribe a suitable uniform accounting period. 

It is unrealistic to require use of a uniform accounting method for all of 
the joined trusts. The various trusts could be using different methods of ac- 
counting, each method clearly reflecting the income of each trust. For example, 
one trust, operating a store, may use the installment method. Another trust, 
operating a store, may use the accrual method. Other trusts, holding invest- 
ments only, may be using the cash receipts and disbursements method. It 
should be made clear that the same method of accounting need not be used 
wherever the methods used by the individual trusts clearly reflect income. 


Assessment and allocation of tar 

The manner of allocation and assessment of the tax will be of much interest 
and concern to trustees but is covered only briefly on page 9 of the advisory 
group report. The statute only provides for regulations to be prescribed. The 
advisory group indicates that no consolidated return is contemplated. We 
believe that the statute should fix responsibility for the determination of an 
additional tax. 

An information return to alert the Service is also necessary and statutory 
responsibility on the grantor or his personal representative should be established 
for this purpose. 

It should be made clear that under no circumstances can the amount of 
taxable income of one trust, which is used in computing the tax of other trusts, 
exceed 100 percent of the taxable income of that one trust. 


Statute of limitations 


A question is raised as to when the statute of limitations for additional tax 
begins to run if, in the opinion of a trustee, the proposed section 641(c) is not 
applicable to his trust. We recommend that a tolling provision be adopted, 
similar to that found in section 6501(f) for personal holding companies or 
section 6501(g) relating to certain returns of trusts, partnerships, and exempt 
organizations. 


Summary of comments on multiple trusts 

We are in favor of legislation which will close the present multiple trust loop- 
holes. We believe that the recommendations outlined above indicate our concern 
over the language of the proposed amendment to section 641, which we under- 
stand has been drafted to discourage grantors from creating multiple trusts. 
The proposal conceivably could discourage multiple trusts created for bona fide 
family estate needs and certainly is an invitation to burdensome and excessive 
litigation. Tax legislation should be clear, concise, and certain so as to provide 
a full measure of equity to taxpayers. 


FINAL RETURNS OF A BENEFICIARY 


The final report of the advisory group recommends that the final return of a 
beneficiary shall include the beneficiary’s share of gross income received by the 
estate up to the date of death reduced by appropriate deductions, without regard 
to the date of payment. 

The final return of a beneficiary has the problem of “bunching” which is also 
present in the final return of a partner. The Advisory Group on Subchapter K 
has taken a different approach to the problem and has recommended that the 
successor in interest of a deceased partner should be permitted an election to 
continue the partnership taxable year with respect to the deceased partner’s 
Share. A similar election should be permitted for the successor in interest of a 
deceased beneficiary. Such an election would eliminate the possibility of ‘“buneh- 
ing” of income on the final return. For example, assume a trust files on a 
January 31 fiscal year. If the beneficiary dies on December 31, under the ad- 
visory group’s proposal his final return would include his share of trust income 
for the year ended January 31, plus his share for the period from February 1 to 
December 31, a total of 23 months’ income on one return. 

There are, however, situations where “bunching” is not a factor and closing 
the trust’s taxable year as to the deceased beneficiary would be desirable. For 
example, if the beneficiary died late in the year, deductions on the final return 
may be lost for lack of income. In reporting income, the estate could not take 
advantage of income splitting as could be done on the final return of the 
beneficiary. 
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For these reasons, the successor’s right to an election is desirable. 


INCOME USED TO PAY INSURANCE PREMIUMS 


The advisory group’s proposal relating to trusts which are used to pay insur- 
ance premiums is too strict. Unless the trustee actually pays premiums, the 
income should not be taxed to the grantor and then only to the extent premiums 
are paid. This would be consistent with the present rule (also retained by the 
advisory group) for a trust where the income may be used to meet a support 
obligation. 

ALLOCATION OF DEPRECIATION AND DEPLETION 


Although, for the reasons mentioned earlier, we are not commenting on the 
tier system, there is inherent in any tier system the problem of allocating 
depreciation and depletion. 

Under section 167(g) and section 611(b), in the absence of specific provisions 
in the instrument, the deductions are to be apportioned on the basis of the trust 
income allocable to each. Whenever a corpus distribution is treated as a distri- 
bution of distributable net income, the distributee will pay tax on the distribu- 
tion but will receive no deduction for a share of the depletion or depreciation, 

We recommend that the deduction be apportioned between the remaindermen 
and beneficiaries in accordance with the terms of the instrument or in the 
absence of such provisions on the basis of distributable net income allocable to 
the beneficiaries and accumulated by the trust. 


GENERAL 


Except for the comments above stated, our committee is generally in agree- 
ment with the advisory group’s final report. More particularly, our thinking 
is in harmony with those portions of the report dealing with the dividend 
exclusion, charitable beneficiaries, separate shares rule, capital gains, corpus 
deductions, corpus distributions, separate shares of estates, amounts set aside 
for charitable beneficiaries, persons other than grantors as owners, corporate 
grantors, limitations on contributions. 

The CHatrman. Mr. Wakely, you have probably been sufficiently 
identified. 

Mr. Waxery. My name is Maxwell A. H. Wakely of Boston. I 
am chairman of the subcommittee on estates and trusts of the commit- 
tee on federal taxation of the American Institute of Certified Public 
Accountants. 

I might observe at this time, Mr. Chairman, that the chairman of 
the advisory group on subchapter K is also a Bostonian and that, if 
there are times when we appear not to see eye to eye, it might be 
charged to a long history of personal privilege which Bostonians have 
championed. 

My statement on behalf of our committee is devoted principally 
to a discussion of those portions of the final report of the advisory 
group on subchapter J which relate to multiple trusts, final returns 
of a beneficiary, income used to pay insurance premiums; and a prob- 
lem on the allocation of depreciation and depletion. 

We do not comment at this time on the proposed changes for the 
throwback rule and income in respect of decedents. These proposals 
were first announced on December 30, 1958, and there has not been 
sufficient time for our subcommittee to meet and devote proper atten- 
tion to these proposals. We are now reviewing these problems and 
hope to be in a position to communicate our views to you in sufficient 
time to be of any help. 

We have reviewed carefully the proposed 4-tier system and the 
recommended changes which would be applicable to sprinkling trusts. 
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In our opinion, these proposals do not represent any substantial im- 
rovement over existing law. 
I will devote the next few minutes to multiple trusts. 


EFFECTIVE DATE 


Except under certain circumstances, it is proposed that the multiple- 
trust provisions be made applicable to trusts created after December 
31, 1956 for taxable years ending after the date of enactment. We 
are opposed to the retroactive application of these new rules. The 
date was apparently selected because of its proximity to the November 
7, 1956, public announcement in the list of unintended benefits and 
hardships that this problem was under study. In the Technical 
Amendments Act of 1958, which covered a number of other problems 
included in the list of unintended benefits, the November 7 date was 
not considered sufficient notice for the purpose of setting an effective 
date. It would seem that this is still true. 

The taxpayer should not be expected to suspend all activity because 
of an announcement that a problem is under study. This is particu- 
larly true in the case of trusts where, in most instances, the underlying 
instruments cannot be changed. We recommend that the provisions be 
made effective as to trusts created after the announcement of approval 
of the advisory group proposal by the Ways and Means Committee. 

A definition of the term “grantor” is needed to assist in the inter- 
pretation of these provisions. Comments on page 9 of the final report 
of the advisory group suggest the possibility of so grantors, and, 
to the extent of a particular grantor’s contribution, that only portions 
of various trusts would be taxed as one trust. If this is so, it would 
be desirable for the statute to provide clearly for this contingency. 

The concept of multiple grantors will cause many complications in 
the computation and verification of tax. A grantor could make a 10 
percent contribution to one trust, 40 percent to another, 60 percent to 
another, and soon. Additional complexities will arise where there are 
multiple grantors and the separate trusts have more than one bene- 
ficiary but at least one common beneficiary. 

In our opinion, it would be simpler to adopt a test of substantiality 
rather than the concept of multiple grantors. If a grantor contributes 
a substantial portion of the corpus to a trust and other tests are met, 
the entire trust should be joined. Contributions should be valued as of 
the date of contribution to eliminate the need for considering the 
effect. of specu ms fluctuations in value. We suggest the use of a 
percentage, per ee 50 percent, as the test for determining whether a 
contribution is substantial. If considered necessary to prevent avoid- 
ance, this percentage could be set lower. 

We believe it would be desirable to provide statutory rules of attri- 
bution. Page 5 of the advisory group report states that an individual 
may be the grantor of a number of trusts established by members of his 
family if it can be shown that he gave property to them with the under- 
standing that each would establish a trust with the property. How- 
ever, there is nothing in the proposed statute which hasbst 2 prevent an 


individual from establishing three trusts in the minimum 60-month 
intervals, and his wife establishing an additional three trusts during 
this period for the same beneficiaries. It would seem difficult to prove 
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the existence of any understanding if there had been earlier gifts of 
property and, in many cases, the trusts could be established by each 
grantor from his own resources. In the case of a husband and wife in 
a community property state, the wife can use her interest in community 
property to establish the trust. We believe that a rule of attribution 
is needed to determine whether the same grantor has established the 
trusts for the benefit of the same beneficiary or beneficiaries. 

The proposed tax calculation eliminates the excess of deductions over 
income and the net capital losses of any trust. This is a one-wa 
street in the Government’s favor. If the trusts are required to be 
taxed as one, the ax should be allowed to fall where it will, whether 
higher or lower tax results. 

The proposed statute does not consider the effect of a foreign trust, 
Assume three trusts are created at the appropriate intervals and a 
fourth trust is established in a foreign jurisdiction. If the fourth 
trust had been a domestic trust, the four would be taxed as one under 
section 641(c). 

The comments of the advisory group on page 4 of the final report 
state that a trust is not counted if the income is not taxable because of 
its foreign source. We consider this treatment to be ineffective for 
the problem. We suggest that if either the grantor or the primary 
beneficiary is a U.S. resident, the domestic trusts should be taxed as 
one despite the fact that the income or deductions of a foreign trust 
could not be included since it is not subject to U.S. taxation. 

It is also proposed to give the Secretary or his delegate power to 
require all of the joined trusts to report on the basis of the same taxable 
year and to use the same method of accounting. 

Unquestionably, differences in taxable years should be eliminated. 
We recommend that the statute permit the trustees to select the tax- 
ble year of any one of the trusts as the uniform taxable year for the 
joined trusts. Ifthe trustees are unable to agree, the Secretary or his 
delegate should be authorized to prescribe a suitable uniform account- 
ing period. 

It is unrealistic to require use of a uniform accounting method for 
all of the joined trusts. The various trusts could be using different 
methods of accounting, each method clearly reflecting the income of 
each trust. For example, one trust, operating a store, may use the 
installment method. Another trust, operating a store, may use the 
accrual method. Other trusts, holding investments only, may be 
using the cash receipts and disbursements method. It should be made 
clear that the same method of accounting need not be used wherever 
the methods used by the individual trusts clearly reflect income. 

The manner of allocation and assessment of the tax will be of much 
interest and concern to trustees but it is covered only briefly on page 
9 of the advisory group report. The statute only provides for regula- 
tions to be prescribed. The advisory group indicates that no consoli- 
dated return is contemplated. We believe that the statute should fix 
responsibility for the determination of an additional tax. 

An information return to alert the Service is also necessary and 
statutory responsibility on the grantor or his personal representative 
should be established for this purpose. 

It should be made clear that under no circumstances can the amount 
of taxable income of one trust, which is used in computing the tax of 
other trusts, exceed 100 percent of the taxable income of that one trust. 
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A question is raised as to when the statute of limitations for addi- 
tional tax begins to run if, in the opinion of a trustee, the proposed 
section 641(c) is not applicable to his trust. We recommend that a 
tolling provision be adopted, similar to that found in section 6501(f) 
for personal holding companies or section 6501(g) relating to certain 
returns of trusts, partnerships, and exempt organizations. 

_ In summary, with respect to multiple trusts, we are in favor of 
legislation which will close the present multiple trust loopholes. 

e believe that the recommendations outlined above indicate our 
concern over the language of the proposed amendment to section 
641, which we understand has been drafted to discourage grantors 
from creating multiple trusts. The proposal conceivably could dis- 
courage multiple trusts created for bona fide family estate needs and 
certainly is an invitation to burdensome and excessive litigation. 
Tax legislation should be clear, concise, and certain as to provide 
a full measure of equity to taxpayers. 

The final report of the advisory group recommends that the final 
return of a beneficiary shall include the beneficiary’s share of gross 
income received by the estate up to the date of death reduced by 
ae yr deductions, without regard to the date of payment. 

he final return of a beneficiary has the problem of “bunching” 
which is also present in the final return of a partner. The Advisory 
Group on Subchapter K has taken a different approach to this prob- 
lem and has recommended that the successor in interest of a deceased 
partner should be permitted an election to continue the partnership 
taxable year with respect to the deceased partner’s share. A similar 
election should be permitted for the successor in interest of a de- 
ceased beneficiary. Such an election would eliminate the possibility 
of “bunching” of income on the final return. For example, assume 
a trust files on a January 31 fiscal year. If the beneficiary dies on 
December 31, under the advisory group’s proposal his final return 
would include his share of trust income for the year ended January 
31, plus his share for the period from February 1 to December 31— 
a total of 23 months’ income on one return. 

There are, on the other hand, situations where “bunching” is not 
a factor and closing the trust’s taxable year as to the deceased bene- 
ficiary would be desirable. 

- For these reasons, the successor’s right to an election is desirable. 
_ The advisory group’s proposal relating to trusts which are used 
to pay insurance premiums is too strict. Unless the trustee actually 
pays premiums, the income should not be taxed to the grantor and 
then only to the extent premiums are paid. This would be con- 
sistent with the present rule, also retained by the advisory group, 
for a trust where the income may be used to meet a support obligation. 

Although, for the reasons mentioned earlier, we are not comment- 
ing on the tier system, there is inherent in any tier system the prob- 
lem of allocating depreciation and depletion, 

Under section 167(g) and section 611(b), in the absence of specific 
provisions in the instrument, the deductions are to be apportioned 
on the basis of the trust income allocable to each. Whenever a corpus 
distribution is treated as a distribution of distributable net income, 
the distributee will pay tax on the distribution but will receive no 
deduction for a share of the depletion or depreciation. 
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We recommend that the deduction be apportioned between the 
remaindermen and beneficiaries in accordance with the terms of the 
instrument or in the absence of any such provisions on the basis 
of distributable net income allocable to the beneficiaries and ac- 
cumulated by the trust. j 

In conclusion, except for the comments above stated, our committee 
is generally in agreement with the advisory group’s final report. 
More particularly, our thinking is in harmony with those portions 
of the report dealing with the dividend exclusion, charitable benefi- 
ciaries, separate shares rule, capital gains, corpus deductions, corpus 
distributions, separate shares of estates, amounts set aside for chari- 
table beneficiaries, persons other than grantors as owners, corporate 

antors, limitations on contributions. 

Mr. Chairman, this opportunity to appear before you and your 
committee has been a real privilege. 

The Cuamman. Mr. Wakely, has your committee or subcommittee 
given consideration to an approach to the multiple trust nie which 
would wait and look at the results at the time the beneficiary received 
the distribution from the trusts ? 

Mr. Waxevy. Mr. Chairman, the committee has not applied itself 
to this problem as a whole. 

I noticed Mr. Lindsay mentioned it in his discussion on Friday. 

I think that it has some merit. This isa personal opinion, of course. 
I think it deserves further study. 

The CuatrMan. There is a possibility that such an approach might 
eliminate some of the uncertainty and complexity that may be in the 
advisory group’s approach ? 

Mr. Waxety. I think that is true but you might create other prob- 
lems in trying to bring it into effect. 

The Cuarrman. Are there any further questions? Mr. Curtis? 

Mr. Curtis. I notice that on page 6 you made this reference: 

The proposal conceivably could discourage multiple trusts created for bona 
fide family needs * * * 

To me, one of the key questions that I go over in my own mind 
is just what might be the bona fide family estate needs? In most 
of the creations of these multiple trusts over the past years, with 
which I have been familiar, the bona fide family estate needs esca 
me. I wonder if you could illustrate what would be a bona fide family 
estate need with which we might be interfering if we applied a very 
stringent rule in this area ? 

Mr. Waxety. Mr. Curtis, this morning, Mr. Paul Farrier of the 
United States Chamber of Commerce, who is an officer of the First 
National Bank of Chicago and handles thousands of these o— 
as he said, gave such a good example of what might be determin 
to be family estate needs that I would like to repeat it. 

He said that there might be a real need for a grantor to decide 
that the real estate portion of his estate ought to be handled by one 
corporate fiduciary, for example, situated in Chicago where the real 
estate might be located. 

Another bit of this man’s estate conceivably could include oil wells 
and it would be opportune and economically sound for him to have 
another corporate fiduciary handle oil wells since they might be better 
versed in handling the oil industry. 


ma 
] 

mo 
tha 
spe 
bee 
] 
opr 
cus 
cre 
wh 
| lay 
the 
thi 
are 
ect 
lay 
mt 
ne 
seit 
| th 
in 
bu 
| 
at 
mi 
| fa 
th 
bu 
an 
kr 
cr 
fli 
we 
om 
co 
ec 
th 
be 


AMEND INTERNAL REVENUE CODE 713 


The third corporate fiduciary might be skilled in the handling of 
marketable securities, 

I think that is one example of it. 

Mr. Curtis, That is theory, In actual practice, though, I find that 
most corporate fiduciaries with which I am familiar handle estates 
that run the gamut of investments and they handle it through having 
specialists in these various areas. 

That is theory. 

In practice, [ wonder just how many of these multiple trusts have 
been created for a reason. 

I can understand that there could be a good reason, but underlying 
practically all of these three topics, C, J, and K, that we have been dis- 
cussing, is the question: What economic function are these legal 
creatures serving or, as you put it in reference to multiple trusts, 
what bona fide family need is there? I certainly do not want our tax 
laws to be interfering with the flexibility that I think must exist in 
the private sector of our economy, but I also am well aware and I 
think you gentlemen are aware and certainly the American people 
are aware of the fact that in these areas many times it has not been 
economics which has been calling the tune as much as the tax laws. 

On the other hand, before I would be willing to change the tax 
laws I would want to see what economic effect the change would have. 

If this is a serious matter, and I doubt if it is serious, and if these 
multiple trusts are in any way helping with handling the family 
need, we are talking in this area of a very small percentage of our 
citizenry and, contrary to what my colleague from Illinois said that 
these people do not have the information, they have the best advice 
in the world from the best accountants and lawyers that money can 


buy. 

-= that the task assigned to these task groups was to get into 
the technicalities of these problems. Yet I have been very disturbed 
at the paucity of testimony on what the economics involved in these 
matters are. 

I would like to know a lot more, for example, as to what bona fide 
family estate needs there might be. 

Iam not precluding them. There may be some real ones. 

If they were called to my attention, I might immediately say, “Yes, 
that is something it seems to me that we want to watch out for,’ 
but at the present time I do not know of any and this theoretical ex- 
ample of yours does not impress me at all from my limited practical 
knowledge of thisthing. I just think it is theory. 

Mr. Waxety. Mr. Curtis, I think your concern about multiple trusts 
created for any need is well taken. There has been, I think, con- 
flicting testimony, perhaps testimony not in harmony with each other 
would be the better way to express it, which indicates that there is 
not available to your staff perhaps the benefit of a real study of the 
number and location and size of multiple trusts in existence in this 
country which I think probably ought to be made available to your 
committee. 

I think it is a perfectly sound suggestion. Our committee has and 
could give you examples and could get more examples of the need for 
the creation of multiple trusts for family estate needs. We would 
be very happy to do that. 

3825759 ——46 
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The Cuamrman. We will include that in the record at this point. 

How long, Mr. Wakely, would it take you to accumulate this infor- 
mation ? 

Mr. Wake ty. I hesitate—let us say 10 days. 

The Cuamman. That will not be too long. 

Mr. Waxety. I hope I am not imposing too severe a limitation on 
my committeemen. 

(The information referred to follows :) 


AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS, 
New York, N.Y., March 16, 1959. 
Representative WILBUR D. MILLs, 
Chairman, Committee on Ways and Means, 
New House Office Building, Washington, D.C. 


Dear Mk. MILts: In the course of my remarks on the Subchapter J Advisory 
Group report, I was asked. to present for the use of the Committee on Ways 
and Means examples of situations where the creation of multiple trusts would 
serve a family estate planning need. Communication with members of our 
committee has developed the following situations where multiple trusts within 
the meaning of proposed section 641(¢c) would be established. 

Thus, each of the following situations presumes the establishment of a 
number of similar trusts for the same primary beneficiary—the one first en- 
titled to accumulated income or taxable income allocated to corpus. The plan- 
ning may involve more than three trusts, or even only two or three, which 
were created within less than 60 months of each other. 

These separate examples are not considered mutually exclusive. 

We wish to emphasize again that we are opposed to the creation of multiple 
trusts for tax avoidance purposes. We submit the following as examples of 
situations where family needs may motivate the creation of multiple trusts. 

(1) The nature and location of property has indicated the need for several 
trusts, e.g., oil interests in Texas, lumber interests in Washington, citrus or- 
ehards in Florida or California. A trust may be created with rental properties, 
but the property is scattered about the country. More effective management 
has been obtained in such instances by the use of separate trusts under the 
management of corporate or noncorporate trustees in the various cities where 
the property is located. Because of the restrictions of State banking laws, a 
corporate trustee organized in one State may not be permitted to act as trustee 
in another State for a trust which owns and operates real property in that 
other State. 

(2) The grantor may desire to have a corporate trustee for one trust and 
individual trustees for others, or combined cotrustee situations. For example, 
the grantor may not want a corporate trustee to hold stock or participate in 
management of a closely held business, but will prefer a corporate trustee to 
handle rental property or diversified security investments. 

(3) Problems of corpus distribution may suggest the use of separate trusts. 
The use of separate trusts will simplify the final accounting problems where 
corpus will pass upon the occurrence of an event, e.g., reaching a specified age, 
marriage, graduation, commencement of a business career. A number of trusts 
may be established with different life tenants but with a common remainder- 
man, The separate trusts will simplify probate accounting upon the death of 
a life tenant. 

(4) The grantor may desire to insulate one class of property from the risks 
and hazards of another class, especially where a trust asset could result in 
substantial calls on capital, e.g., the operation of a business, oil drilling, promo- 
tion of patents. 

(5) Changed circumstances over a period of time may justify the creation 
of additional trusts for a beneficiary rather than adding property to an exist- 
ing trust e.g., changes in the law or judicial interpretation, discovery of draft- 
ing defects in earlier instruments, etc. The common phrase “hindsight is better 
than foresight” is particularly applicable to the drafting of a trust instrument. 
For instance, during the 10-year period since 1948 there have been continuous 
changes in thinking as to the proper wording of the basic provisions required 
in a marital trust instrument. 
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(6) Caution on the grantor’s part will cause the creation of separate trusts 
under different management in order to obtain a diversified point of view. In 
short, the grantor may not want all his eggs in one basket. 

(7) Separate trusts may have been created for children. A _ subsequent 
change in the marital status may result in the creation of alimony trusts which 
frequently provide for remainders over to the children, 

We appreciate this opportunity to be of service. 

Sincerely, 
MAXWELL A. H. WAKELY, 
Chairman, Subcommittee on Estates and Trusts, Committee on Federal 
Tavation. 


The Cuairman. Mr. Wakely, it is not quite clear to me whether 
you are disagreeing with the advisory group’s proposal to allow the 
regulations to spell out the method of computing the tax where the 
income of two or more trusts is required to be combined. You sug- 

st a as I followed you, that the statute should fix responsibility 
or the determination of any additional tax. 

Do you think that this can be done by regulation successfully or 
should it be done within the statute itself ? 

Mr. Waxkety. You are now directing your question to the actual 
calculation of tax ¢ 

The Carman. That is right. I am saying, is it enough for us 
to say in the statute that the Secretary shall prepare regulations in 
this respect? Is that enough? 

_ Mr. Waxery. Mr. Chairman, we were concerned primarily with 
the method of fixing responsibility. 

We think the statute ought to fix responsibility. The actual cal- 
culation of the tax perhaps ought to be left to the regulation. 

The CHairMan. i see. In connection with your thought on the 
so-called bunching of income, is it true that where there is bunching 
of income in the case of a deceased beneficiary there has previously 
been a deferral of income as to the beneficiaries of the estate or trust ? 

Mr. Wakety. I was thinking primarily of estates. 

Is your question it might have escaped taxation ? 

The Cuarrman. Where you have bunching, does it not follow that 
there has been some deferral of income ? 

Mr. Waxery. A planned control deferral, do you mean? 

The Cuaimman. It could have been or for any other reason. 

Mr. Wakety. Yes, that is true. 

The Cuatrman. The point that I am disturbed about is this: 
Should the deferral be permitted and the committee go along with 
the suggestion that the bunching be eliminated ? 

Mr. Wisens: If you can eliminate the taxing of the bunching of 
income, I do not quite follow you as to why it makes any difference 
whether we defer the income. 

Are you thinking of deferring it so that the beneficiary does not pay 
it at all or pays it at a later date? 

The Cuatrman. I was just concerned because there might be some 
element of avoidance. 

Mr. Wakety. Of escape? 

The Cuarrman. That is right. 

Mr. Waxexy. I would be unalterably opposed to any device that 
would permit the escape of taxation in this case. 

I think it should be worked out to eliminate that. 
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As long as you do not bunch the income and impose a severe tax 
penalty on the beneficiary or the successor to the beneficiary. 

The Cuarrman. Do you support the advisory group’s proposal for 
allowing the executor to identify distributions from an estate as 
being income or corpus for a period of 3 years / 

Mr. Waxkety. Yes, we do. We think that is quite essential. I 
think I can speak for the group that we do not necessarily espouse the 
3-year rule, but we see no harm in it. 

The Cuatrman. Do you take that position because you envision 
hardships if there is not some such rule applied ? 

Mr. Wake y. I think so; yes. 

The Cuarrman. Would it not be possible to avoid these hardships 
by granting an extension of the separate share rule and the adoption 
of a distribution-in-kind 

Mr. Wake y. I think both of those suggestions have some merit. 
I know that the Treasury Department is seriously considering the 
further study of it, and I think they have even recommended to the 
advisory group that it study it. I think it has merit but I would not 
want to speak for my committee at this time on that. 

The CuatrMan. We should be cognizant, however, that there may be 
some hardship cases. 

Mr. Waxkety. Yes, where relief could be provided in case of dis- 
tribution in kind. 

Mr. Chairman, we have made a recommendation, of course, pre- 
viously that we are in favor of the separate shares rule for estates, 

The Cuatrman. Yes, I thought I remembered that you had. Are 
there any further questions of Mr. Wakely ? 

Mr. Jensen, would it inconvenience you if we discontinued at this 
moment and came back at 2 o’clock to hear your discussion of sub- 
chapter K? 

r. JENSEN. We can proceed in any way you prefer. 

The Cuarrman. Let us adjourn until 2 o’clock with the under- 
standing that Mr. Jensen will be our next witness. 

(Whereupon, at 12:30 p.m., a recess was taken until 2 p.m., this same 
day. 

AFTERNOON SESSION 


The Cuatrman. The committee will please come to order. 
Mr. Jensen, you may resume your statement. 


STATEMENT OF WALLACE M. JENSEN, GENERAL CHAIRMAN, 
COMMITTEE ON FEDERAL TAXATION—Resumed 


Mr. Jensen. Thank you, sir. 

As I mentioned earlier, it is my intention to discuss some of the 
points included in our memorandum on the Advisory Group on Sub- 
chapter K, which has already been submitted for the record. 

The first is item No. 1, rearrangement of subchapter K. We do 
not believe that rearrangement of the subchapter will result in sub- 
stantial improvement of simplification of the partnership provisions. 
We are also of the opinion that the rearrangement might be a trap 
for the unwary and could result in a failure of taxpayers to consider 
all possible effects of a partnership. 
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2. Level for determining character of income and —— of 
limitations. The advisory group suggests an extension of the present 
statute so that all items of income or deduction would retain their 
character in the hands of the partners. As the report points out, the 
regulations under section 702 are fairly broad and the proposed 
amendment is essentially a codification of the regulations. 

We have no objection to the suggested change. 

We want to take this opportunity to discuss a related problem—the 

ibility of conflict arising between the partnership and its mem- 
os where an election may be made in computing taxable income. 
Frequently, a partner will have in his individual capacity items sub- 
ject to an election which are had by the partnership as well. 

Under section 703(b), elections affecting the computation of tax- 
able income derived from a partnership are, with one exception, made 
by the partnership. It should be made clear that the partnership 
election applies only to the income and deductions from that firm. 
There should be no question that a partner who, in his individual 
capacity may make an election affecting the computation of taxable 
income, can make an election differing from the election as to similar 
items made by the partnership. 

For instance, the recent question under section 179, the additional 
first year’s depreciation. There is a great deal of confusion which 
has finally been clarified that that is made at the partner level. 

We agree that where limitations are imposed as to includibility 
or deductibility, the limitation should be imposed at the individual 
—* level. Accordingly, we favor the principle of the proposed 

ange. 

The proposed statutory amendment relates to a “limitation on the 
amount of the exclusion or deduction of any item of income, gain, 
loss, deduction, or credit affecting the computation of taxable in- 
come.” Since credits affect the computation of tax rather than tax- 
able income, it would seem preferable to have a separate section for 
limitations on credits to the tax. 

By that, we have specific reference to the foreign tax credit. 

Now, skipping over to item 6, changing or adopting a taxable year. 
We have been told that the Treasury has been interpreting the regu- 
lations under section 706 in a sympathetic manner. The proposed 
changes have been approved by us, subject to the wedientheniiaal that 
where a partnership 1s permitted to change its fiscal year after hav- 
ing met the business purpose test, the Internal Revenue Service does 
not require a corresponding change by the partners as a condition of 
granting permission. 

7. Close of taxable year upon death of a partner. The proposed 
amendment of section 706(c), granting an election to close the part- 
nership year as to a deceased partner, conforms to our recommenda- 
tion No. 192 of the committee’s October 1, 1956, recommendations for 
amendments to the Internal Revenue Code. Those were the ones sub- 
mitted to the advisory group for its consideration. 

We have the same recommendation, No. 181, in our February 3, 
1958, submission. 

As previously stated earlier by Mr. Wakely, we have commented 
on a different. treatment being proposed by the advisory group upon 
subchapter J with respect to the same problem of a beneficiary. We 


| 


718 AMEND INTERNAL REVENUE CODE 


think the two should be consistent and we favor the proposed treat- 
ment by the partnership group. We think this item is important 
enough to enact it separately, whether anything else in the advisory 
group report is enacted this year or not. 

We do have some reservations about the portion of the amendment 
dealing with a sale of an interest. We consider it desirable to make 
it clear that the rule would only apply to a sale of the entire interest. 

Item No. 8, certain sales or exchanges of property with respect to 
controlled partnerships: With certain exceptions hereinafter noted, 
we approve the recommendation of the advisory group. 

We believe, for purposes of uniformity, that. transactions in which 
gains are treated as ordinary income should include transactions 
between— 

(a) a partnership and a corporation in which the same persons 
own common interests of more than 50 percent of the capital interest, 
or profits interest, of the partnership and of the value of the out- 
standing stock of the corporation, and, 

(6) a partnership and a trust or estate in which the same persons 
own common interests of more than 50 percent of the capital interest, 
or profits interest, of the partnership and of the value, actuarily 
computed, of the trust or estate. 

The advisory group’s proposal that certain gains be treated as 
ordinary income may result in the treatment as ordinary income of 
profits from certain transactions which should result in capital gains. 
Accordingly, we recommend that there be excluded from the pro- 
posed rule, in which certain gains shall be treated as ordinary in- 
come, property which in the hands of the transferor and in the hands 
of the transferee is— 

(a) acapital asset, as defined in section 1221, or, 

(6) noninventory real property which is not subject to the allow- 
ance for depreciation or cost depletion, or, 

(c) timber and coal with respect to which section 631 applies, or 

(d) livestock, other than Seadltey. held for draft, breeding or dairy 
purposes for 12 months or more. 

The advisory group’s proposal would affect controlling and minor- 
ity partners alike. We Gales that minority partners should not be 
penalized because of the existence of controlling interests. 

We, therefore, recommend that. where minority partnership inter- 
ests exist, the statute should permit fragmentation of gains and losses 
by the minority partners without regard to the circumstances of the 
controlling partners. 

We approve the adoption by the advisory group of the term “com- 
mon interests” to designate the inclusion of direct and indirect 
ownership. 

Item 10, interest in partnership capital exchanged for services. 
We approve in principle the recommendation of the advisory group. 

We suggest incorporation in the statutory language of a provision 
which would indicate that liabilities are to be deducted whenever the 
amount to be taken into account for services is measured by the 
transferee partner’s proportionate share of the adjusted bases of the 
partnership property. 

We believe that in nearly all cases there will be some restriction 
or limitation on the transferability of a partnership interest in capi- 
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tal. Accordingly, we recommend that the deferment of the time at 
which an amount is to be taken into account by reason of the per- 
formance of services apply only if there are restrictions or limitations 
on transferabilit. Mt are substantially different than restrictions 
or limitations affecting the partners who surrender the interest. 

It is suggested that the statute might provide for restrictions or 
limitations which require further action by the transferee to obtain 
full ownership of his interest; for example, years of service, limits on 
withdrawals, et cetera. 

The proposed statutory provisions make clear that income is to be 
taken into account at the time restrictions or limitations as to trans- 
ferability are removed, but they do not make clear the time as of which: 

a) The fair market value of the services, or, 
3} The transferee partner’s proportionate share of the adjusted 
bases of the partnership property is to be determined. 

14. Amounts paid to a retiring partner or a deceased partner’s suc- 
cessor in interest. We approve in principle the recommendation of 
the advisory group. 

Many partnership agreements provide for a payout to a retiring 
partner or to a deceased partner’s successor in interest, based on a 
percentage of the income for a future year or years, to be paid out 
over a 12-month period after the end of such future year. Thus a 
former partner might be entitled to 10 percent of the income for each 
of the years 1958, 1959, and 1960; his share of 1958 income to be re- 
ceived monthly during 1959, et cetera. It would seem reasonable to 
permit the treatment of such payout as a distributive share. 

Accordingly, we recommend that amounts paid or payable on or 
before “the last day of the 12th month following the close of the 
partnership’s taxable year” be deemed to be a distributive share of the 
partnership’s income for such year. This would be in lieu of the ad- 
visory group’s proposal which would limit distributive shares to 
amounts paid or payable on or before the 15th day of the 4th month 
following the close of the partnership’s taxable year. 

Alternatively, and in any event, consideration should be given to 

extensions which may be requested for filing the partnership return. 
Payments should be treated as a distributive share if made on or before 
the due date, as extended, of the partnership’s tax return. 
_ 17. Sales or exchanges of partnership interests resulting in ordinary 
income. We question whether there has been sufficient experience with 
present code section 751 to warrant any basic changes. We believe 
that amendments should be postponed until there has been an oppor- 
tunity to evaluate the effects of this complicated area of the code. 

We oppose the adoption of a rule limiting the application of the 

section to net gains as it would permit an unlimited offset of capital 
losses against ordinary income. 
_ For example, assume the following assets are held by a partnership, 
mventory with a basis of $100,000 and a value of $150,000, and capital 
assets with a basis of $150,000 and a value of $100,000. As you can 
see, there would be a zero gain or loss on that, but there would be a 
$50,000 gain on ordinary inventory and a $50,000 capital loss offsetting 
each other. 

It seems clear that if a partner were to sell his interest, under the 
proposed rule he would report no gain or loss even though the inven- 
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tory had increased substantially in value. This is made possible by 
limiting the gain attributable to section 751 property to the gain recog- 
nized on the sale or exchange of the entire interest. 

With respect to the sale or transfer of a partnership interest, we 
believe it would be more equitable to require a complete fragmentation 
+ eg sale as is required on the sale or exchange of a sole proprietor- 
ship. 

If the section is to be amended, we suggest the portion thereof deal- 
ing with distributions to partners should be restated in terms of the 
intent of the parties, which should be determined objectively. Thus, 
where a distribution has the effect of a conversion of ordinary income 
into capital gain, the distribution should be a taxable exchange. 

We approve the simplified definition of section 751 assets. 

We also approve, if complete fragmentation is not adopted, the modi- 
fication which limits the applicability of the section to transactions in 
which the gain exceeds 15 percent of the amount realized reduced by 
an allocable share of the liabilities of the partnership. 

However, we point out that the suggested change in the statute 
would only stop the use of credit financing by the firm. The results 
obtainable under the present law can also be had under the proposed 
amendment if the partners borrow individually and contribute the 
loan proceeds to the partnership. Perhaps the liabilities of individual 
partners should also be considered. 

Mr. Chairman, we have other items in the statement, but I did not 
think I would discuss them at this time. 

The CuarrmMan. Without objection, your entire statement will, how- 
ever, appear in the record, Mr. Jensen. 

(The memorandum of Mr. Jensen on subchapter K follows :) 


AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS, COMMITTEE ON 
FEDERAL TAXATION 


COMMENTS ON ADVISORY GROUP REPORT ON SUBCHAPTER K 


My statement on behalf of our committee shall be devoted to a discussion of 
the recommendations put forth by the Advisory Group on Subchapter K in its 
report dated December 31, 1957. 

You will note that the text of my testimony is keyed to the numbering system 
in the advisory group report. 


1. Rearrangement of subchapter K 

We do not believe that rearrangement of the subchapter will result in sub- 
stantial improvement or simplification of the partnership provisions. We are 
also of the opinion that the rearrangement might be a trap for the unwary and 
could result in a failure of taxpayers to consider all possible effects of a part- 
nership. 


2. Level for determining character of income and application of limitations 


The advisory group suggests an extension of the present statute so that all 
items of income or deduction would retain their character in the hands of the 
partners. As the report points out, the regulations under section 702 are fairly 
broad and the proposed amendment is essentially a codification of the regula- 
tions. We have no objection to the suggested change. 

We want to take this opportunity to discuss a related problem—the possibility 
of conflict arising between the partnership and its members where an election 
may be made in computing taxable income. Frequently, a partner will have, 
in his individual capacity, items subject to an election which are had by the 
partnership as well. Under section 703(b), elections affecting the computation 
of taxable income derived from a partnership are, with one exception, made by 
the partnership. It should be made clear that the partnership election applies 
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only to the income and deductions from that firm. There should be no question 
that a partner who, in his individual capacity, may make an election affecting 
the computation of taxable income, can make an election differing from the 
election as to similar items made by the partnership. 

We agree that where limitations are imposed as to includibility or deducti- 
bility, the limitation should be imposed at the individual partner’s level. Ac- 
cordingly, we favor the principle of the proposed change. The proposed statutory 
amendment relates to a “limitation on the amount of the exclusion or deduction 
of any item of income, gain, loss, deduction, or credit affecting the computation 
of taxable income” (italic supplied). Since credits affect the computation of 
tax rather than taxable income, it would seem preferable to have a separate 
section for limitations on credits to the tax. 


$. Gross income of a partner 


It is doubtful that the present statute would be interpreted so that because 
of the interrelationship of sections 702(c) and 707(c), a partner would have 
to include guaranteed payments twice. It would seem that the problem could 
be disposed of on an administrative level. However, we do not object to the 
amendment if it is considered necessary. 


5. Determination of basis of partner’s interest 


The proposed change of the advisory group does not seem necessary since, as a 
practical matter, the proposal would require computations under both methods. 
Hence, there is no real simplification. 


6. Changing or adopting a tarable year 


We have been told that the Treasury has been interpreting the regulations 
under section 706 in a sympathetic manner. The proposed changes have been 
approved by us, subject to the understanding that where a partnership is per- 
mitted to change its fiscal year after having met the business purpose test, the 
Internal Revenue Service does not require a corresponding change by the 
partners as a condition of granting permission. 


%. Close of taxable year upon death of a partner 

The proposed amendment of section 706(c), granting an election to close 
the partnership year as to a deceased partner, conforms to our recommendation 
No. 192 of the committee’s October 1, 1956 “Recommendations for Amendments to 
the Internal Revenue Code.” 

We have some reservations about the portion of the amendment dealing with 
a sale of an interest. We consider it desirable to make it clear that the rule 
would only apply to a sale of the entire interest. 


8. Certain sales or exchanges of property with respect to controlled partnerships 
With certain exceptions hereinafter noted, we approve the recommendation 


, of the advisory group. 


We believe, for purposes of uniformity, that transactions in which gains are 
treated as ordinary income should include transactions between (a) a partner- 
ship and a corporation in which the same persons own common interests of 
more than 50 percent of the capital interest, or profits interest, of the partner- 
ship and of the value of the outstanding stock of the corporation, and (b) a 
partnership and a trust or estate in which the same persons own common 
interests of more than 50 percent of the capital interest, or profits interest, of 
the partnership and of the value, actuarily computed, of the trust or estate. 

The advisory group’s proposal that certain gains be treated as ordinary income 
may result in the treatment as ordinary income of profits from certain transac- 
tions which should result in capital gains. Accordingly, we recommend that 
there be excluded from the proposed rule, in which certain gains shall be treated 
as ordinary income, property which in the hands of the transferor and in the 
hands of the transferee is (a) a capital asset, as defined in section 1221, or (b) 
noninventory real property which is not subject to the allowance for depreciation 
or cost depletion, or (c) timber and coal with respect to which section 631 
applies, or (d) livestock (other than poultry) held for draft, breeding or dairy 
purposes for 12 months or more. 

The advisory group’s proposal would affect controlling and minority partners 
alike. We believe that minority partners should not be penalized because of the 
existence of controlling interests. We, therefore, recommend that where minor- 
ity partnership interests exist, the statute should permit fragmentation of gains 
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and losses by the minority partners without regard to the circumstances of the 
controlling partners. 

We approve the adoption by the advisory group of the term “common inter- 
ests” to designate the inclusion of direct and indirect ownership. 


9. Termination of a partnership on sale to another partner of an interest of 
50 percent or more 


We are in agreement with the principles of the proposed changes in section 
708(b)(1)(B). It would be preferable if the proposed exemption of sales to, 
or exchanges with, partners could be expressed more simply. We recognize that, 
the two 12-month periods complicate the drafting of a simple statute. 


10. Interest in partnership capital erchanged for services 


We approve in principle the recommendation of the advisory group. 

We suggest incorporation in the statutory language of a provision which would 
indicate that liabilities are to be deducted whenver the amount to be taken into 
account for services is measured by the transferee partner’s proportionate share 
of the adjusted bases of the partnership property. 

We believe that in nearly all cases there will be some restriction or limitation 
on the transferability of a partnership interest in capital. Accordingly, we 
recommend that the deferment of the time at which an amount is to be taken 
into account by reason of the performance of services apply only if there are 
restrictions or limitations on transferability which are substantially different 
than restrictions or limitations affecting the partners who surrender the in- 
terest. It is suggested that the statute might provide for restrictions or limita- 
tions which require further action by the transferee to obtain full ownership of 
his interest; e.g., years of service, limits on withdrawals, etc. 

The proposed statutory provisions make clear that income is to be taken into 
account at the time restrictions or limitations as to transferability are removed 
but they do not make clear the time as of which (a) the fair market value of the 
services, or (b) the transferee partner’s proportionate share of the adjusted 
bases of the partnership property is to be determined. 


14. Amounts paid to a retiring partner or a deceased partner’s successor in interest 


We approve in principle the recommendation of the advisory group. 

Many partnership agreements provide for a payout to a retiring partner 
or to a deceased partner’s successor in interest, based on a percentage of the 
income for a future year or years, to be paid out over a 12-month period after 
the end of such future year. Thus, a former partner might be entitled to 10 
percent of the income for each of the years 1958, 1959, and 1960; his share of 
1958 income to be received monthly during 1959, etc. It would seem reasonable 
to permit the treatment of such payout as a distributive share. Accordingly, 
we recommend that amounts paid or payable on or before “the last day of the 
12th month following the close of the partnership’s taxable year” be deemed 
to be a distributive share of the partnership’s income for such year. This would 
be in lieu of the advisory group’s proposal which would limit distributive shares 
to amounts paid or payable on or before the 15th day of the 4th month following 
the close of the partnership’s taxable year. 

Alternatively, consideration should be given to extensions which may be 
requested for filing the partnership return. Payments should be treated as a 
distributive share if made on or before the due date, as extended, of the part- 
nership’s tax return. 


17. Sales or exchanges of partnership interests resulting in ordinary income 

We question whether there has been sufficient experience with present code 
section 751 to warrant any basic changes. We believe that amendments should 
be postponed until there has been an opportunity to evaluate the effects of this 
complicated area of the code. 

We oppose the adoption of a rule limiting the application of the section to net 
gains as it would permit an unlimited offset of capital losses against ordinary 
income. 

For example, assume the following assets are held by a partnership: 
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It seems clear that if a partner were to sell his interest, under the proposed 
rule he would report no gain or loss even though the inventory had increased 
substantially in value. This is made possible by limiting the gain attributable 
to section 751 property to the gain recognized on the sale or exchange of the 
entire interest. 

With respect to the sale or transfer of a partnership interest, we believe 
it would be more equitable to require a complete fragmentation of the sale as 
is required on the sale or exchange of a sole proprietorship. 

If the section is to be amended, we suggest the portion thereof dealing with 
distributions to partners should be restated in terms of the intent of the 
parties, which should be determined objectively. Thus, where a distribution 
has the effect of a conversion of ordinary income into capital gain, the dis- 
tribution should be a taxable exchange. 

We approved the simplified definition of section 751 assets. 

We also approve, if complete fragmentation is not adopted, the modification 
which limits the applicability of the section to transactions in which the 
gain exceeds 15 percent of the amount realized reduced by an allocable share 
of the liabilities of the partnership. However, we point out that the suggested 
change in the statute would only stop the use of credit financing by the firm. 
The results obtainable under the present law can also be had under the pro- 
posed amendment if the partners borrow individually and contribute the loan 
proceeds to the partnership. Perhaps the liabilities of individual partners 
should also be considered. 


20. Manner of allocating optional adjustments to basis of partnership property 
We believe that the split of the optional basis adjustment is a desirable 
simplification. However, a question is raised as to the desirability of re- 
stricting the right to elect to the 3-year period after the prescribed filing date. 
In order to prevent inequities, it is suggested that consideration be given to 
permitting the election during the period for assessment on the returns of the 
partners. 
21. Special rules for allocation of basis 

We are unable to understand the reasoning of the advisory group in elimi- 
nating any reference to holding in abeyance basis adjustments which can not 
be made. We believe that too little time has passed since enactment of this 
provision to permit anyone to say that a subsequent adjustment has received 
little use. It is recognized that the adjustment would be made when another 
oceasion arose for the adjustment because of a distribution or transfer. How- 
ever, there seems to be no reason for not permitting a more immediate benefit 
from the adjustment. 

The Cuarrman. Are there any questions ? 

Mr. Mason will inquire. 

Mr. Mason. Mr. Chairman, I just have one question. 

You said you did not think too much of the rearrangement that 
had been made in these sections, that you did not think that was im- 
portant enough to bother with, or something like that. 

I think just the opposite. A rearrangement that makes anything 
more logical, more coherent, and arranges it in a better sequence cer- 
tainly clarifies and simplifies a complicated subject. I suppose I feel 
that way because I correct many, many, many compositions, and 
essays, and theses, and a rearrangement and better sequence with a 
logical flow of it certainly makes it much more effective and easier 
to understand. 

That is all, Mr. Chairman. 

Mr. Jensen. Mr. Mason, I would like to comment on that by say- 
ing that their suggested rearrangement does present a more logical 
approach. It is intended, though, to help the simple partnership 
read only so much of it. We figure it could be a trap to the unwary 
because they read the first part and they don’t realize they have com- 
plications and they don’t look further into the complications. 
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What we have found in living with it is that the theoretical prob- 
lem is identical whether the amount involved is $1,000 or $1 million, 
Mr. Mason.. Very well. We have different opinions, that is all. 

The Cuarman. Mr. Jensen, on page 5 of your part of the state- 
ment, with respect to item 10 you approve, in principle at least, the 
recommendation of the advi group relating to the tax conse- 
quences of interests in partnership capital exchanged for services, 
Why do you believe that the amount of income to the service partner 
should be limited to the adjusted basis of the partnership property? 

Mr. Jensen. The advisory group recommended that as a matter of 
simplification because the partnership itself then gets no deduction. 
There is merely a transfer of basis, as I recall it. It is a shifting of 
basis, and then the realization of income would come later when that 
basis was subsequently realized by the partner. It could be a defer- 
ment and not a complete postponement. 

The CHarrMan. q am thinking in terms of what the justification 
would be if we limit the amount of income to a service partner in this 
manner but in general tax all other persons on the fair market value 
of the property received in exchange for services. 

Mr. Jensen. That would be consistent with the basic rule that you 
are taxable on the fair value of what is received. In fairness, though, 
then the partnership should be allowed a deduction for the fair mar- 
ket value, the difference between fair market value and its cost being 
perhaps realized income if the fair value exceeded the cost basis, but 
you could have the partnership realizing a capital gain and getting 
an ordinary deduction offsetting it. 

The Cuatrman. I am thinking, too, in terms of the possible ex- 
tension of the advisory group rule to the case of corporations. 
Should we or should we not think in terms of such an extension? 

Mr. Jensen. I can see where you might like to get uniformity 
between thetwo. Yes, I recognize that. 

The Cuatrman. Have you considered taxing the service partner 
on the fair market value of the property received in exchange for his 
services, but limiting the deduction to the surrendering partner to 
the adjusted basis of the property and, at the same time, recognize 
no gain to that partner on the difference between the adjusted basis 
of the property and its fair market value? 

Mr. Jensen. We have not considered that specifically; no, sir. 

The Cuarrman. Does it appear offhand to have sufficient merit to 
justify our consideration of it ? 

Mr. Jensen. Yes, it does, and I would like to ask my subcommittee 
on partnerships to give further consideration to that specific point. 

he Cuatmrman. Are you in favor of the advisory group’s section 
724(d) proposal, to the effect that section 724 shall not apply to the 
extent that an amount representing the interest in the capital of a 
partnership received in exchange for services for the partnership is 
of the type which would not be included in gross income had no 
artnership existed, and had the services been exchanged for an un- 
ivided interest in property of the type held by the partnership? 
Is there any justification for proposed section 724(d)? Is it 
necessary ? 

Mr. Jensen. That is the section I believe that deals primarily with 
a property which is incapable of valuation, as I recall it. 

The Cuarrman. That is right. 
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Mr. Jensen. We had felt that there was a very practical reason 
for such a provision. We had thought that that was necessary under 
the circumstances. 

The Cuarrman. Let me direct your attention a moment now to the 
discussion of item 8, certain sales or exchanges of property with re- 
spect to controlled partnerships. 

On page 4, you indicate that the advisory group’s proposal on 

ins may result in taxing certain transactions as ordinary income 
when they should result in capital gain. 

I had thought that the advisory group proposal was to adopt the 
section 1239 rule, that is, to tax as ordinary income only certain sales 
of depreciable property. 

Am I in error as to what they recommend in that respect? 

Mr. JensEN. We did not read it as so limited. We thought that 
it was broader than that and could include more assets than are 
covered by section 1239. 

The Cuarrman. If my interpretation of it is right, would that 
change your thought in discussing it on page 4 of your statement? 

Mr. Jensen. Yes, I think it would change our comments. 

The Cuarrman. I am looking at the advisory group’s report, on 
page 19, “Gains Treated as Ordinary Income,” under paragraph (3). 

he provision applies to “property of a character which is subject 
to the allowance for depreciation as provided in section 167.” 

Mr. Jensen. I think our philosophy is based on the whole principle 
of completing fragmentation, and if the gain would have been capital 
gain, if owned individually we did not like to see it treated as ordi- 
nary income when sold to a controlled partnership. That is the basic 
principle. 

I appreciate that under section 1239 it is capital gain, so we would 
not differ. We are not asking to have a change made in section 1239. 

The CHarrman. Returning again to your discussion of item 10, 
T overlooked one question I had in mind there. Have you considered 
what effect depreciation would have on the proposal to limit the 
amount of income to the service partner to the adjusted basis of the 
partnership property ? 

Wht I am getting at is this: Do you suggest or believe that the 
service partner should get both the benefit of depreciation on the 
basis of property during the period the transfer is subject to restric- 
tions and limitations, and, in addition, have the same depreciation 
deductions reduce the amount of income to him from the receipt of 
an interest in that property in exchange for the services ? 

Mr. Jensen. I am not certain that I understand whether you 
referred to appreciation or depreciation. 

The Cuarrman. Depreciation. 

Mr. Jensen. Our principle was agreeing with the advisory group 
report, accepting the basis, but the time of taxing it being the time 
as of which it became available to him without any unusual restric- 
tions, and while it was taxable to him at that time, shouldn’t he have 
the benefit then of any of his share of the income. 

The Cuarrman. I am concerned with whether in the case of depre- 
ciation we may end up by giving a double deduction or double allow- 
ance for the amount of depreciation. That is not what you are 
wanting, I know. 
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Mr. JENSEN. No, no, we are not, 

The CuarrMan. That is a matter which we must consider, however— 
whether we permit that or not—along with = suggestion. 

Mr. Jensen. That had not occurred to us, but I would like to take 
that under study. 

The Cuarrman. Would you do that, because I do have the fear that 
that result could occur. If you will do so, look at it again and extend 
your analysis of it at this point in the record, as to whether or not 
there is a possibility that this result would occur. 

Mr. JENSEN. We will be glad to do that and submit a letter. 

The CuarrMan. Will you let us have that within 10 days and we will 
put it in the record ? 

Mr. JENSEN. Yes, we will do that. 

(Information referred to follows :) 


AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS, 
New York, N.Y., April 1, 1959. 
Hon. WILgur D. MILLs, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D.C. 


Dear MR. CHAIRMAN: At the conclusion of my remarks on the Subchapter K 
Advisory Group report at the time of my appearance before the Committee on 
Ways and Means at the hearings held on March 2, 1959, you raised certain 
questions with respect to several of the points covered in our testimony. I 
agreed at that time to review certain of the questions and to submit our com- 
ments to you by letter. 


Item 10. Interest in partnership capital exchanged for services 

One of the questions which you raised was why our group believed that the 
amount of income to the service partner should be limited to the adjusted basis 
of the partnership property. Your further discussion indicated that you were 
thinking in terms of what justification there would be to limit the amount of 
income to a service partner and in general tax all other persons on the fair 
market value of the property received in exchange for services. You then raised 
the further question as to whether the advisory group proposal as to partner- 
ships should be extended to the case of corporations. 

While these questions were answered as best as could be done on the spur of 
the moment, I would like to supplement my comments with respect to them. 
In the first place, it must be remembered that the proposal relates to an interest 
in the partnership which is transfered from one or more partners to another 
partner as compensation for services rendered by that partner. If partnership 
property as such is given to another person who is not a partner as compensa- 
tion for services rendered, then the advisory group proposal would not apply 
and the general rule of fair market value would be applicable. The proposal 
of the advisory group is limited to the situation where an interest in the partner- 
ship as such is given for services rendered. 

Accordingly, our committee believes that the proposal of the advisory group is 
consistent with the basic principle of subchapter K relating to distributions of 
property (other than cash) to a partner by the partnership, namely, that neither 
party realizes gain, or loss, that the basis is carried over from the partnership 
to the partner and the tax consequences of the transaction are postponed until 
the partner has disposed of the property. In view of this basise principle, it 
seems desirable that there be no gain or loss with respect to the capital interest 
transferred as a consequence of which the recipient partner should take the 
same basis as that of the transferor partner. 

Accordingly, it seems to us that there is justification to limit the amount of 
income to a service partner while at the same time taxing all other persons on 
the fair market value of the property received in exchange for services. We 
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do not believe that the proposed rule for a partner need necessarily be applicable 
to corporations which transfer property in payment for services inasmuch as 
there is already substantial difference between the partnership and the cor- 
poration rules. 

Another question which you raised was whether we had considered what 
effect depreciation would have on the effect of the proposal to limit the amount 
of income to the service partners to the adjusted basis of the partnership 
property. You then further explained the question by asking whether we sug- 
gest or believe that the service partner should get both the benefit of deprecia- 
tion on the basis of property during the period the transfer is subject to re- 
strictions and limitations and, in addition, have the same depreciation deduc- 
tions reduce the amount of income to him from the receipt of that property in 
exchange for the service. 

We have carefully considered this question and we do not believe that the 
service partner would be receiving the benefit of a double deduction or double 
allowance for the amount of depreciation. 

The question relates to the situation where an interest in partnership capital 
is transferred to a person for services but such partnership interest is subject 
to certain restrictions or limitations which delay the time as of which the income 
from services is taxed to the service partner. As we understand the advisory 
group’s proposal, the interest which is transferred would be valued either at the 
fair market value of the interest at the time of transfer or the transferee 
partner’s proportionate share of the adjusted basis of the partnership property 
at that time, whichever is the lesser. Furthermore, if the interest is subject 
to a restriction, then there is a further limit that the amount to be taxed may 
not exceed the fair market value of the services performed. The existence of 
restrictions merely delays the time as of which income must be reported by the 
service partner. It seems to be the intent of the advisory group proposal that 
in a later year when the restrictions or limitations are removed, such income 
would then be taxable to the service partner. It seems clear that the amount 
which would then be taxable is the same amount that would have been taxable 
earlier had there been no restrictions. In our testimony we did not take excep- 
tion to the advisory group proposal but we merely asked that the rules as to 
the time as of which the value was to be determined be clarified. 

Accordingly, we do not see where any depreciation that may be allowed to the 
partnership and thereby reduce the service partner’s proportionate share of 
the partnership net income could have any effect on the value of the interest in the 
partnership which is subsequently reported as income by the service partner. 
Since the allowance of depreciation does not reduce the amount which must be 
reported subsequently by him as income, we do not believe that there is any 
double allowance for depreciation. 

You raised one additional question, namely, whether we have considered taxing 
the service partner on the fair market value of the property received in exchange 
for services but limiting the deduction to the surrendering partner to the adjusted 
basis of the property and, at the same time, recognize no gain to that partner on 
the difference between the adjusted basis in the property and its fair market 
value. As I informed you at the hearing, we have not considered that specific 
question. Accordingly, I am not yet able to give you our comments. We do plan 
to hold a meeting of our subcommittee on partnerships and partners early in May 
1959, and we will consider it at that time and submit our comments to you. 


Item 8. Certain sales or exchanges of property with respect to controlled 
partnerships 


In my testimony I mentioned on page 4 of the statement covering our comments 
on Subchapter K that our committee believed that the advisory group’s proposal 
might result in the treatment as ordinary income of profits from ¢ertain trans- 
actions which should result in capital gains. You referred to that comment and 
Stated that you were under the impression that the advisory group proposed to 
adopt the section 1239 rule and you inquired whether we had concluded that the 
proposal] did not accomplish just that result. 
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We have reviewed the minutes of our subcommittee’s conclusions based upon 
their review of the advisory group’s report. Further study of this problem hag 
convinced me that our subcommittee on partnerships and partners should recon- 
sider their conclusion with respect to this point. As I stated to you at the hear- 
ings, our committee has not taken exception to the basic principle of section 1239, 
Accordingly, I shall ask our subcommittee to again consider this point at the May 
meeting and we will submit our further comments to you promptly thereafter. 

We are always grateful for the opportunity of serving the committee, and we 
trust that these comments will be helpful. 

Very truly yours, 
WALLACE M., JENSEN, 
General Chairman, Committee on Federal Tavration. 

The Cuatrman. Are there any further questions of Mr. Jensen? 

If not, Mr. Jensen, I want to thank you and Mr. Mills and Mr, 
Wakely for bringing to us these views that i: have expressed to- 
day, representing the American Institute of Certified Public Ac- 
countants. You have been most helpful and we qj ony your 
analysis of these reports from the advisory groups. Thank you. 

Mr. Jensen. Thank you, sir. We appreciate the privilege of 
appearing. 

he CuarrMan. Thank you. 

Mr. Jensen. Thank you. 

The Cuarmman. Our next witnesses represent the Chicago Bar 
Association. They are Mr. Fleming, Mr. Hauser, Mr. Meyer, and 
Mr. Manly. 

For the record, let me express my own personal regret that the 
head of your committee, arles W. Davis, Esq., could not be 
present with you. We understand that he has been detained because 
of illness in the family. Otherwise, he would have accompanied 
you gentlemen to the committee. 

Mr. Mason. I would join with the chairman in expressing regret 
in regard to Mr. Davis’ inability to be present. Charlie Davis and 
I are very close friends. When Mr. Davis was the clerk of this com- 
mittee, he was frequently of considerable help to me even though I 
was a minority member of the committee. 

Mr. O’Brien. Mr. Chairman, I would like to concur in the re- 
marks you and my colleague from Illinois, Mr. Mason, have ex- 
pressed in deserved tribute to my close friend Charles Davis. He 
was for many years an outstanding public servant and is now a dis- 
tinguished practicing attorney in Chicago. I regret that circum- 
stances precluded his being present today because I am sure that his 
appearance would have n helpful to the committee in our 
deliberations. 

The Carman. Mr. O’Brien and all of us have a very warm feel- 
ing for Mr. Davis. 

f you gentlemen will advise me as to how you would like to pro 
ceed, we will recognize you in that order. 

Mr. Meyer, I presume you are to lead the discussion. 
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STATEMENT OF MAX E. MEYER, VICE CHAIRMAN, COMMITTEE ON 
FEDERAL TAXATION, CHICAGO BAR ASSOCIATION; ACCOM- 
PANIED BY AUSTIN FLEMING, CRANE HAUSER, AND ROBERT 
MANLY 


Mr. Meyer. That is correct, Mr. Chairman. 

I am Max E. Meyer, vice chairman of the Committee on Federal 
Taxation of the Chicago Bar Association. We, too, are very sorry 
that Mr. Davis could not be here today. 

A year ago our committee briefly presented to your Subcommittee 
on Internal Revenue Taxation some of its views on the reports of the 
Advisory Groups on Subchapters C, J, and K, and we now greatly 
appreciate this opportunity to state our views with respect to a num- 
ber of the more important proposed changes. 

Never has there been such an overhaul of our income tax laws as 
was accomplished by the 1954 code. Years expired before many of 
the regulations thereunder were promulgated, and in fact some are 
not finished yet. There were bound to be some ambiguities, inequities, 
and complexities. 

The Advisory Groups on Subchapters J, relating to estates and 
trusts, and K, relating to partnerships, have tackled these problems one 
by one without upsetting the substance of the entire subchapter. 

On the other hand, the Advisory Group on Subchapter C, relating 
to corporations, is not attempting merely to polish up the 1954 code; 
itis recommending many major changes in substance and philosophy. 

True, the approach of the advisory group is in a large measure the 
same as that in H.R. 8300, as introduced in the House in 1954. But at 
that time Congress was starting from scratch, so to speak. Even so, 
those provisions with respect to mrp Me C were, for the most part, 
discarded. The present provisions in the law, containing in basic out- 
line the prior concepts regarding the taxation of corporate distribu- 
tions int adjustments, were substituted. _ Nevertheless, as finally en- 
acted, subchapter C of the 1954 code made several important changes. 

Our committee does not feel that the provisions adopted have been 
unsatisfactory, and it feels that with polishing similar to that on 
subchapters J and K, they will be more workable. 

Further, if your committee does decide to change completely the 
framework of subchapter C, instead of a improving the present 
structure, as you will hear later from Mr. Hauser, our committee is 
opposed to some of the major proposed changes. 

For example, the proposed amendments with respect to gain or loss 
on corporate liquidations, the proposed changes with respect to statu- 
tory mergers and consolidations, and the proposed provisions with 
respect to the amount of continuity of interest required to have a tax- 
free reorganization. 

Our committee felt so strongly on this subject that on February 18, 
1959, it adopted a resolution, a copy of which is attached to this pre- 
pared statement which each of you have, just before the comments on 
subchapter C. 

The conclusion of this resolution is that if the choice is between the 
entire package of the advisory group’s recommendations on subchapter 

,or even only those approved by our committee, and no amendments 


_ tall, we would recommend that there be no changes at all at this time. 
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With this preliminary statement, I would like to offer our proposed 
statement on the three chapters combined in one document here for the 
record, and I would like to introduce Mr. Austin Fleming, who will 
present our recommendations regarding the partners, followed by 
Robert Manly, who will cover our views on the reports of the Adviso 
Group on Subchapter K, and Mr. Crane Hauser, who will state the 
highlights of our views on. the merits of the individual recommenda- 
tions of the Advisory Group on Subchapter C. 

First, Mr. Fleming, on subchapter J. ' 

The Cuamrman. Mr. Fleming, you are recognized. 

Mr. Fieminc. The Federal taxation committee of the Chicago Bar 
Association favors H.R. 3401. 

We believe that it is urgently needed legislation and we hope that 
it will not become sidetracked on relatively minor issues before it 
becomes adopted and takes care of the major distortions and inequi- 
ties that exist in the present law. We believe that it will materially 
improve the administration of the tax law in the area of estates and 
trusts, and most important of all, it will make the Federal laws on 
taxation once again mesh with the State laws of property and trust 
and estate accounting, which was the situation before the 1954 code 
was adopted, and which of course should be the rule so far as it is 
possible to make it so. 

This part of the code, I don’t need to say, affects not only thousands 
of widows and children who are beneficiaries under estate arrange- 
ments provided by fathers and husbands, but really every American 
citizen who has enough assets to require probate of his estate at the 
time of his death. 

As practicing lawyers who represent the beneficiaries of such es- 
tates and the people who administer these estates and trusts, we want, 
as I have said, to be recorded in favor of this bill and the changes 
that it would make. These changes aren’t going to affect the budget 
considerations or the revenues one way or another, but they will 
far toward smoothing out the difficulties, and the distortions, and the 
inequities that have developed in the operation of the present law. 

We think that they will go a long way toward making subchapter 
J more workable and more satisfactory all around for the Govern- 
ment as well as the taxpayer. We like the terminology that is found 
in the bill. We think on the whole that it is as understandable and 
clear as it is possible to make it. 

We like the explanatory and administrative material that. is con- 
tained in the advisory group material, and we hope that it finds its 
way into the report. 

While we support the bill in its larger aspects, we would like to 
mention here in a minute or two some of the things that we would also 
like to see included if it is possible to do it without, as I have said, 
sidetracking it and losing the possibility of its enactment at this ses- 
sion of Congress. 

The first suggestion we have would be to revise section 8 of the bill, 
which appears on page 17 of the printed bill, to substitute a two-tier 
system for taxing trusts with more than one beneficiary in place of the 

four-tier that is in the proposed system. 

It is a well-known fact that in trust administration not all of the 
moneys which a trustee gives to beneficiaries in a given year are nec- 
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essarily taxed to them. For instance, there may be nondeductible in- 
terest on municipal bonds or depreciation or depletion allowances, 
or the funds may include sums of principle that for one reason or 
another may be distributable, and when a trustee pays out to bene- 
ficiaries more money than is subject to tax for that particular year, 
you have to have some kind of working rules to tell what part of the 
income is allocable and chargeable to each beneficiary in the group. 

The 1954 code drew some very arbitrary distinctions in this regard 
that have given trustees and beneficiaries, and accountants and law- 
yers just a pack of trouble. 

For example, beneficiaries who receive only income from a trust 
have been lumped together with beneficiaries that receive only prin- 
cipal, and the result has been that the beneficiary who gets no part 
of the earnings from the trust property, but only a part of the corpus 
or the capital of the trusts, has been required to pay an income tax 
on that principal. Obviously that was never intended to be the result 
and it should be revised, and the advisory group is agreed and the 
Treasury agrees. 

Where the point of difference comes is the advisory group would 
separate into different categories the beneficiary that gets only prin- 
cipal, but they would go further and also segregate different kinds of 
beneficiaries of the income. 

For instance, they would have those that are required to get income, 
those who may get income, in the discretion of the trustee, those that 
may get income and also sums of principal, and then those that get 
only corpus. We think that extra segregation of the different takers 
of the income is unnecessary and adds to the complexity of the section. 
Also, it has the effect of continuing some of the mistakes and the 
distortions that are in the present 1954 code. 

Let me give you an example. Assume you have attorney’s fee or 
a fiduciary’s charge, a charge for administering the trust or the estate 
that is paid out of principal, and for some reason or another the 
fiduciary is not able to take advantage of that fee as a deduction on 
the fiduciary’s own return. That deduction then goes over to the 
income beneficiary who then is allowed to use it in his return, but here 
is the difficulty: That deduction does not inure equally to all bene- 
ficiaries, but under the existing law, and the same thing is true under 
the proposed four-tier system that the advisory group would suggest, 
those beneficiaries down the line in the later tiers are favored over 
those in the first tier, with the result that the later beneficiaries get 
po benefit of that deduction to the exclusion of the fellow in the first 
ier. 

We think that is wrong. We think that that deduction, if you 
are going to give it to the income beneficiary, should inure equally, or 
proportionately perhaps is a better word, to all the beneficiaries of the 


, Mcome group. 


_ Therefore, we suggest that there be a two-tier system with all the 
ieome takers grouped in one tier and the takers of the capital or the 
principal in the other. 


In terms of H.R. 3041, we would combine in one tier all the takers 


| Mentioned in A, B, and C, the first three tiers, make that the first 


tier, then the corpus taker in the second tier. 
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I have read Mr. Lindsay’s statement of last Friday where he also 
favors a two-tier system, but he would put in the first tier the first two 
groups of income takers, that is, the mandatory taker and the discre- 
tionary taker, and he would put in the second tier the third and fourth, 

Now, we think that suggestion, while it goes toward the reduction 
of the number of tiers, is open to this objection: It again confuses or 
mixes up and commingles people who take the earnings from a trust 
with those who take no earnings, but only corpus, and that ought to be 
the line between these tax rules, for traditionally that has been the dis- 
tinction in the trust field between those who take only income and those 
who take corpus or ultimately receive the capital of the trust. For that 
reason, we think that while the two-tier system is good, we think that 
the Treasury line should be moved over to that between the third and 
fourth tiers, rather than between the second and third. 

We think this two-tier system would simplify the question of the 
charitable distributions, too, for, as drawn, as we heard discussed this 
morning, the bill would put the charitable distributions in with those 
people who take corpus, which seems like an arbitrary classification 
and a needless continuation of the arbitrary groupings that we have 
had under the existing law. We think charitable distributions should 
be treated like distributions to individuals, falling in whichever tier 
they normally would fall if they were made to individuals. 

In the area of multiple trusts, I am not sure that we can add v 
much more than what you have already heard. It has been the feel- 
ing of the practicing lawyers who have made up our committee that 
if there exists abuses in the tax system in this particular area, it 
should have attention just as any other area of the tax laws. Un- 
fortunately, though, we have a feeling that legislation in this area is 
extremely difficult to draft and have it do the job that is sought to be 
done. Either the legislation becomes overly complex or undesirably 
subjected, and in either case is likely to raise more questions than it 
resolves. 

For some, the legislation will simply be a charter. To others it 
will be a trap and strike down arrangements that really have never 
been motivated by tax considerations. Unless the abuses are demon- 
strated to be serious enough to demand the addition of another com- 
plicated section to the code, we would not favor such an addition. 

We believe the issue should first be tried out in the courts. In the 
corporate area, for instance, the courts have not been hesitant to 
strike down tax avoidance arrangements as shams and as unsubstan- 
tial, and we see no reason why the courts would not do the same thing 
in this area where you have cases of flagrant abuse. 

If we do have legislation of the kind that H.R. 3401 suggests, then 
we favor the approach of the group of consolidating the trusts so 
as to reach a higher surtax, increased surtax brackets rather than the 
addition of a penalty tax. 

We also like the separation of the testamentary or the will arrange- 
ments from the lifetime or the intervivos arrangements. 

Our group also favors the fixing of a minimum number of separate 
trusts to which the law would not apply. 

Now, whether the minimum should be two or three is perhaps & 
debatable question. Although we should feel that it should not be 
less than two or more than three, we think it is far more important 
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that the ground rules here be fixed and be such that the average 
practicing lawyer out in the country towns and the smaller areas 
of the woney a be able to tell his clients with some reasonable degree 
of certainty that the law is such and such as to the number of trusts 
that can be done, and therefore we like the idea of having a minimum 
stated in the statute. 

If we do state a number, though, we should feel that rather than 
having any number in excess of that stated minimum automatically 
bring down the effects of the statute on it, that the rule ought to 
then provide a presumption in favor of consolidation unless tax avoid- 
ance as a motive is rebutted by the taxpayer. 

We think a test of that sort would prove to be a deterrent and at 
the same time preserve a basic fairness in the law which is desirable. 

On the effective date point of this law, we observe that on page 9 
of the final report of the group the statement is made that it is not 
recommended that trusts created on or before December 31, 1956, be 
combined in any way with trusts created after that date in applying 
the section. We fail to find any provision in H.R. 3041 that makes 
clear this intention, and we think that perhaps that should be done. 

The section would also say that the provisions would be applicable 
to all trusts established after a given date, December 31, 1956, un- 
less the grantor has created more than five such trusts within 12 
months prior to that date, with substantially identical terms and 
similar trustees. 

Our group would feel that in general in this area this legislation, 
if it is to be adopted, ought to be given prospective application only. 
We question whether the revenues that would be entailed in retroac- 
tive application would justify the time of the staff and the costs 
of going after those particular things, and unless you are going to 
enforce those provisions, it would seem that the features pa not to 
be included. 

The great value of this legislation, if it is to be adopted, is of 
course deterrent; and, in that respect, we think that the most mileage 
is gained from the provisions through prospective application only. 

f the exception which is now included in the section is to be re- 
tained, we think that it ought to be reviewed again to make sure 
that the terminology says we it is intended to say. Some of our 
members feel that the exceptions, as now drawn, are opposite to the 
interpretation that if a person created more than five trusts, whether 
or not they were identical, before this date in 1956, all trusts created 
by him, regardless of date, would be consolidated to the extent that 
they have similar terms and trustees, and we feel that is not the intent 
of that provision. ; 

I just have one or two minor things and I want to speak about in- 
come in respect to a decedent. ’ 

There appears in section 15 of the bill, beginning at page 36 and 
going on over to 40 of the printed bill, a provision relating to the 
taxability of a grantor of an intervivos trust where he has the power 
to control the beneficial enjoyment of that trust. In those pages of 
36 to 40 of the printed bill, there is one sentence that appears no 
less than five times. It is sometimes referred to as the exception to 
the exception, or the attribution sentence. 
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The new bill would amend this sentence as it existed in the 1954 
code, but the effect of the change seems to us to make its meaning 
even more doubtful and puzzling than before. We think the sen- 
tence too broad. We think that essentially the point that they are 
trying to drive at here is that where a grantor doesn’t strictly have a 
power to dispose of property, but he does have the power to change 
the benficiaries, in that case the income of a trust will be attributed 
to him except where that power is limited to a case of where he can 
afterborn or afteradopted children or take care of a spouse that he 
acquires at a later time. 

We think that this thing could be accomplished by simply adding 
four little words, “or to change benficiaries,” other than to provide 
for afterborn, afteradopted children, or an afteracquired spouse, 
right after the words “subject to a power of disposition,” and you 
would get away from that cumbersome, puzzling recitation of this 
sentence five times. 

I want to turn finally to the consideration of section 691, income 
in respect of a decedent. This section would add a new subdivision 
that would define what is income in respect of a decedent. One group 
has considered that and concurs in the desirability of having such a 
definition in the law. 

We approve of the various items that are included in items 1 
through 6, except that in paragraphs (3) and (4) defining as section 
691 income amounts representing compensation for services, it would 
be well to indicate that no less favorable tax treatment will be ac- 
corded benficiaries of these employee plans than has been the case 
under existing law. 

Now, the one provision that we haven't been able to approve, and 
we strongly dissent from its provisions, is paragraph (7). We think 
that provision is too broad and too indefinite and may well go beyond 
the decisions of the courts to this time. The phrase “received solely 
by reason of the death of a decedent” is as uncertain and indefinite 
of concept as the term itself, “income in respect of a decedent.” It 
is just of no help at all to anyone who is trying to find out what that 
particular — is pointed to. 

If, in addition to the first six items in that definition, which do 
purport to put fingers on specific areas and specific items, there are 
additional ones to be covered, then we think they should be added 
to the list specifically rather than by a catchall provision of this sort. 

Thank you very much. 

The Cuatrman. Mr. Fleming, if it is not inconvenient to you 
gentlemen, I think it would be better for us to suspend at this point 
and if there are any questions on this subject, to have those questions 
asked before we go to another subject. 

Are there any questions of Mr. Fleming in his discussion of sub- 
chapter J? 

I want to ask, Mr. Fleming, about your recommendation with respect 
to how we develop a two-tier system. You want a two-tier system. 
I have said in these hearings that I would like to have a two-tier 
system if it is possible for us to do it. 

The advisory group suggested that we might modify its suggested 
four- or five-tier system into three or four tiers by consolidating 
their suggested second and third tiers into tier 2, retaining tier 1 
as they have outlined it, and then have tier 4 as tier 3. 
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I am a little disturbed about where you would place charitable 
beneficiaries in your two-tier system. Apparently it was in the minds 
of the advisory group, in suggesting the four-tier system and putting 
the charity in the fourth tier, that if we do not put the charity in 
the bottom tier, even though the charity is designated to receive income, 
we may have a degree of tax avoidance in the overall operation of 
the trust. 

Does it occur to you that when you put the charity in tier 1 in a two- 
tier system, rather than in the lower tier, regardless of how man 
you have, there may be an opportunity for tax avoidance in the overall 
operation of the trust 

Mr. Fieminc. Mr. Chairman, I don’t subscribe to that view. As 
a matter of fact, it seems to me the illustrations on page 28 of the final 
report are themselves the very best answer to that contention. They 
give two examples there, one of which is a trust which would pay 
the income to the X charity, and in each year would pay the grantor’s 
wife from corpus certain amounts from principal. That to me does 
not suggest tax avoidance, because it seems to me that the wife who 
takes only principal of this thing ought never to have income tax 
implications from a consumption of the capital itself. 

The income is paid to a charity. Well, I mean is there anything 
wrong with that? I see nothing on the surface why, if he wants to 
have the corpus depleted each year by giving the income to one person 
and the corpus to another, this thing cannot stand on the regular 
State laws of property that separate income from corpus. 

I do not subscribe to the idea that any person who absorbs and uses 
up the capital should ever have income consequences of that. 

In the first place, I think this is highly unusual. In all of the years 
that I have been working in the trust field, I have yet to see this kind 
of arrangement adopted. I think it is one of those theoretical things 
that Mr. Curtis referred to this morning, that can be thought about 
but never happens in fact. 

The Cuairman. Let me see what happens under your two-tier 

tem if you place the advisory group’s third tier, the one relating to 
the discretionary payments out of income or corpus, into the same 
tier with what they have in tiers 1 and 2. That is what you are 
suggesting. 

Mr. Fieminea. That is right. 

The Cuairman. Is it not possible under this that the corpus bene- 
ficiaries might continue to bs placed in the same class as income 
a, which is one of the weaknesses, is it not, of the existing 
aw! 

Mr. Fiemina. Well, I can see what you are saying to the extent 
that an income beneficiary who gets discretionary amounts of prin- 
cipal, as, for instance, an emergency occasion gets a payment of prin- 
cipal, if he is grouped together with the other income takers, but I 
think that is the exception rather than the rule. I would rather throw 
him in with the group of income takers than I would to throw him 
with takers of corpus, and make the person who receives only corpus 
end up with having to pay income tax in that way. 

If we have to throw him one way or the other, I would prefer to see 
him thrown with the other takers of the income. 
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The CHarrmMan. On page 5 of your statement, in your discussion 
of multiple trusts, you indicate that if multiple trust legislation is to 
be enacted, you favor the approach taken by the advisory group of 
consolidating several trusts for purposes of computing the tax. You 
also favor fixing the minimum number of separate trusts to which the 
law does not applv. Have I properly stated your thought there? 

Mr. Fiemina. That is correct, yes. 

The Cuatrman. If the basic premise for enacting legislation such 
as the advisory group recommends in this area is that there is no social 
justification for permitting grantors to reduce or avoid tax by means 
of creating several trusts for the benefit of the same beneficiaries, why 
should there be anv exceptions to the rule at all? 

Mr. Fremine. Mr. Chairman, I think that there are really reasons 
for an exception as to a certain number of situations. When we were 
talking this morning and a similar question was asked, T was thinking 
then back over actual experiences. This is not at all an unlikely 
event, that a father, in considering the welfare of his family, decides 
to take advantage of his gift tax exemptions and exclusions and to 
establish a trust for the benefit of his children, with distributions, 
say, at stated ages, as for example, 25, or 30, or 21, some age of that 
sort after he attains legal age and some degree of maturity. 

Now, let’s assume that one of those children is a daughter who 
marries and then either through a catastrophe of some sort, or a 
divorce, she is left alone with small children to provide for, and at that 
point the father, again seeing the situation that has changed so 
materially from the time the first trust was established, feels it incum- 
bent upon him then to take care of that daughter, and her youngsters, 
that may be alone for the rest of her life, by another trust that has 
different terms that goes on for the rest of her lifetime. It happens 
time and again. 

Here is another situation: A trust created when the children are 
in their teens or at the college age. Then one of the children becomes 
highly successful and his needs are completely different than those of 
another child. When those things are developed and come to light, 
the father then has a real opportunity to do something about it, to 
reflect upon and to take some action in the light of those developing 
situations. 

I don’t think we are any different in this area than in the corporate 
area. There are legitimate areas for the establishment of separate 
corporations, and so in the trust field. As you go through life there 
are legitimate occasions in the family picture for establishing separate 
trusts for the same beneficiary over a period of time. 

The Cratrman. I have not been able in the course of these hearings 
to distinguish between the application of a rule on the ground of some 
legitimate purpose, such as you described in these instances, and a tax 
purpose, when the results are identical. Trusts would be taxed under 
that reasoning on a consolidated basis where vou think that there is 
not a legitimate reason for several trusts, and they would not be taxed 
on a consolidated basis where you found a ligitimate reason. 

T have not been able yet to find what I consider a justifiable prin- 
ciple or a basis upon which we can write such a principle into the 
law. I think we have to look to see what the end result is and, if the 
end result in both instances is the same, and we think that the tax 
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is not properly ~ rere in some situations, to make adjustments in 
both instances without regard to the — 

The other day I asked if we could look at this thing on the basis of 
intent. Is there an intent to avoid ? 

Should we have an overall out in whatever we do in the instance 
where it cannot be found that there is avoidance of tax? 

The advisory group said that we would increase the administrative 
complications if we did that, with administrative burdens to the 
Treasury and the Internal Revenue Service in trying to administer 
such a law. They did not believe the objectives of the legislation 
could be carried out effectively under any such approach. 

Actually, are we not doing in your suggestion what was back of the 

uestion that I raised in labeling it an avoidance test? It amounts to 
the same thing, does it not ? 

Mr. Meyer. Mr. Chairman, if I may speak to that, we do not dis- 
agree with that. However, in the corporate field we have the sub- 
jective situation of where the principal purpose of forming several 
corporations is one of tax avoidance, that the corporations can be 
combined in effect by disallowing the surtax credit, and we would not 
oppose a similar provision in the trust field, and I think that we will 
go along with that wholeheartedly. 

You say that the advisory group says that would be very expensive 
to administer. Apparently it is being administered in the corporate 
field and presumably it should not be any more difficult in this area. 

The Cuatrman. The situation is a little different, I believe, in the 
corporate field. 

s I understand, we talk in terms of whether a parent corporation 
can create one or more subsidiary corporations, do we not, and we 
apply a test there of avoidance? 

r. Meyer. Or where an individual creates in some cases several 
corporations. 

he Cuatrman. That is right. The tax consequences of that may 
be quite different from the consequences in the area of multiple trusts. 
Is that not true? 

Mr. Fiemtne. I think there may be some distinctions, although 
basically back of it is the same evil to be dealt with. 

The Cuatrman. One would be multiple trusts and one would be 
multiple corporations. 

Mr. Fiemine. That is right. It is the same evil you are dealing 
with. 

The Cuatrman. I do not want to delay you gentlemen any further 
with any more questions. 

Are there questions by anyone of Mr. Fleming? 

If not, let’s go to your next presentation. 

Mr. Mreyrer. Next will be Mr. Manly, on subchapter K. 

The Cuamman. Mr. Manly, you are recognized, sir. 

Mr. Manty. In the view of the committee on Federal taxation of 
the Chicago Bar Association the Advisory Group on Subchapter K 
is to be congratulated on its general approach to the proposed re- 
vision of the subchapter on the taxation of partnerships. They have 


recognized the need for clarity and simplicity and have proposed to 


remove a number of the restrictions and complications where they 
believe that the revenues would not be jeopardized. 
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The major recommendation in this respect is the proposed deletion 
of section 751(b) which imposes hidden taxes upon non pro rata 
distributions by those partnerships which hold unrealized receivables 
or appreciated inventory. That is section 751 assets. 

This change proposed at item 17 of the advisory group’s revised 
report of December 31, 1957, unquestionably is a great step toward 
simplification and is unanimously supported by our committee. 

Our committee is disappointed, however, that the advisory grou 
did not carry through its desire for simplification to other comph- 
cated portions of the subchapter, or, in the alternative, that the de 
minimis provisions proposed to obviate the necessity for complicated 
adjustments under sections 734(b) and 743(b), and 751(b), were set 
at the mere token amount of $1,000, rather than a more substantial 
sum. 

Partnerships commonly represent smaller business ventures which 
cannot afford expert legal and accounting services. Complexities in 
this field of tax law will only harass a large group of taxpayers who 
are generally unsophisticated in tax matters, increase the burden of 
the Internal Revenue Service, and tend to bring the whole taxation 
system into disrepute. 

The provisions of the code applicable to them should be easily 
understood and easily administered, even at the expense of absolute 
justice among taxpayers in the tax and between the taxpayers and 
the Treasury. 

In addition to the proposed deletion of section 751(b), our com- 
mittee also urges the adoption of a majority of the other proposals 
set forth in the advisory group’s revised report, especially proposal 
No. 8, dealing with certain sales or exchanges or property with re- 
spect to controlled partnerships in section 707(b), proposal No. 10, 
dealing with interests in partnership capital exchanged for services 
at, sections 721, 722, and 724; proposal No. 14 as amended by the sup- 
plemental report of the group dated December 8, 1958, dealing with 
amounts paid to a retiring partner or a deceased partner’s successor 
in interest at section 736, and proposal No. 22, dealing with the ex- 
clusion of certain organizations from partnership provisions at sec- 
tion 761. 

Our committee wishes to voice its disagreement with some of the 
other proposals and to make certain suggestions for further revisions 
in an appendix attached hereto. 

I will comment only on one of these, and that is item No. 4, which 
deals with the character of gain or loss in the case of sale or exchange 
of distributed property. 

The proposal at item 13 of the revised report that a loophole be 
closed by putting the character of assets under section 751, as items 
representing unrealized income, to donees of distributee partners, 
is opposed by our committee. 

It is submitted that any such revision of the general law with 
respect to donees should be integrated into the tax law as a whole and 
that it is improper to single out donees of certain taxable property for 
a special treatment. If it is determined that there is a possibility 
that a significant amount of tax will be avoided under the present 
law, it is recommended that the treatment accorded to such transfers 
be made consistent with that applicable to transfers of installment 
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obligations and items of income in respect of a decedent as in sections. 
453(d) and 691(a) (2) respectively. 

Proposal No. 13 also would phrase the character of section 751 items 
as noncapital assets which may be distributed without recognition 
of gain until they are sold or exchanged in a taxable transaction. 

The present law limits the period of section 751 stigma to 5 years. 
There is no justification for prolonging the stigma upon such items, 
The indefinite extension of the period would impose substantial 
burdens on both taxpayers and the Internal Revenue Service. 

Thank you very kindly. 

The Cuarmman. Mr. Manly, you suggest in your statement that the 
exception proposed by the advisory group, for sales of interests in so- 
called collapsible partnerships, which is set at the amount of $1,000, 
is a mere token. Is that not about what you said? 

Mr. Manty. That is what we said; yes, sir. 

The Cuamman. I wonder if it really is a token when you consider 
the fact that the $1,000 applies to each sale, not on a yearly basis, not 
on a partnership interest basis, but that 1t applies with respect to 
each sale? 

As such, is it in reality just a token? 

Mr. Man.y. If you were to assume that the partners would make 
repeated distributions, one a week and $1,000 exception for each week, 
then that would be substantial, but I think under those circumstances 
the Internal Revenue Service would certainly impute the step-transac- 
tion approach to the problem and not look at it as merely one dis- 
tribution. It would lump them all together. 

Our purpose was to simplify the law as it would be applied to 
smaller businesses and to give them more freedom of action in case 
they had, for example, $2,500 or a $3,000 amount of unrealized de- 
preciation, rather than $1,000, which I believe would catch a great 
number of smaller businesses where they are not able to hire account- 
ants to make the very complicated adjustments that sometimes even 
lawyers cannot understand. 

The CuairMANn. Your group approves the advisory group recom- 
mendation to eliminate section 751(b) as I understand it. 

Mr. Man ty. Yes, sir. 

The Cuarrman. If we did that, would you be satisfied that. this 
elimination would not open the door to rather widespread abuse 
through the shifting of income or conversion of gain? 

Mr. Manty, It would permit some shifting, that is true, between 
individuals. It would not, as it is drafted, in our opinion, permit 
ordinary income to be taxed as capital gain. It would all be taxed 
eventually in the character of ordinary income. 

It would, however, permit certain shifting in the incidence of the 
burden of the tax, but with such inequities that may develop, it would 
not be absolutely tax justice, but certainly under the circumstances 
the simplification of the statute would justify any possible or theoret- 
ical abuses. 

If it developed at a future time that the abuses were more substan- 
tial than we think now, then possibly the code could be changed or 
the regulations could be changed to tighten up on any loopholes that 
would develop, but at this time we cannot see that there would be any 
substantial abuse to the revenues. 
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The Crarrman. I recall the Treasury testimony of last Fridary 
on this point. I would like to quote the following from page 71 of 
Mr. Lindsey’s written statement : 


As was developed during the course of the testimony on Tuesday— 
that is when the advisory group was before us— 


the deletion of section 751(b) would make it possible for the partners to avoid 
ordinary income tax. Under the advisory group’s proposal, upward adjustments 
can be made to the basis of depreciable assets of the partnership in connection 
with a distribution of section 751 assets. The additional depreciation deduc- 
tions thus allowable can then be offset against the ordinary income realized 
upon sale of section 751 assets. Would that not follow? 

Mr. Manty. Ihadn’t noticed or seen this statement before, but just 
from reading it, apparently it would. 

The Cuatrman. Then if that is the case, would you be satified that 
it is desirable to have one tax result if the interest in a collapsible 
partnership is sold and a more favorable result if that interest is liqui- 
dated instead of sold ? 

Mr. Manty. In theory, the results should be as nearly the same 
as possible. However, under section 751, or 754, I think it is, it now 
would prohibit any adjustment for section 751 assets, that is, inven- 
tory items, and it would seem if this is a major point that the prohibi- 
tion against adjustment could also include depreciable assets. 

The Cuarrman. Are there any further questions of Mr. Manly? 

Tf not, then let’s go to your next discussion, Mr. Meyer. 

Mr. Meyrr. The last will be Mr. Crane Hauser, who will talk on 
subchapter C. 

I think you can skip the general statement in front of you. We 
have a long written report here on subchapter C. Mr. Hauser will 
just touch on a few of the highlights. 

You can skip the introductory statement, and he perhaps will 
refer you to the pages which he will be discussing. 

The Cuarrman. With the understanding, of course, that your en- 
tire statement, including the material omitted by any of you gentle- 
men, will be included in the record at this point. 

(The material referred to follows:) 


COMMENTS AND RECOMMENDATIONS OF THE COMMITTEE ON FeEpERAL TAXATION, 
OF THE CHICAGO BAR ASSOCIATION ON H.R. 3041 (SuscHapter J) 


BILL FAVORED 


The Chicago Bar Association is of the view that H.R. 3041 is urgently needed 
legislation. It will materially improve the administration and practical ap- 
plication of the 1954 code in the area of income taxation of estates and trusts, 
and once again Federal tax laws with basic State laws of property and estate 
and trust accounting, which, until the 1954 code, were always determinative of 
tax liability. 

This part of the code affects not only thousands of widows and children who are 
beneficiaries under estate arrangements provided by husbands and fathers 
but every American citizen with sufficient assets to require probate of his 
estate at death. : 

As practicing lawyers who represent such beneficiaries and executors, we 
wish to be recorded as fundamentally supporting H.R. 3041 and the changes 
it would make in subchapter J. These changes, while largely technical, deal 
with the proper person to be subiected to income taxes on income which in 
any event is bound to be taxed. The purpose of the bill is to correct inequities, 
distortions, and imperfections in the operation of the present tax law; and 
adoption of the bill will go a long way toward making subchapter J more 


| wi 
th 
| sig 
mé 
if 
leg 
col 
i 
we 
bil 
sec 
ha 
] 
at 
| Foi 
| or 
| pay 
kin 
ber 
7 
giv 
diff 
rec 
ree 
ine 
he 
sep 
tho 
8 of 
tak 
rect 
plu 
the 
tair 
as 
but 
this 
tot 
T 
one 
the 
H.R 
If 
cory 
ben 
W 
cate 
witl 
code 
wha 
proc 
| 


n 
d 
e 


AMEND INTERNAL REVENUE CODE 741 


workable, equitable, and satisfactory all around for the Government and 
the taxpayer. Budget considerations and the revenues will not be affected 
significantly one way or the other. 

On the whole, we find the terminology of H.R. 3041 acceptable from the point 
of view of clarity and understandability. The explanatory and administrative 
material contained in the final advisory group report are excellent and should, 
if possible, be incorporated in the committee reports and become a part of the 
legislative history for the benefit of lawyers, accountants, and eventually the 

urts. 

“While we strongly support the fundamental changes embodied in H.R. 3041, 
we believe there are certain amendments which should be adopted to make the 
pill even more acceptable and workable. 


TIER SYSTEM-——-TWO TIERS FAVORED 


The first suggestion is to revise section 8 of the-bill (p. 17 et seq.) amending 
section 662 to substitute a “two-tier” system of taxing the income from trusts 
having more than one beneficiary in place of the proposed “four-tier’ system. 

It is a well-known fact in trust administration that not all of the moneys which 
a trustee gives to beneficiaries in a given year are necessarily taxed to them. 
For example, there may be nontaxable interest on municipal bonds or depletion 
or allowances; or the funds may include sums of principal. When a trustee 
pays out more money than is subject to income tax, it is necessary to have some 
kind of rules for telling what part of the taxable income is chargeable to each 
beneficiary in those cases where there are two or more beneficiaries of the trust. 

The 1954 code drew some very arbitrary distinctions in this regard, which have 
given trustees and beneficiaries and their lawyers and accountants considerable 
difficulty and caused a great deal of complaint. For example, a beneficiary who 
received only earnings of the trust was lumped together with a beneficiary who 
received only principal. The result has been that the beneficiary who received no 
income and only principal has been required to pay an income tax on the principal 
he receives. Obviously, such a result was never intended and must be revised. 

The advisory group agrees, and the proposed amendment to section 662 
separates into different categories beneficiaries who receive only principal and 
those who receive income. But the advisory group recommendations and section 
8 of H.R. 3041 go farther and draw distinctions between different types of income 
takers, i.e., those to whom income is required to be paid currently, those who 
receive income in the discretion of the trustee, and those who receive income 
plus amounts of principal in the discretion of the trustee. 

We think this extra separation is unnecessary and adds to the complexity of 
the section. Further, it has the effect of continuing some of the mistakes con- 
tained in the present law. For example, if an attorney’s fee is paid out of the 
principal of the trust and the trustee is not able to take advantage of the fee 
as a deduction, the deduction does not inure equally to all income beneficiaries ; 
but under the existing law (and also under H.R. 3041) the beneficiaries down 
the line in the later “tiers” are favored over those in the first tier. We think 
this is wrong and the deduction should benefit ratably all beneficiaries subject 
to tax. 

Therefore, we suggest only a two-tier system with all income takers grouped in 
one tier and takers of principal in another. We would combine in one category 
wh _— of income takers mentioned in A, B, and C of section 8 (p. 18) of 

If this is not done, section 662 should be amended to deal specifically with 
corpus deductions and provide that they shall inure ratably to all the income 
beneficiaries subject to tax. 

We also believe the two-tier system would simplify the problem of the proper 
category in which to place charitable distributions. As drawn, the bill would 
group charitable distributions even though paid out of income, in the same tier 
with corpus takers. This perpetuates the arbitrary classifications of the 1954 
code and complicates accounting procedures and tax returns. We believe chari- 
table distributions should be treated like distributions to individuals falling in 
whatever tier they would if they were made to individuals. This was the 
procedure before the 1954 code and is preferable practice. 


| 
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MULTIPLE TRUSTS 


Section 2 of H.R. 3041, amending section 641, would add a section dealing with 
multiple trusts. 

As to the advisability of legislation, we agree that abuses of the tax system 
by use of multiple trusts should have attention as any other area of the tax 
laws. Unfortunately, satisfactory legislation regarding multiple trusts is ex. 
tremely difficult to draft, as is apparent from the length and complexity of the 
proposed new section. Legislation either tends to be overcomplex or undesir- 
ably subjective and in either case raises more problems than it solves. To some, 
legislation will be regarded as a “charter” for establishing multiple trusts and 
result in the creation of more such trusts than is now the case. To others, 
legislation will prove a trap and strike down arrangements not motivated by tax 
considerations. Unless the abuses are demonstrated to be sufficiently serious 
to demand the addition of another complicated section such as that proposed, 
we would not favor such an addition. 

If legislation is to be enacted, we favor the approach taken by the advisory 
group of consolidating the several trusts to reach increased surtax brackets 
rather than the addition of a penalty tax. We also favor the separate treat- 
ment of lifetime trusts and trusts under wills. Moreover, we favor fixing the 
minimum number of separate trusts to which the law does not apply and believe 
there is sound administrative policy behind such an exception covering legitimate 
occasions for the creation of a new trust for a beneficiary. 

However, when the specified minimum number of trusts is exceeded, we believe 
that consolidation should not automatically follow, as the proposed section 
641(c) would require, but should turn on a presumption in favor of consolida- 
tion, unless tax avoidance as a motive in the creation of multiple trusts is 
rebutted by the taxpayer. A test of this sort would provide a sufficient deterrent 
against the abuse of trusts and at the same time preserve a basic fairness in 
the law which is desirable. 


MULTIPLE TRUSTS—EFFECTIVE DATE OF SECTION 641 (C) 


In the advisory group final report it is stated (p. 9) that it is not recommended 
that trusts created before the date of enactment, be combined in any way with 
trusts created after that date in applying section 641(c). We fail to find any 
provision in H.R. 3041 making clear this intention. It should be added by 
amendment. 

Section 641(c) of the bill would make the multiple trust provisions applicable 
to all trusts established after December 31, 1956, unless a grantor has created 
“more than five such trusts within a period of 12 months” before that date, 
with substantially identical terms and similar trustees, in which case the 
provisions would apply retroactively to such trusts. If deterrent legislation 
regarding multinle trusts is to be adopted. we believe it should be given only 
prospective application. We question whether the revenues involved in retro- 
active application justifies its enforcement; and unless enforced, retroactive 
features should not be included. Moreover, we believe the exception (see. 
641(c)(2)) is imperfectly drafted and susceptible of the interpretation that if 
a grantor created more than five trusts, whether or not identical, before Decem- 
ber 31, 1956, all trusts created by him regardless of date would be con- 
solidated to the extent they have similar terms and trustees. If the exception 
is retained, it should be revised to clarify the terminology. 


GRANTOR TRUSTS 


Section 15 of H.R. 3041 would amend section 674 relating to the power of a 
grantor to control beneficial enjoyment. In subsections (b), (c), and (d) of 
the present section 674 there appears a sentence sometimes referred to as the 
“exception to the exception” or “attribution” sentence which is repeated five 
times at various places and reads: 

“A power does not fall within the powers described in this paragraph if any 
person has a power to add to the beneficiary or beneficiaries or to a class of 
beneficiaries designated to receive the income of corpus, except where such 
action is to provide for after-born or after-adopted children.” 

Section 15 of H.R. 3041 amends this sentence, but the effect of the change is to 
make its meaning even more puzzling and unreadable. Further, we believe the 
sentence is too broad and has the effect of attributing taxability to grantors in 
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not strictly within the intent of the Clifford rules. Apparently the 
erp which the sentence refers is one where the grantor strictly does not 
have a “power of disposition” but does have a power to change beneficiaries, and 
the sentence declares that in such cases, income will be attributed to the grantor 
except when the power is limited to providing for after-born or after-adopted 
children or an after-acquired spouse. We believe that the simple addition of 
the phrase “or to change beneficiaries (other than to provide for after-born or 
after-adopted children or an after-acquired spouse)” immediately following the 
words “subject to a power of disposition” in the opening paragraph of the section 
accomplishes the purpose of the “exception” sentence, and if this addition were 
made, the “exception” sentence pec be omitted wherever it appears, thereby 

simplying the provisions of the section. 

not adopted, we think this sentence should be further 
clarified, both as to readability and as to the problem to which it is pointed. 


DEFINITION OF CHARITABLE BENEFICIARY 


In section 4 of H.R. 3041 an amendment is made to section 643 of the code 
to add paragraph (d) defining ‘charitable beneficiary.” We suggest that the 
final clause of the new paragraph—‘without regard to the present limitations 
prescribed in section 170(b)” be deleted. The limitations in section 170(b) are 
immaterial for purposes of section 643 where the only thing involved is whether 
there has been a distribution to an entity that is a “charity.” 


INCOME FOR BENEFIT OF GRANTOR 


Section 17 of H.R. 3041 amends section 677 dealing with income for the bene- 
fit of a grantor. This section of the code attributes the income of a trust to the 
grantor when among other things the income is applied to the payment of pre- 
miums of insurance on his life. We suggest that the amendments proposed in 
section 17 also cover the tax status of the case where insurance on the grantor’s 
life is owned by the beneficiary and the terms of the trust authorize income to 
be expended for premiums on insurance. In this situation we believe that the 
premium payments should be treated as distributions to the beneficiary and tax- 
able to him—not to the grantor. 


INCOME IN RESPECT OF DECEDENT 


Section 19 of H.R. 3041 would add a new subsection (a) to section 691 of the 
code to define what is income in respect of a decedent. We strongly concur in 
the desirability of making such a definition, we approve of the items covered by 
paragraphs (1) through (6), except we would like it made clear that the taxabil- 
ity of distributions is governed by sections 402(a), 403(a) and 421 (relating to 
distributions from employee benefit plans and stock options) shall not be ad- 
versely affected by paragraph (3) and (4). 

We strongly dissent from the provisions of paragraph (7). We believe the 
provision too broad and indefinite and may go beyond present law, and the 
phrase “received solely by reason of his death” is as uncertain of meaning as 
“income in respect of a decedent.” It furnishes no help to a person trying to 
determine what is and what is not included. If there are other items to be cov- 
ered, they should be added to the list specifically rather than through the use 
ofa “catchall” phrase. 


APPENDIX TO STATEMENT OF COMMITTEE ON FEDERAL TAXATION OF THE CHICAGO 
Bark ASSOCIATION REGARDING Reports or ADVISORY GROUP ON SUBCHAPTER K 


1. Determination of basis of partner’s interest—Recommendation No. 5 
of the revised report would reverse the present alternative rules in computing 
the basis of a partner’s interest. Presently, a partner uses his basis of the 
property originally contributed and, in the alternative, he may use his prorated 
share of the adjusted basis of the partnership property, when permitted by the 
Secretary. The proposal would change the alternative rule into the general 
rule, and make applicable the present general rule only if the proposed general 
rule would result in a “substantial difference” in the basis. Such a proposal, 
making the selection of the rule depend upon such a vague term as “substantial” 


is not recommended. The present rule appears to be workable and should be 
left alone. 
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2. Close of taxable year upon death of a partner.—Item 7 of the revised re. 
port deals with closing the taxable year of a partnership with respect to a de 
ceased partner under section 706(c) of the code. Under present law such tax- 
able year generally does not close prior to the end of the partnership’s tax- 
able year. The advisory group proposes that the year should close with respect 
to the partner at the date of death, as a general rule, but that the successor in 
interest would have an election to continue the year to the end of the partner- 
ship year or to the earlier date of sale, exchange or liquidation of the interest 
of the deceased partner. The advisory group recommendation is based upon 
the theory that in the usual case it will be more important to have various 
benefits available in the year of death than to avoid “bunching” of income in a 
decedent’s final return. Nevertheless, the cases where hardships are apt to be 
most acute are those involving “bunching” of income rather than loss of de- 
ductions, exemptions and the like. 

Our committee recommends that the present rule regarding the closing of the 
taxable year be retained and that the successor in interest be permitted to elect 
to close the taxable year of the partnership with respect to the deceased part- 
ner at the date of his death. This will protect taxpayers against the negligent 
omission affirmatively to elect what is now the general rule. 

3. Changing or adopting a taxable year.—With respect to the proposal at item 
9 of the revised report regarding the termination of a partnership upon the sale 
of an interest of 50 percent or more, our committee is in favor of granting 
every partnership the right to choose whether or not it will or will not be ter- 
minated, regardless of whether 50 percent or more in interest in the partner- 
ship capital and profits is sold or exchanged or is liquidated so long as the part- 
nership business is continued. Existing partnerships may have certain at- 
tributes for tax purposes which the remaining partners should be allowed to 
earry forward so long as the partnership business is continued, regardless of 
changes in the membership. The interest of the Treasury Department will not 
be unduly prejudiced in the long run by permitting the continuation of an ex- 
isting partnership. It is therefore recommended that the present law be re 
tained with an added provision granting the partnership the right to elect to 
continue the partnership regardless of the application of section 708(b) (1) (B). 

In the event that such an election privilege is not enacted, the committee 
favors retention of the present provisions of the statute. The fact that a mere 
difference in form between a sale to other partners and a liquidation may pro- 
duce different tax consequences is not inherently objectionable. 

4. Character of gain or loss in the case of sale or exchange of distributed 
property.—The proposal at item 13 of the revised report that a “loophole be 
closed by imputting the character of assets under section 751 (items represent- 
ing unrealized income), to donees of distributee partners is opposed by our 
committee. It is submitted that any such revision of the general law with 
respect to donees should be integrated into the tax law as a whole and that it 
is improper to single out donees of certain types of property for special treat- 
ment. If it is determined that there is a possibility that a significant amount 
of tax will be avoided under the present law, it is recommended that the treat- 
ment accorded such transfers be made consistent with that applicable to trans- 
fers of installment obligations and items of income in respect of a decedent by 
section 453(d) and 691(a) (2), respectively. 

Proposal No. 13 also would freeze the character of section 751 items as non- 
capital assets which may be distributed without recognition of gain until they 
are sold or exchanged in a taxable transaction. The present law limits the 
period of section 751 stigma to 5 years. There is no justification for prolonging 
the stigma upon such items. The indefinite extension of the period would im- 
pose substantial burdens on both taxpayers and the Internal Revenue Service. 

5. Optional adjustments to basis of partnersship property.—With respect to 
recommendation No. 20 of the advisory group's revised report dealing with elec- 
tions under section 754, our committee suggests that the rules with regard to 
such elections be further amended to permit the section 743 adjustments to be 
made or ignored at the election of such transferee independently, rather than to 
permit the adjustment to be made only at the election of the partnership as in 
the present law. Such an amendment of the rules is necessary to protect the 
interests of every transferee regardless of the wishes of the majority. 

6. Special rules for allocation of basis—The advisory group’s 21st proposal 
to discard the holdover provisions applicable to adjustments under section 755 
on the ground that, to date, they have been little used, is not sound. The pro- 
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posal will not simplify the application of the law. The adjustments will have 
to be computed in any event, and the denial of their full application may result 
in substantial injustice. In any event, it is respectfully suggested that the facts 
supporting the group’s statement that “this subsequent adjustment was little 
used in actual application and thus represented an unnecessary complication of 
the statute” be reexamined in the light of experience since the preparation of 
the revised report of 1957. 


COMMENTS AND RECOMMENDATIONS OF THE COMMITTEE ON FEDERAL TAXATION, 
THE CHICAGO BAR ASSOCIATION, ON SUBCHAPTER C AMENDMENTS 


GENERAL STATEMENT 


The attached memorandum is a summary of the views of the committee on 
Federal taxation of the Chicago Bar Association on the statutory changes 
proposed by the Advisory Group on Subchapter C to the Mills Subcommittee on 
Internal Revenue Taxation in its revised report dated December 11, 1958. 

Careful consideration has been given by the committee to this revised report 
and its predecessor report of December 24, 1957. In January of 1958, a sub- 
committee of 12 regular members and 3 ex-officio members was appointed to 
undertake study and discussion of the advisory group proposals and to submit 
drafts of recommendations to the full committee. Each draft was then con- 
sidered and voted upon by the full committee, and the resulting recommenda- 
tions were incorporated into memorandums which were submitted to Mr. Colin F. 
Stam, chief of staff of the Joint Committee on Internal Revenue Taxation, on 
June 30, 1958, and September 25, 1958. A new subcommittee was appointed 
to consider and report on the revised report of the advisory group. All major 
substantive changes proposed by the advisory group which were not previously 
considered by the full committee have now been voted upon. In all, more than 
50 committee and subcommittee meetings have been devoted to a study of the 
advisory group proposals. 

The attached memorandum merely considers each of the many legislative 
proposals recommended by the advisory group on its individual merits, and 
should not be construed as indicating any general approval of the program 
advocated by the advisory group. To the contrary, the general disapproval of 
the committee should be manifest. As a result of all of its studies and reports, 
oe substantive changes have been proposed by the advisory group, as 

ollows : 

(1) An amendment to section 305 of the code to deny nontaxability of certain 
stock dividends. 

(2) A limitation on charitable deductions for contributions of section 306 
stock. 

(3) An objective test for “thin” incorporations. 

(4) The elimination of reattribution under section 318, dealing with con- 
structive ownership of stock. 

(5) A revision of the treatment of liquidation distributions under section 
331 so that gain would be computed on the basis of assets received rather than 
their fair market value. 

(6) The substitution of completely objective tests in the collapsible corpora- 
tion area for the subjective-objective tests of the present section 341. 

(7) The addition of two new objective tests for partial liquidations under 
section 346. 

(8) The effective removal of statutory mergers and consolidations as a sepa- 
rate category of reorganization under section 368. 

(9) Extensive reductions of the control requirements in reorganization under 
section 368. 

(10) Elimination of the requirement that gain must be realized upon a reor- 
ganization before distributions may be taxed as “boot.” 

(11) A complete revision of section 382, whereby the availability of net 
operating loss carryovers would be limited to 50 percent of the consideration 
“paid” for the acquisition of a going business. 

Of the foregoing major substantive changes, our committee has approved only 
two, (1) relating to denial of nontaxability of certain stock dividends, and (4) 
Providing for elimination of reattribution. Even the support for these sub- 
stantive changes, however, is still subject to the qualifications expressed in the 
following resolution of the committee adopted on February 18, 1959: 
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“Whereas the committee on Federal taxation of the Chicago Bar Association 
has considered in detail the proposals of the Advisory Group on Subchapter C 
to the Ways and Means Subcommittee on Internal Revenue Taxation and has 
appraised each proposal on its own merits without regard to the overall effect 
of these recommendations on the Internal Revenue Code from the standpoint of 
equity, complexity, and continuity of established principles, as shown by a 
detailed report, which is submitted herewith ; and 

“Whereas it then considered in perspective the effect on the Internal Revenue 
Code and its administration of enactment, in the alternative, of (1) the entire 
package of proposals of the advisory group, or (2) only those approved by our 
committee ; and 

“Whereas it is the view of this committee that subchapter C of the 1954 code 
is already so complicated as to make difficult a workable understanding even 
by tax specialists, and that the effect of the proposed amendments is to magnify 
these imperfections and to make still further basic changes in the tax treatment 
of corporate distributions and adjustments; and 

“Whereas the taxpaying public has a greater interest in simplicity and con- 
tinuity of statutory provisions in this important area of Federal income taxation 
than in theoretical perfection : Now, therefore, be it 

“Resolved, That the committee on Federal taxation of the Chicago Bar Associa- 
tion recommends that all of the proposed amendments to subchapter C be rejected, 
and that no change in basic structure or philosophy should be enacted at this 
time.” 


CoMMITTEE ON FEDERAL TAXATION 
THE CHICAGO BAR ASSOCIATION 


MEMORANDUM DEALING SPECIFICALLY WITH THE RECOMMENDATIONS OF THE 
REVISED REPoRT OF THE ApviIsORY GROUP ON SUBCHAPTER C 


SECTION 2 


The advisory group in studying section 301 has recommended changes dealing 
only with certain fringe problems of limited significance. 

(a) Present section 301 does not cover the situation where stock or stock 
rights are distributed in cases to which section 305(b) applies. Section 305(b) 
makes such distributions taxable under section 301 as dividends where the 
distributions are in discharge of preference dividends or, at the election of the 
shareholder, other property may be selected. 

The advisory group recommends that such distributions of stock or stock rights 
shall be treated as a cash distribution, with the effect that if the distributee is 
a corporation, it will be given the full benefit of the 85 percent deduction under 
section 243, and a basis equal to the fair market value of the stock or stock 
rights. The result of the recommended treatment is to treat the stock distribu- 
tion to a corporate recipient just as though it were a cash distribution to which 
it is comparable. 

The committee agrees with the advisability of this amendment and the pro- 
posed statutory language appears adequate. 

(b) A similar problem exists under present law in the case of the distribution 
of the obligations of a corporation to a corporate distributee: present section 
301 does not specifically deal with the problem. Since the obligitions might be 
considered as having a Zero basis in the hands of the distributing corporation, 
the amount of dividends under present law might be zero. There seems to be 
no reason why such obligations should be given the exceptional treatment of 
distributions in kind with a law basis; no avoidance situation seems to exist 
here. The advisory group, accordingly, recommends that the corporate recipient 
of obligations of a distributing corporation be treated as though it had received 
a cash dividend equal to the lesser of either the face value or the fair market 
value of the obligations. 

The committee agrees with the objective of the advisory group; however, 
no explanation is given as to why in the proposed statutory language it is 
necessary to include a face-value test. 

(c) The objective of section 301(b)(1)(B) in the case of corporate dis- 
tributees is to limit the taxability of dividends in kind to the adjusted basis 
of the property so distributed. If gain is recognized to the distributing 
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corporation at the time of distribution, the adjusted basis should be corre- 
spondingly increased. The present statute only provides for increases resulting 
from distributions of LIFO inventories and property subject to a liability in 
excess of the basis. This inadvertently fails to take care of distributions of 
installment obligations, where a similar taxable gain results from distribution. 
The advisory group recommends an amendment to provide for an increase in 
the basis in all such situations. 

The committee agrees with this recommendation and finds that the proposed 
amendment seems to accomplish the objective. 

(d) The present statute does not restrict the special treatment accorded to 
distributions in kind received by corporate shareholders to cases in which the 
corporate shareholders are entitled to the dividends received deduction. This 
generally seems appropriate, because there is the possibility of some tax avoid- 
ance if it were so restricted. However, there are two instances in which the 
advisory group feels that the limitation on the amount of the distribution should 
not be applied: first, in the case of a distribution from a foreign corporation not 


engaged in business in the United States (so as to qualify for a dividends re- 


ceived deduction), and second, in case of a distribution to such a foreign’ 
corporation. 

With respect to both situations, it seems appropriate to treat distributions in 
kind to the full extent of the fair market value of the property. Inasmuch as 
there is no dividends received deduction available to the shareholder in a 
foreign corporation or to a foreign corporation not engaged in business in the 
United States, there is slight possibility of tax abuse. The committee agrees 
with the recommendations of the advisory group and finds that the proposed 
language of the amendment would effectuate the objectives. 


SECTION 3 


(a) Under the present statute, it is not fully clear, in the case of a distribu- 
tion in redemption of stock by a deficit corporation, whether the fact that there 
are no earnings and profits will make section 302(b)(1) applicable and there- 
fore convert the transaction into an exchange taxable under section 302(a) 
as a gain or loss to be determined by the difference between the distribution 
and the basis of the stock redeemed, or whether the lack of earnings and profits 
is to be ignored and section 302(d) and section 301(c) (2) and (3) are to permit 
the amount of the distribution to be applied against the basis of all the stock 
of the shareholder with only the excess being taxed as a capital gain. Also, 
where the distribution is made in kind to a corporate shareholder, it is not 
clear, for the same reason, whether the amount of the distribution is to be 
limited to the lower of the fair market value or the basis of the property 
distributed. 

The committee report on the 1954 code states that the question as to whether 
the redemption is to be treated as a sale or exchange is to be determined 
without reference to the earnings and profits picture; the present regulations 
carry out this intent, with the result that the absence of earnings and profits 
may not necessarily bring section 302(a) into operation. The result of this 
principle seems correct, but there is nothing in the statute itself which requires 
its application. The advisory group believes that the statute should be made 
explicit on this point. 

The committee believes that the treatment provided by the regulations (sec- 
tion 1.302-2(a)) is proper and that it is within the permissible construction of 
the statute, although not required by the statute. Consequently, we believe that 
no statutory amendment is necessary. 

(b) The present provisions, relating to attributions of stock ownership for 
the purposes of the application of the substantial disproportionality test of sec- 
tion 302(b) (2) and the complete termination test of section 302(b) (3), requires 
that a partnership shall be deemed to own all the stock owned by each of the 
partners. The result is that when there is a redemption of stock of a part- 
nership, such redemption may be treated as a dividend by virtue of the fact 
that one of the partners may have owned stock in the same corporation, thus 
making perhaps the other partners who own no stock in the corporation directly 
taxable as if they had received a dividend. For the purpose of determining the 
nature of the distributive share of a partner, it does not seem appropriate to 
take into account the stockholdings of other partners. Accordingly, the advisory 
group recommends that in the case of redemptions of stock owned by a part- 
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nership, the stock shall be treated for the purpose of applying the dispropor- 
tionality test and the complete termination test, as if it had been distributed to 
the partners (in accordance with their distributive shares) and then redeemed 
from them. The committe agrees with the advisability of this suggestion and 
finds that the amendatory language used by the group would accomplish the 
purpose. 

(c) The 80 percent requirement of the disproportionality test is applied to 
the voting stock held before and after the redemption. The present statute is 
not wholly clear what would be the situation where there were two or more 
classes of voting stock. The advisory group would amend the statute to provide 
specifically that in such cases the necessary ratios are to be computed in accord- 
ance with the combined voting power of all classes of voting stock. The com- 
mittee finds no objection to this suggestion and believes that the recommended 
amendment would accomplish the purpose. The committee further suggests 
that the term “voting power” be defined for purposes of subchapter C. 

(d) Where stock is called in for redemption at one time and the redemption 
price is to be paid thereafter in installments, the advisory group expresses con- 
cern as to whether the present statute is applicable to the subsequent payments, 
due to the fact that technically speaking no shares are turned in at those stages. 
The advisory group, accordingly, recommends clarification of the statute by a 
new provision which would state that the ratios are to be computed as of the 
time when the stock is acquired by the corporation without regard to the payment 
dates. 

The committee agrees with the recommendation of the advisory group for 
clarification on this point, and feels that the suggested legislative amendment 
would he adequate. 

(e) For the purpose of assuring sale or exchange treatment in the case of the 
redemption of preferred stock by widely held companies, the advisory group 
would recommend that if a shareholder owns less than 1 percent of the common 
stock and voting stock of the corporation after the redemption, section 302(a) 
will apply. Provided that the common stock or voting stock is not held in sub- 
stantially the same proportions as the preferred stock being redeemed, this legis- 
lative recommendation would seem appropriate, for if there is no proportionate 
ownership of the equity and the interest is under 1 percent of the equity, the 
redemption could hardly be essentially equivalent to a dividend. One might, 
however, have a reservation as to the wisdom of such an amendment due to the 
fact that it may reflect adversely upon redemptions of preferred stock held by 
persons who have more than a 1 percent interest in the equity of the corporation. 

Accordingly, the committee does not believe that the amendment suggested 
by the advisory group should be adopted, in view of the failure to limit its 
application to cases in which the holdings of preferred stock are not proportion- 
ate to the holdings of common stock, and because of the adverse effect which 
the amendment may have upon other redemptions. Regarding the latter ob- 
jection, we fear that the Commissioner may not feel bound by the contrary in- 
structions contained in the revised advisory group report. 

(f) Under the present law, the rules of constructive ownership of section 
318(a) apply to the question of equivalency to a dividend contained in section 
302(b) (1); but the fact that attribution results from close relationship between 
the stockholders should not necessarily foreclose the inquiry. However, the ad- 
visory group apparently believes that, as administered, the attribution rules pre- 
vent the free application of the equivalency test. Accordingly, the advisory 
group recommends that the attribution rules be inapplicable to section 
802(b) (1), but that the relationships involved be taken into account in making 
the principal determination. Inasmuch as the test prescribed in section 
302(b)(1) is a comparative one without the mechanical standards of section 
302(b) (2) and (8), it is believed that the present law requires merely that the 
attribution rules be given consideration in applying the equivalency test. Never- 
theless, the proposed amendment of the advisory group would seem to clarify 
and make more certain what is thought to be an appropriate construction of the 
present law. 

The committee, therefore, recommends the legislative revision suggested by 
the advisory group. 

(g) The present provision of section 302(b)(2)(D) would make the excep- 
tion for substantially disproportionate redemptions inapplicable to any one of a 
series of redemptions which in the aggregate are not disproportionate. The 
advisory group believes that this principle should be applied, also, to the 
following: 
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(1) The 50 percent limitation on the equity ownership of the corporation 
after the redemption for the purpose of the application of section 302(b) (2) ; 


and 

(2) The tests under section 302(b) (1) and (b) (3). The advisory group also 
would extend the principle to include prearranged plans providing for subse- 
quent sales of stock (whether previously issued or unissued) to the shareholders, 
to avoid the limitations contained in section 802(b) (2) and (3). While the 
present statute might be construed by the courts to prevent this indirect avoid- 
ance, it would seem appropriate to eliminate any uncertainty on this point 
through a specific statutory provision. 

Accordingly, the committee would agree with the recommendation for legis- 
lation on this point as suggested by the advisory group. 

(h) Section 302(c) (2) provides that the family attribution rules of section 
818(a)(1) are inapplicable in the case of a termination of the stockholder’s 
interest in the corporation. Thereunder, a sale or exchange is considered as 
having occurred even though the spouse or minor children still own stock in the 
corporation after the redemption of the stock owned by the shareholder. Due 
to the possibility of thus maintaining an effective voice in the management 
of the corporation, the advisory group recommends that where the shareholder’s 
wife continues as a shareholder, section 302(b) (3) will be inapplicable. The 
advisory group hesitated to apply the same rule in the case of other members 
of the shareholder’s household because the 10-year rule seemed adequate. 

The committee would not agree with the advisory group that this relief section 
should be so limited by making it inapplicable to situations in which the spouse 
has a continuing interest in the corporation. 

(i) Under the present provisions of section 302(c) (2) the family attribution 
rules do not apply to complete redemption provided that there are no reacquisi- 
tions within a period of 10 years. In order to prevent avoidance of this proviso, 
the regulations (section 1.302-4(c)) provide that the retention or acquisition 
of an interest in a parent or a subsidiary corporation of the corporation whose 
stock is redeemed shall be similarly prohibited; also, the acquisition of the stock 
in a successor corporation would be barred. The advisory group approves of this 
treatment, but is concerned by the apparent lack of statutory authority. Accord- 
ingly, the group recommends an amendment to the statute to provide a specific 
basis for the regulation and also to limit its scope. Under the amendment, 
a subsidiary would have to be 50 percent owned by the redeeming corporation, 
and a parent would have to own 50 percent of the stock of the redeeming corpora- 
tion; the successor would have to be a corporation to which the carryovers under 
section 381(a) apply. 

The committee is sympathetic with the problem to which the regulations are 
directed, but feels that they may go further than warranted. Furthermore, the 
approach adopted by the advisory group is similarly objectionable because it would 
apply to acquisitions of small amounts of stock in a parent or successor corpora- 
tion of which the business of the redeeming corporation may be only a very 
minor part. The committee believes that the problem is one which should be 
handled by specific statutory language and that such statute should be restricted 
in its application to instances where the reacquired interest is a material part of 
the original corporation. 

(j) Under the provision making the family attribution rules inapplicable in 
the case of complete redemptions, the stockholder so redeemed must not retain 
any interest in the corporation other than as a creditor. The regulations pro- 
vide that the acquisition of the assets of the corporation in the enforcement of 
the creditors’ rights is not considered as a prohibited acquisition unless its stock 
is so reacquired. The advisory group appears to believe that the acquisition of 
stock in the corporation in a bona fide effort to enforce the rights of the former 
stockholder should not be prohibited, but to prevent possible abuse the group 
would limit the suggestion to cases in which the default by the redeeming cor- 
poration could not have been reasonably anticipated. 

The committee generally agrees with the recommended change which would 
permit the reacquisition of a proprietary interest in the redeeming corporation 
upon the enforcement of the former stockholder’s rights as a bona fide creditor, 
but believes that the limitation to cases where the default by the redeeming cor- 
poration could not have been reasonably anticipated is unworkable and should 
be eliminated. We suggest that the desired limitation could be better achieved 
through inserting the words “bona fide” before “creditor” in the proposed statute. 
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(k) The committee is pleased to note that the advisory group has abandoned 
its proposal to limit attribution of ownership by virtue of stock options under 
section 318(a)(3) for purposes of sections 302(b) (1) and (2) to situations 
where the redemption price is in excess of the option price. 

(1) There is no specific statutory provision for the treatment of the basis of 
stock redeemed where the rules of section 302 require that the redemption pro- 
ceeds be taxed as a dividend. The regulations (sec. 1.802-2(c)) provide for 
“proper adjustment,” with examples showing that the remaining stock of the 
particular stockholder whose stock is redeemed picks up the basis of the redeemed 
stock, and that if he has no remaining stock, then the basis will be added to 
the stock held by the member of the family from whom additional stock had been 
attributed to the shareholder. The advisory group suggests that the statute be 
amended to provide as follows: 

(1) The basis of the stock redeemed would be added to the basis of the 
remaining stock owned by the shareholder, unless the shareholder elected to 
have it added to the basis of stock owned by another person whose stock is 
attributable to the shareholder under section 318. 

(2) If the shareholder owned no other stock, and did not make the election 
described above, the basis would be allowed as a loss on the sale or exchange 
of the stock. 

The committee agrees that the proposed legislation is desirable, but considers 
the language of section 302(e) (2) of the proposed bill extremely ambiguous. 


SECTION 4 


Under the existing regulations, stock received by a legatee in satisfaction of 
a specific monetary bequest does not qualify for a section 303 redemption (Reg., 
sec. 1.303-2(f)). Apparently, the regulations consider the transaction as, in 
effect, a purchase of stock by the legatee from the estate. The advisory group 
recommends that the statute be amended so that such a transaction will not dis- 
qualify the stock from a section 303 redemption. 

Section 115(g) (3), at the 1939 code the predecessor of section 303, was enacted 
to solve the problem of financing the estate tax in cases of estates consisting 
largely of shares in a family corporation. The committee does not see where 
the advisory group’s proposal is necessary to give effect to the original purpose 
of section 303. This is another case of where the original purpose of legislation 
is forgotten in favor of alleged inequity or symmetry. The committee recom- 
mends that the proposed amendment not be approved. 

The proposed amendment is not necessary to eliminate the questions arising 
under Revenue Ruling 56-270, which treats a fixed formula marital bequest as 
a specific monetary bequest. It would appear ,that even if the reasoning in 
Revenue Ruling 56-270 could be applied to section 303, the stock could be 
redeemed from the estate prior to any distribution in order to come within 
section 303. 

SECTION 5 


(a) In applying section 304, the constructive ownership rules apply without 
the usual 50-percent limitation of section 318(a)(2)(C) with respect to corpo- 
rate-shareholder attribution. This means that persons having small interests in 
corporations must make the attribution computation. The advisory group rec- 
ommends that a 5-percent limitation be inserted in order to eliminate de minimis 
computations. 

The committee recommends that the proposed amendment not be approved 
because the problem corrected is not of sufficient magnitude to justify the change, 
and because an attribution computation would have to be made in any event in 
order to determine whether the shareholder was within the limitation. 

(b) In a brother-sister acquisition, the determination of the amount of the 
distribution which is taxable as a dividend is made solely by reference to the 
earnings and profits of the acquiring corporation. The reason for this is that 
the distribution is treated as a redemption of the stock of the corporation ac- 
quiring such stock. 

A different rule exists in the case of a parent-subsidiary transaction. There, 
the determination of the amount taxable as a dividend is made as if the prop- 
erty were distributed by the subsidiary to the parent corporation and im- 
mediately thereafter distributed by the parent corporation. In other words, 
earnings and profits of the parent are increased by the amount of a so-called 
constructive dividend equal to the proceeds of the sales, and the distribution 
is treated as a redemption of the stock of the parent company. 

The advisory group recommends that the rule applicable to parent-subsidiary 
redemptions be applied to brother-sister redemptions. Thus, in determining 
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earnings and profits of the acquiring corporation, there will be included under 
the proposed amendment, a constructive dividend from the so-called acquired 
corporation to the acquiring corporation equal to the proceeds of the sale. 
This amendment is necessary to prevent possible tax avoidance. The commit- 
tee recommends that the proposed amendment be approved. 

(c) The advisory group recommends that the basis of the acquired stock in 
the hands of the acquiring corporation in a brother-sister acquisition and a 
parent-subsidiary acquisition be the amount paid for it if the redemption dis- 
tribution is regarded as payment for the stock acquired. This is distinguished 
from the rule requiring a carryover of basis if the distribution is treated as a 
dividend. The proposed amendment changes existing law in the case of a 
brother-sister acquisition and supplies an omission in the case of a parent- 
subsidiary acquisition. 

The committee recommends that the proposed amendment be approved. 

(d) Under constructive ownership rules, persons in control of a corporation 
are deemed to own stock owned by that corporation and, conversely, stock 
owned by such persons is deemed to be owned by the corporation. If this 
rule is literally applied to the brother-sister relationship, each of these corpora- 
tions is at the same time both the parent and subsidiary of the other. Such 
an interpretation of the statute renders meaningless the existence of special 
rules relating to brother-sister redemptions. 

The committee recommends that the proposed amendment to eliminate the 
possibility of such an interpretation be approved. 


SECTION 6 


The committee approves the proposal to deny nontaxable stock dividend 
treatment to a stock dividend payable with respect to common stock where a 
portion of the dividend is payable in cash or property as to some shares and 
in stock as to other shares. We believe that the approach proposed, of taxing 
the stock dividends as they are realized, is preferable to the Treasury plan 
of using the fiction that receipt of the shares calling for stock dividends is an 
election, under section 305(b)(2), making the distribution of such shares 
taxable. 

SECTION 7 


The committee approves in part and disapproves in part the proposals for 
modifying the treatment of 306 stock. 

(a) We agree that the present treatment of 306 stock in a 351 transaction 
is unduly harsh. While the stock received in exchange for 306 stock in a 351 
transaction becomes 306 stock, and the stock retained by the transferor in the 
ease of a contribution to capital or surplus or another corporation becomes 306 
stock, in whole or in part, under 306(c)(1)(C), in either case the 306 stock 
transferred remains 306 stock in the hands of the transferee. In the case of 
an exchange in a 351 transaction this may result in two penalty taxes if both 
stocks are sold or redeemed. We believe, however, that the proposed amend- 
ments to sections 306 and 351, treating the transfers as dispositions, do not go 
to the heart of the matter and result in even greater difficulties than exist under 
present law. Properly to correct this double-tax possibility in a 351 case 
requires a determination of which stock should continue to bear the taint of 
306 treatment, and to what extent, and also a determination of which corpora- 
tion’s earnings and profits should be used to measure the extent of the taint, 
and as of what time. 

(b) We agree that the present code provision regarding the status of 306 
stock in the hands of a donee is unsatisfactory. We approve the advisory group’s 
proposal to make it entirely clear that section 306 stock will continue to be 
regarded as such in the hands of a donee, notwithstanding the applicability of 
the fair-market-value rule of section 1015 in the case of losses. We suggest 
that it also be made clear that the penalty tax on a subsequent disposition by 
the transferee is subject to the limitations of 306(a) and the exceptions of 
206(b), so that the subsequent disposition would result in subjecting to ordi- 
nary income treatment no greater amount than would have been so treated in 
the hands of the original transferor. 

(ce) Concerning the proposal to apply the rules of constructive ownership in 
determining whether the effect of a recapitalization is substantially the same 
as the receipt of a stock dividend, we are of the opinion that, if the remedial 
provisions proposed elsewhere in section 318 are adopted, some attribution rules 
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should be made applicable to the recapitalization situation involved. However, 
we think that it should be made clear that the provisions of section 302(b) 
would still be applicable, so that attribution is to be considered not rigidly but 
only as an element in determining “essential equivalence.” Moreover, if the 
amendments proposed for section 318 are not adopted, we would disapprove the 
proposed amendment further extending 318 attribution to 306 cases. 

(ad) We disapprove the proposal to amend section 170(b) to reduce the 
charitable deduction obtainable on the contribution of 506 stock by the ordinary 
income component which would have appeared had the 306 stock been sold in- 
stead of given away. We believe that the arguments presented in justification 
of the proposal are unsound in two respects. In the first place, the shareholder 
does not “keep unchanged his interest in the control and in the future earnings 
of the corporation.” He is obviously giving up the right to receive dividends 
on the stock transferred, and, therefore, his interest in future earnings is pro 
tanto reduced. So far as control is concerned, this depends upon whether the 
preferred stock is voting or nonvoting stock, and in any case would seem no 
different in this respect than a transfer of a small portion (less than control) 
of common stock. In the second place, the transfer would seem to be no more 
of a bailout than in any case in which stock has appreciated in value by reason 
of accumulated earnings, whether a closed corporation or a public corporation, 
and whether the stock so transferred is preferred or common. In our view the 
proposal amounts merely to an indirect attack on allowing a charitable deduc- 
tion of appreciated property without taxing the appreciation. 


SECTION 8 


The committee approves the proposal to limit the application of section 
307(b) (1) to situations in which the fair market value of the rights received by 
the shareholder does not exceed $1,000 at the time of distribution. We agree 
that such a limitation is needed to prevent abuse of the section through schemes 
which are solely tax-motivated. 

SECTION 9 


Section 311 presently provides that no gain or loss shall be recognized to a 
corporation on the distribution of its stock or property. Two exceptions are 
carved out of that general rule by sections 311(b) and 311(c). Section 311(b) 
provides that if a LIFO inventory is distributed and the value of the inventory 
under section 471 (which normally means lower of cost or market) is in excess 
of the book value under LIFO then the excess shall be treated as income to 
the distributing corporation. 

Section 311(c) provides that where property is distributed and the property is 
subject to a liability which exceeds the adjusted basis to the distributing cor- 
poration of such property, then again gain shall be recognized to the distributing 
corporation in an amount equal to the excess. 

The advisory group proposes a further exception to the general rule of no 
gain recognition on corporate distributions of property other than cash. Where 
inventories valued on a basis other than LIFO are distributed under the statute 
as presently constituted, no gain or loss is recognized on the distribution to the 
distributing corporation. However, under section 312 the earnings and profits of 
the distributing corporation are adjusted to reflect any appreciation in value 
of the distributed assets in excess of their basis to the distributing corporation. 
The advisory group, in an effort ‘to prevent the allowance to a corporation of any 
double offset to its gross income,” proposes to restore to gross income any dedue- 
tions or other credits or allowances relating to the distributed inventory assets, 
for current or prior taxable years, and to make adjustments to prevent the 
inventory assets from being reflected in cost of goods sold, such adjustments to 
be determined under regulations prescribed by the Secretary. 

The committee disapproves of the proposed amendment. The proposal with 
respect to adjustments for cost of goods sold is already the law. The remain- 
ing situation, that of the corporate taxpayer having inventory assets which 
have been expensed for tax purposes, appears relatively unimportant, when it is 
considered that the distribution ordinarily will result in dividends to the share- 
holders, and an aggravated situation will ordinarily fall within the collapsible 
provisions. Further, the proposed amendment does not limit the income to the 
distributing corporation to the amount of the appreciation, which seems highly 
improper. 
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SECTION 10 


Section 317 presently provides definitions for the meaning of the terms “Prop- 
erty” and “redemption of stock.” Section 11 of the advisory group report 
recommends the adoption of a definition for “indebtedness of a corporation.” 
The advisory group dwells upon the fact that the proper income tax treatment 
of corporate debt obligations held by shareholders has been fruitful of much 
controversy and litigation during recent years and goes further and points out 
that there are no well-defined standards by which one can determine whether 
or not a shareholder’s advances to a corporation constitute loans or contributions 
to capital. 

The advisory group proposes, somewhat halfheartedly, a definition of in- 
debtedness of a corporation as including, but not being limited to, any uncondi- 
tional obligation of a corporation to pay a sum certain in money, under a 
multitude of conditions: 

(a) The obligation must be payable on demand or on or before a “specified 
and not unreasonably distant date.” 

(b) The obligation must have been incurred under “circumstances which do not 
negate any reasonable expectation of payment.” 

(c) The obligation is not subordinated to the claims of trade creditors. 

(d) Payment for the use of principal is not excessive, not dependent upon 
corporate earnings, and is unconditionally due no later than the maturity date 
of the principal. 

(e) The obligation does not entitle the obligee to vote for corporate directors. 

(f) The principal amount of all obligations held or guaranteed by the share- 
holders does not exceed by more than 5 to 1 the fair value of the stock of the 
corporation. 

The committee disapproves of the proposed statute. We believe it provides 
a blueprint for tax avoidance. The Service would probably regard the statute 
as exclusive and attack any form of indebtedness not within the narrow scope 
of its provisions, thus subjecting much bona fide indebtedness to unwarranted 
litigation. 

SECTION 11 


General rules of constructive ownership are provided in section 318, for specific 
application under other provisions of subchapter C, as follows: 

Sec. 302(b). Redemptions of Stock Treated as Exchanges: 

(1) Not Equivalent to Dividends. 

(2) Substantially Disproportionate Redemptions. 

(83) Termination of Shareholder’s Interest. 

Sec. 304. Redemption Through Use of Related Corporations. 

Sec. 306. Disposition of Certain Stock. 

Sec. 334(b) (3). Liquidation of Subsidiary—“Purchase” Defined. 

Sec. 348. Collapsible Corporation. (A new provision in the advisory 
group bill. Sec. 341, 1954 code, disregarding sec. 318, incorporates various 
personal holding company rules of sec. 544(a) ). 

Sec. 382. Special Limitations on Net Operationg Loss Carryovers. 

Many of these incorporating provisions in the 1954 code, and practically all of 
them in the advisory group bill, modify the general rules for their specific pur- 
poses. 

The constructive ownership rules are quite far reaching, and eliminate much 
of the certainty that was supposed to be a major objective of such provisions as 
section 302(b) (2) and (38). They frequently involve factual inquiries hav- 
ing dubious, if any relevance to the transaction under scrutiny. It would seem 
that their application extends beyond the contemplation of the draftsmen of the 
1954 code. For instance, they appear to make inapplicable the elaborate provi- 
sions of section 304 relating to brother-sister corporations, by subjecting all such 
cases to parent-subsidiary treatment. 

In reviewing these rules we have considered the overwhelming complexity of 
the 1954 code, the desirability of statutory provisions that are readily intelligible 
upon reading and practical in their application, the fact that these rules (like so 
many of the elaborate provisions of subch. C) bear most heavily upon the own- 
ers of small or moderate sized businesses, and the social and economic detriments 
in penalizing innumerable taxpayers for fear of an occasional abuse by a few. 
In view thereof, this committee makes the general recommendation that the 
statute should include only such rules of constructive ownership as can be justi- 
fied by a clear-cut preponderance of necessity. 
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(a) Section 318(a) (1) (A) (i) presently attributes ownership between spouses 
except where they are legally separated under a decree of divorce or separate 
maintenance. The advisory group’s clarifying amendment provides that the 
divorce decree may be either final or interlocutory. Our committee endorses this 
amendment. 

(b) Section 318(a) (1) (A) (ii) presently attributes ownership between parents 
and children and from grandchildren to grandparents. The advisory group's 
amendments add attribution from grandparents to grandchildren, stating that 
this will make the rules “more symmetrical, and is supported by the natural 
expectations of inheritance of stock by lineal descendants.” 

Our committee endorses this amendment, but suggests that the attribution 
from grandparents to grandchildren should be only on a per stripes basis (de 
termined as if the parents of the grandchildren were deceased), and also that 
attribution from parents to children should likewise be only on a proportionate 
basis. 

(c) Section 318(a)(4)(A) presently provides that stock attributed to. a 
partnership, estate, trust, or corporation from a partner, beneficiary, or share- 
holder is treated as actually owned for the purpose of further application of 
the attribution rules, and without limiting the number of successive attribu- 
tions, except under the family rules. As noted by the advisory group, some of 
the most difficult problems have arisen because of the reattribution of stock 
into and out of these entities. The problems are compounded by the broad 
definitions of a partnership at sections 761(a) and 7701(a)(2) and the ramifi- 
cations of trusts, estates, and corporations, with the attendant difficulty of 
ascertaining the relevant facts. 

The advisory group’s proposed section 318(a)(5)(C) specifies that construe- 
tive ownership by a partnership, estate, trust, or corporation by attribution 
from its partners, beneficiaries, or shareholders is not considered as ownership 
for the purpose of attribution from these entities to such individuals. This com- 
mittee endorses this amendment. 

(d) Section 318(a)(2)(A) presently attributes partnership stock to the 
partners proportionately, and attributes a partner’s stock to the partnership. 
The advisory group amendments preclude such attribution in either direction 
unless the relevant partner’s interest is 5 percent more (see. 318(a) (2) (A) 
and (3)(A). Our committee endorses this de minimis exclusion. The advisory 
group amendments further measure the percentage of partnership interest by 
reference to the partner’s interest in capital or profits, whichever is greater. 
Our committee also endorses this provision. 

(e) Section 318(a}(2)(B) presently attributes trust stock to the benefici- 
aries in proportion to their actuarial interests in the trust, and attributes a 
beneficiary’s stock to the trust except where the beneficiary has only a remote 
contingent interest (5 percent or less, with maximum exercise of discretion by 
the trustee in favor of such beneficiary being assumed). These rules do not 
apply to qualified employees’ trusts. 

(1) The advisory group amendments extend the 5 percent limitation to all 
cases of attribution between trust and beneficiaries, whether the interest be 
contingent or vested, and provide that maximum exercise of discretion by the 
trustee in favor of such relevant beneficiary is to be assumed (sec. 318(a) 
(2) (B)(i), (8) (B)(i), and (5)(E)(iv). Our committee endorses these 
provisions. 

(2) Where stock owned by a trust, or the proceeds of the disposition of such 
stock, is destined only for certain beneficiaries by the terms of the instrument, 
only such beneficiaries should be taken into account for purposes of attribution 
to or from the trust, with all the trust stock being attributed to them in a 
proper case. Our committee endorses the incorporation of this principle in the 
advisory group's revised amendments (sec. 318(a)(2)(B)(i) and (3) (B) (i)). 
However, the phrase “under any circumstances” in the proposed amendment 
may be subject to misconstruction and may deprive this provision of meaning 
or practical application. For instance, in the case of estates, to which this 
provision also applies, the status of renunciation and disclaimer cases is not 
clear, and many trusts may contain provisions that will give comparable diffi- 
culty. Our committee suggests further consideration of the language of the 
proposed amendment. 

(3) This committee further suggests that little, if any, purpose is served by 
attribution between trust and beneficiary (1) where a corpus beneficiary’s inter- 
est is contingent and highly uncertain or is remote in time and (2) where an 
income beneficiary’s interest is of relatively short duration. Gains in certainty 
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and ease in administration seem to us to outweigh any potential loss of revenue 
by abuse in a few cases by thus limiting the area of attribution. Accordingly, 
this committee recommends consideration of appropriate limitations upon attribu- 
tion in such cases. For instance, there might be no attribution between a trust 
and a corpus beneficiary whose interest is deferred during one or more lives in 
being, or for a period certain of, say, 10 years or more, or for a period which 
is likely to extend for that long and cannot be accelerated by such beneficiary 
or any other person without an adverse interest. 

(f) Section 318(a) (2) (B) presently provides for attribution between a trust, 
or a portion thereof, and the person treated as the substantial owner under sub- 
chapter J, part I, subpart E. The advisory group amendments rearrange the 
statute, but make no substantive change in these rules (secs. 318(a) (2) (B) (ii) 
and 318(a) (3) (B) (ii) ). 

It is not clear whether such a “Clifford” trust is subject to both these rules 
and the general trust rules, with attribution to and from both grantor and bene- 
ficiaries. The committee suggests that there should be no attribution of owner- 
ship to the grantor under the “Clifford” rules, but that any such attribution 
should be governed by the ordinary trust rules, with attribution to the grantor 
to the extent that he has a beneficial interest after giving effect to the assump- 
tion of a maximum exercise of discretion in his favor. 

(g) Section 818(a) (2) (A) presently attributes estate stock to the beneficiaries 
proportionately, and reference section 1.318-3 considers that the beneficiaries are 
only those having direct present interests in the property or income, so that 
remaindermen are not beneficiaries. The advisory group amendments apply 
their new trust rules to estates, with attribution to both income and corpus 
beneficiaries in proportion to actuarial interests. Our committee approves of 
this application to estates of the trust rules, with the modifications heretofore 
suggested in connection with the trust rules. 

(h) Section 318(a)(2)(C) presently provides for attribution in either direc- 
tion only where 50 percent or more in value of the corporation’s stock is owned, 
actually or constructively, by a person, attributing such person’s stock to the 
corporation, and attributing the corporation’s stock to such person in proportion 
to the relative value of his stock. The 50-percent limitation is removed in deter- 
mining constructive ownership in connection with redemption through use of 
related corporations (sec. 304(b)(1) and (c)(2)), and in connection with the 
special limitation on loss carryovers (sec. 882(a) (3) ). 

(1) The advisory group amendments extend attribution from the corporation 
to any shareholder having a 5-percent interest or more (sec. 318(a) (2) (C)). 
The legal and tax barriers between corporation and shareholder are formidable. - 
Our committee considers that the de minimis approach, approved with respect 
to partnerships, trust, and estates, is not appropriate here, and recommends that 
the 50-percent limitation be retained in the general rule of section 318. 

(2) The advisory group amendments retain the principle of determining the 
shareholder’s proportionate interest by reference to the relative value of his 
stock, but exclude from the computation preferred stock which is limited and 
preferred as to dividends. Our committee does not approve of this modification. 

(3) With respect to attribution from shareholders to corporation, the advisory 
group proposes to retain the present 50 percent limitation (recognizing that, as 
in the present law, it can be reduced for some purposes by specific provisions 
in the operative sections), but amends the provision to exclude preferred stock 
from the computations of relative stock value (sec. 318(a) (3) (C)). Our com- 
mittee does not approve of this amendment. 

(i) Under section 318(a) (3) of the present law, if a person has an option to 
acquire stock, he is considered as owning such stock. An option to acquire such 
an option is considered as an option to acquire such stock. Under section 318 
(a) (4)(C), if the family rule also applies, the option rule is given precedence, 
thereby extending the possibility of reattribution. 

(1) The advisory group does not recommend amendatory legislation to the 
option rule (Rept. 29; sec. 318(a) (4)). Our committee suggests that considera- 
tion should be given to limitation of the option rule to cases in which any con- 
ditions to which the option is subject are under the control of the optionee, such 
as the payment of money or the giving of notice, and of excluding options that 
cannot be exercised by the optionee within a 10-year period. 

Our committee suggests that such further consideration should embrace the 
desirability of limiting the option rule to cases in which any conditions to which 
the option is subject are under the control of the optionee, such as the payment 
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of money or the giving of notice, and of excluding options that cannot be go 
exercised by the optionee within a 10-year period. 

(2) In view of the new limitations on reattribution, the advisory group 
amendments expand the priority of the option rules to take precedence over al] 
the other attribution rules (sec. 318(a)(5)(D)). Our committee endorses thig 
amendment. 

(j) (1) The advisory group amendments include provisions now in the 
lations but not in the statute, to the effect that a corporation shall not be eop- 
sidered to own its own stock, and that if stock owned by any person may be 
included in the computation more than once it shall be used only once and in 
the manner that will impute the largest total ownership to the person con- 
cerned (sec. 318(a) (5) (E) (i) and (ii)). Our committee endorses this amend- 
ment. 

(2) The advisory group amendments provide that in determining whether the 
5- and 50-percent requirements have been met the rules of constructive own- 
ership shall apply (sec. 318(a) (5) (2) (iii)). Our committee endorses this 
provision. 

(3) Both the present law and the advisory group amendments persistently 
refer to stock owned “directly or indirectly” in stating the attribution rules, 
Since the statute specifies when reattribution occurs, the reference to indirect 
ownership appears unnecessary and ambiguous. Our committee suggests exclu- 
sion of the words “directly or indirectly” unless good cause for its retention can 
be shown. 

SECTION 12 


The committee disapproves the proposal that, in a complete or partial liquida- 
tion, gain not be recognized or made subject to tax if the adjusted basis to the 
corporation of assets distributed in liquidation plus any gain taxable to the 
corporation upon the distribution does not exceed the basis to the stockholder 
of his stock transferred on the distribution. This rejection is based on the follow- 
ing considerations: 

(a) It is fundamental to the income tax system that a corporation and its 
stockholders are separate taxable entitles. A corporation is, as far as its 
tax status is concerned, a “third party” to its stockholders. Any piecemeal 
breakdown of this separate and independent status of the parties will inevitably 
result in the shambles of a mixed corporate “entity” versus corporate “aggre- 
gate” or “conduit” theory of taxation, with statutory and administrative com- 
plexities far transcending those of even the present code. If the underlying 
separateness of corporations and stockholders is to be blurred from point to 
point, then it may become advisable to consider taxing corporate income directly 
to stockholders and otherwise limiting capital-gains concepts, or repealing the 
rules on stepped-up basis upon death, or, in general, shifting to something like 
the English system of corporate income taxation. 

(b) It is equally as reasonable to argue that the nature of section 331 as now 
constituted requires the repeal of section 351, as it is to argue the converse. In 
fact, section 332 does now provide a measure of symmetry on the liquidation 
side to section 351 on the incorporation or transfer side. The advisory group 
seems not to be moved completely by a sense of symmetry or consistency, how- 
ever, because this would require tax-free liquidations, and the advisory group 
proposes only to exempt unrealized appreciation in corporate assets from gains 
tax. Furthermore, while neither gain nor loss is recognized under section 351, 
the advisory group’s proposal would exempt some gain and recognize all loss. 
Nor does the advisory group’s proposed section 331 provide any form of control 
test like section 351; the new rules are to be applicable to section 302(a) 
redemptions. 

(c) The argument for broadening section 333 is unimpressive. Historically, 
section 333 made its original appearance in 1938 as a piece of ad hoc legislation 
for the relief of a particular taxpayer. Like other similar legislation, it ceased 
to be law when it had served this limited purpose; in fact, when enacted it 
was expressly made applicable only to liquidations “within the month of 
December 1938.” The provision was reenacted in 1944, effective only for that 
year; again in 1950, effective only for the single year 1951; again in 1951, 
effective for 1952-53; in 1953 its application was extended 1 year; thereafter 
the Internal Revenue Code of 1954 adopted it indefinitely. The conclusion may 
be drawn that Congress in the recent past has had repeated lingering doubts 
about the desirability of section 333 and its predecessors, even in their hedged 
form, and this section hardly provides a firm basis for extension by parallel. 
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(ad) Far from contributing to a simplification of the code, the advisory 
group’s recommendation would necessarily result in complicating the effect of 
liquidations on the basis of assets received by stockholders. See section 14 
of the proposed bill, amending section 334(a) of the code to provide three 
separate rules for different situations. To apply these rules properly, reference 
must always be made to the basis of assets to the corporation before liquida- 
tion. The rules would obviously impose a considerably increased burden on 
the tax administrators, as well as on individual stockholders. 

(e) The proposed bill presents considerable and evident tax-avoidance pos- 
sibilities, particularly where the new principles are made applicable to section 
302(a) redemptions in kind. In a sense, the changes would create a new 
high standard for tax lawyers; heretofore, the effort has been to secure 
long-term capital gain from the fruits of corporate activities. Now taxpayers 
are offered the opportunity to defer, and often to escape, tax altogether. 


SECTION 13 


Section 13 of the proposed bill and report of the advisory group involves 
amendments to section 332 of the code. 

(a) The first proposed amendment is designed to eliminate the de facto elec- 
tion that a parent corporation currently has under section 332. Section 332 now 
permits the parent completely to avoid the consequences set forth therein by 
reducing its stockholdings in the subsidiary below the 80-percent level. This is 
often done when the parent does not desire a tax-free liquidation, such as where 
the liquidation will result in a loss or where the parent will receive depreciable 
property with a high value but a low basis in the hands of the subsidiary. 

The amendment proposed by the advisory group declares that any disposition 
of stock by the parent after adoption of the plan of liquidation, or in anticipation 
of such plan, will be treated as an assignment of the proceeds of liquidation, 
unless the disposition was not for the principal purposes of avoiding application 
of section 332. In the view of the advisory group, a taxpayer should not be able 
to elect the tax consequences of liquidation merely by sale of a few shares of 
stock. It is the position of the committee, however, that the “election,” if it can 
be called that, under the present law should be preserved. The advisory group 
has tended to exaggerate possible abuses in this area, and the certainty of the 
present statute is preferable to the subjective standards advanced by the proposal. 
This kind of election seems to the committee to be comparable to similar “elec- 
tions” under sections 351 and 334(b). Accordingly, this recommendation is not 
favored by the committee. 

(b) The second amendment proposed by the advisory group deals with a trans- 
fer by the subsidiary to the parent of property in satisfaction of indebtedness 
where the basis to the parent of such indebtedness is above or below the fair 
market value of the property received. Under existing law, the parent must 
recognize a gain or loss. The proposed amendment declares that no gain or loss 
shall be recognized to the parent corporation upon receipt of property in satis- 
faction of the indebtedness of a subsidiary. The amendment would provide for 
identical treatment, i.e., a nonrecognition of gain or loss, for a distribution in 
liquidation and a distribution in satisfaction of indebtedness at the same time. 
It is recommended that the second amendment to section 332 proposed by the 
advisory group be approved. 

(c) The advisory group, in its examination of section 332, noted the recent 
case of Spaulding Bakeries, Inc. (27 T.C. 684 (1957), affirmed 252 F. 2d 693 (2d 
Cir. 1958) ). The court there faced the situation where, upon liquidation of the 
subsidiary, the assets received were insufficient to satisfy the priority rights of 
the subsidiary’s preferred stock. The courts, despite the fact that all of the 
proferred stock was owned by the parent corporation, held that section 332 was 
inapplicable because nothing was distributed in liquidation of the common stock. 
The advisory group considered the possibility of extending section 332 to cover 
the instances where the subsidiary is insolvent, but no specific proposal was 
made. In view of the recommendation of the advisory group, approved by this 
committee, in the second amendment discussed above (that is, to treat debts 
owing to the parent corporation like stock with nonrecognition of gain or loss 
on liquidation), the subcommittee feels that the decision reached in Spaulding 
Bakeries, Inc., should be legislatively reversed. 

(d) Another amendment proposed by the advisory group involves a change in 
section 165(g¢)(3). This section currently permits an ordinary loss deduction 
if securities in an affiliated corporation defined as a 95-percent-owned corpora- 
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tion, become worthless. In the interest of consistency with the consolidated- 
returns provisions, the advisory group has recommended that the 95-percent- 
ownership requirement of section 165(g) (3) be reduced to 80 percent. Also, it 
has recommended that nonvoting preferred stock which is limited and preferred 
as to dividends should be excluded in determining stock ownership require- 
ments. It is recommended by the committee that the first proposed change be 
adopted, and the second proposals be rejected. If there is to be consistency 
between the requirements for consolidatd returns and the requirements of sec- 
tion 165(g) (3), stock of a kind which is taken into account for consolidated 
return purposes should not be excluded for section 165(g) (8) purposes, 


SECTION 14 


(a) In section 14 of its proposed bill and report, the advisory group has 
recommended amendments to section 334 of the code in order to protect the 
revenue from the consequences of the-changes which the group proposes for see- 
tion 331 (sec. 12 of the advisory group bill and report). 

The proposed amendments to subsection (a) of section 334 would produce 
the following changes: 

(1) Section 334, heretofore limited to determining the basis of property re- 
ceived in liquidations, would be extended to apply also to property received 
by shareholders in distributions in redemption under section 302(a). 

(2) In instances where a gain is realized on the liquidation, the basis to the 
shareholder of the property distributed to him will be the same as the basis 
which the property had in the hands of the corporation, provided that such basis 
is less than the fair market value and greater than the basis of the stock. This 
change departs from the prevailing rule of section 334(a), which provides that 
the basis to the distributee-shareholders will be the fair market value of the 
property. 

(3) The third change recommended by the advisory group deals with the 
Situation where the basis of the corporate stock is greater than the corporate 
basis of the property distributed and fair market value is greater than either. 
In this case the advisory group recommends that the basis to the shareholders 
of the property distributed should be the same as the basis of the stock held. 

(4) The fourth recommendation would require, where several properties are 
distributed in liquidation, allocation of the basis of such properties in accord- 
ance with regulations to be prescribed by the Secretary or his delegate. 

These amendments are consistent with the amendments (proposed sec. 12) 
to section 331 of the code offered by the advisory group. That section proposes 
to exempt from tax the unrealized appreciation of corporate assets. The pro- 
posed amendments to section 334(a), in similar fashion, prohibit the sharehold- 
ers from adding the unrecognized appreciation to increase the basis of property 
distributed in liquidation or redemption. The same criticism directed at the 
proposed amendments of section 331 also is applicable to these proposed changes. 
In addition, these amendments transform section 334(a) into a very complex 
provision. Under the proposed amendments, in addition to the task of deter- 
mining the fair market value of the property distributed and the basis of the 
shareholders’ stock, it also would be necessary to determine the basis of the 
assets to the corporation. The basis to the shareholders of the property re- 
ceived will vary depending upon the numerical order of these three variables, 
and the opportunities for conflict and confusion between taxpayers and the 
Internal Revenue Service will obviously be enhanced. The recommendation of 
the committee is that the proposed amendments recommended by the advisory 
group be rejected. 

(b) Several amendments to subsection (b) of section 334 also have been 
proposed. The first amendment alters the time within which the subsidiary’s 
liquidation must be completed. Section 334(b) (2) presently provides that the 
liquidation plan must be adopted not more than 2 years after acquisition by the 
parent of the stock of the subsidiary, but there is no requirement as to the 
time within which the liquidation must be completed. The proposed amendment 
requires that the liquidation be completed wtihin 2 years of the stock acquisi- 
tion by the parent. The committee disapproves this proposed amendment, there 
being shown no great possibility of abuse in this area. 

(c) The second amendment to section 334(b) proposed by the advisory group 
concerns the successive liquidations of controlled corporations. Under the pres- 
ent definition of “purchase” in section 334(b) (3), the parent, by controlling the 
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sequence of liquidation of the purchased corporation or its subsidiary, can elect 
whether or not to apply the special stock basis rule of section 334(b) (2). The 
proposed amendment is designed to eliminate this election. The form of the 
liquidation—i.e., the sequence of liquidation of the purchased corporation and 
its controlled subsidiary—should not determine the basis provision applicable. 
It is recommended by the subcommittee that this amendment proposed by the 
advisory group be accepted. ; 

(d) The next amendment proposed by the advisory group merely incorporates 
into the statute the rule presently contained in the regulations including within 
the definition of “purchase” stock purchased pursuant to an option, and relating 
the time of purchase to the time of acquisition of the option. This proposal 
also seems sound. 

(e) Under section 334(b) (3) (C), in defining “purchase” the attribution rules 
of section 318(a) are applied. While the advisory group feels that their pro- 
posed 5-percent test for attribution between corporation and shareholder (which 
this committee disapproves) is generally appropriate, they feel that the 50-per- 
cent test of existing law is more reasonable for purposes of section 334(b). Since 
the committee feels that the 50-percent test is more reasonable under all cir- 
cumstances, we favor this proposed amendment. 

(f) Another proposal of the advisory group is amendment of the rule govern- 
ing installment obligations received by the parent upon liquidation of its sub- 
sidiary. The present law, section 453(d) (4), provides that no gain or loss is 
recognized by either the distributing subsidiary or the parent. The parent, if 
specified requirements are met, can also receive a stepped-up basis for these re- 
ceivables under section 334(b) (2). The purpose of the proposed amendment to 
section 453(d)(4)(A) is to require, as a prerequisite to a tax-free distribution 
of such installment obligations, that their basis be determined under section 334 
(b) (1): ie., that the basic transaction be tax free with carryover basis through- 
out. The loophole existing under current law can be dealt with in another way; 
that is, by adhering to the rule of nonrecognition but by amending section 334 
(b) (2) to prevent a step-up in the basis of the installment obligations. The 
advisory group considered this approach but rejected it as'too complicated be 
cause of the problems involved in allocating a mixed basis derived from the 
stock basis and transferred basis. It is recommended that the amendment pro- 
posed by the advisory group be approved. 


SECTION 15 


(a) The committee approves the proposal that nonrecognition of gain pro- 
vided by section 337(a) be extended to all involuntary conversions and that the 
strict distribution requirements of the section be relaxed with respect to the pro- 
ceeds of such conversions. The committee believes that the proposed language 
of the amendment is effective to accomplish this purpose. 

(b) The committee approves the proposal that section 337 (which excludes 
application to liquidation under sec. 332) be amended to apply to the liquidation 
of a subsidiary if such liquidation is a part of a total liquidation of the parent 
and all of its other subsidiaries within the definition of an affiliated group of 
corporations in section 1504. However, we believe that the statute itself (and 
not merely the advisory group report) should specify that the section would be 
available to corporations which have not and do not elect under section 1501 to 
be taxed as a consolidated group. 

(c) The committee agrees with the advisory group that the statute should 
provide some methods of handling the distribution of debt securities and other 
assets, such as claims in litigation, which as a practical matter are not susceptible 
of distribution to the shareholders within the required 12-month period. How- 
ever, the proposed amendment does not cover claims which under Federal or 
State law (for example, the Federal statute prohibiting assignment of claims 
against the United States) cannot be assigned to a liquidating trust or agency. 
We believe that these problems should be solved not by requiring a liquidating 
trust or agency, but by permitting the corporation itself to retain such assets not 
susceptible of distribution, under appropriate statutory standards, until they 
become readily distributable, at which time there must be prompt distribution 
to the shareholders in order for the liquidation to come within the terms of this 
section. 

(d) The committee approves the advisory group’s proposal clarifying that 
the claims of dissenting shareholders will be included with the exception of 
section 337 (a) (1) (B). 
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(e) Proposed section 338(c) (1) seems to provide that one provision relieving 
the corporation from tax on a sale of assets should not be applicable if it is 
subject to another provision that relieves it from the tax. The purpose of this 
provision and the proposed language both are obscure. The committee does not 
approve this proposed amendment. 


SECTION 16 


The advisory group has proposed a complete revision of section 341, dealing 
with collapsible corporations, and the replacement thereof with a new section 
348, entailing entirely objective tests for its application rather than the inten- 
tion of the parties, rules for fragmentation of gain, and detailed complicated new 
rules and concepts for implementing such approach. 

The committee believes that the entire approach of the advisory group should 
be abandoned and recommends that the pattern of the present statute remain, 
with certain changes, some of which have been proposed by the advisory group, 

The committee belieVes that the objective approach (except as a relief measure 
as in present subsec. 341(e)) will be a trap, not only for the unwary, but also 
for those that can do nothing about avoiding its impact, as, for example, a 5. 
percent stockholder in a publicly held company or a stockholder in a corpora- 
tion engaged in a business such as the distilling of whisky, where inventories must 
be held for aging for a period of years during which substantial unrealized ap- 
preciation can normally be expected. Under the advisory group’s approach, such 
a corporation would be collapsible, even though there were no tax-avoidance 
purpose whatsoever. On the other hand, the committee believes that the objec- 
tive approach would enable taxpayers meeting the present intention tests to 
escape ordinary tax in many unwarranted situations, 

In line with its recommendations elsewhere, the committee believes that frag- 
mentation rules and invasions of the principle of separability of a corporation and 
its stockholders as distinct taxable entities should be held to the absolute mini- 
mum. A number of the committee members also feel that the advisory group’s 
proposals in this area are unduly complicated. 

(a) A collapsible corporation is defined in the proposals as a corporation, the 
unrealized appreciation on whose section 343 assets is more than 15 percent of 
the excess of the fair market value of the assets of the corporation over all its 
liabilities and is more than 15 percent of the unrealized appreciation on all its 
assets. Under the presumption rule of the present section 341(c) (1), the test is 
twofold; i.e., the 341 assets must be 50 percent or more of the fair market value 
of the total assets of the corporation and 120 percent or more of the adjusted 
basis of the section 341 assets. The advisory group has dropped the test measured 
by increase in value over basis to eliminate avoidance of the rule by use of bor- 
rowed funds to purchase section 343 assets, thus measuring profit derived with 
respect to the corporation’s section 343 assets against the investment of the 
shareholder without taking into account the money which the corporation can 
itself supply by borrowing. 

The committee approves of this change, provided that it is made in section 
341(c); i.e., on a presumptive basis only. We also recommended retention of 
the present definition of a collapsible corporation in section 341(b), provided that 
adequate revision is made to insure that the property manaufactured, con- 
structed, or produced must be “section 341 assets,” as well as the purchased 

roperty. 

: (>) 33 general, the advisory group proposals definés the term “section 343 
asset” to mean any property of the corporation other than— 

(1) money; 

(2) property (except property used in the trade or business, as defined 
in sec. 1231(b) which if sold would produce capita) gain: 

(3) property used in the trade or business, as defined in sec. 1231(b), if 
there exists unrealized appreciation on all sec. 1281(b) property considered 
in the aggregate; 

(4) property (other than inventory and stock of other collapsible corpora- 
tions) 90 percent or more of the unadjusted basis of which consists of costs 
incurred by the taxpayer more than 3 years previously ; and 

(5) certain inventory items, 

However, the business activities of the shareholder-taxpayer are taken into 
account in determining whether or not, for purposes of section 343, property de- 
scribed in (2) and (3) above is excluded. 
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The committee approves amending the present definition of “section 341 assets” 
in part as proposed by the advisory group. 

The committee believes that inventory items should not be excluded, even if 
“average” in amount (except as set forth below in respect of sec. 337) and also 
recommends that no reference be made to section 1231(b) property or to activities 
of the shareholder-taxpayer and, in lieu of (2) and (3) above, to simply ex- 
clude “capital assets.” 

We believe that reference to the activities of the shareholders not only con- 
stitutes further invasion upon the corporate entity theory, which the committee 
wants to preserve, but also would increase the uncertainties (which are great 
even under present law) as to the status of the corporation as a collapsible cor- 
poration at any given time. Without reference to the activities of the share- 
holders, the committee feels that excluding 1231(b) property would leave the 
door open to undue abuse and accordingly, has recommended the substitution of 
“capital assets.” 

Incidentally, the committee believes that there is a technical error in proposed 
subparagraphs (D) and (BE) of section 343(d) (1) in that the word “taxpayer” 
ineach such subparagraph should be the word “corporation.” 

(c) Instead of denying the benefits of section 337 to collapsible corporations, 
as under existing law, the advisory group proposals would apply fragmentation 
rules to the shareholder on liquidation. The committee believes this approach 
should be rejected, and recommends that corporations satisfying the com- 
mittee’s suggested presumptive tests of section 341(c) (modified in respect of 
inventory items for its application to sec. 337 situations) at the time of sale 
or exchange pursuant to a section 337 plan (without any opportunity to over- 
come such presumption) be denied the benefits of section 337. This revision 
would properly be placed in section 337 in lieu of present section 337(c) (1) (A). 
In addition, the committee recommends that, for purposes of applying this 
objective test in determining qualification for section 337 treatment, the present, 
or a modified, 3-year rule be made applicable to inventory items. 

We believe that in this area, if in no other, the pure objective approach is 
warranted, both from the point of view of the Government in simplifying en- 
forcement, and from the point of view of the taxpayer in removing present 
uncertainties. This approach would also insure that a 3-year rule in respect of 
section 341 assets (including inventory, in this instance) would be applicable 
to corporations desiring to avail themselves of section 337. There is uncertainty 
about this under present law. 

(d) Section 341(d) of present law states that section 341 will not apply to 
gain realized by a shareholder with respect to his stock in a collapsible corpora- 
tion, under three circumstances, viz: 

(1) If the shareholder at no time on and after the commencement of the 
manufacture, production, or construction of the section 341 assets, or the 
purchase thereof, owned more than 5 percent in value of the outstanding 
stock of the corporation ; 

(2) Unless more than 70 percent of such gain is attributable to section 
341 assets; and 

(3) If the gain is realized after the expiration of 3 years following com- 
pletion of the manufacture, construction, production, or purchase of the 
section 341 assets. 

The advisory group proposes to eliminate exceptions (2) and (3) and to 
change the 5-percent rule (making exception only to the fragmentation rules) 
so that the exception would apply to shareholders who, at no time during the 
period of 8 years ending with the date of the sale or exchange of the stock, 
owned 5 percent or more in value of the outstanding stock of the corporation, 
exclusive of stock which is limited or preferred as to dividends. The advisory 
group also proposes that the attribution rules of section 318 be made applicable 
in determining the 5-percent ownership rather than the attribution rules of 
personal holding companies (with certain exceptions) as under present law. 

The committee approves the proposed changes in the 5-percent rule, except 
that it believes that preferred stock should not be excluded and, in line with 
the recommendation to retain the pattern of the present statute, that the exclusion 
be made applicable in respect of the entire section. 

The committee also believes that the present 70-percent rule should be retained, 
but that clarifying amendments should be made in order to set forth ascertainable 
methods for shareholders to determine how to attribute their gain to section 341 
assets in varying situations, such as sales of stock, partial or complete liquida- 
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tions and redemptions. The committee believes that the present regulations are 
inadequate in this respect. 

The committee strongly recommends retention of a 3-year rule exception at the 
shareholder level, as well as at the corporate level. 

(e) The committee approves of the rejection of the new subsection (e) added 
by the Technical Amendments Act of 1958, provided that the recommendations 
in this area of this committee in other respects are adopted. Otherwise, we 
believe subsection (e) should remain. 


SECTION 17 


(a) The committee approves the advisory group’s proposal to coordinate and 
clarify the relationship between section 302 (redemption of stock) and section 


346 and believes that the proposed language of the amendment is effective to . 


accomplish this purpose. 

(b) The committee approves the advisory group’s proposal codifying the pro- 
vision of the regulations that assets be distributed as soon as reasonably possible 
after termination of the discontinued business. We believe that the language 
of the proposed amendment is effective to accomplish this purpose. 

(c) One of the principal changes in section 346 proposed by the advisory group 
is that either all or part of the assets of the discontinued business may be dis- 
tributed, provided, in either case, the distribution equals at least 20 percent of 
the corporation’s net worth immediately before distribution. The advisory group 
has also proposed that, in the event the distribution exceeds the net fair market 
value of the discontinued business, partial liquidation treatment shall not be 
afforded to the excess. The reason for these proposed changes is that in some 
cases it is difficult to determine the precise extent of the assets of the discontinued 
business. While this is true, we believe that the proposals introduce new problems 
of valuation which may be even more difficult to resolve. A section 346 transaction 
involves the valuation of a business about to be discontinued and of another 
business which will be continued as a going concern. We recommend that these 
proposals not be adopted in their present form, but that further consideration 
be given to the problems presented. 

In the event that the 20 percent of the net worth test is adopted, we recommend 
the addition of appropriate language permitting the distribution of a lesser per- 
cenage if the transaction does not have as one of its principal purposes the avoid- 
ance of Federal income tax. 

(b) Another major change in section 346 proposed by the advisory group is to 
provide partial liquidation treatment where (1) a corporation reduces its active 
business, (2) within a reasonable time thereafter distributes assets required for 
the business or the proceeds from sale thereof, and (3) the distribution is at 
least equal to 50 percent of the net worth before the distribution. The committee 
disapproves of this proposal, both because of the major tax-avoidance oppor- 
tunities presented (e.g., capital gains on distributions of inventories) and because 
its presence would endanger bona fide corporate contractions. We agree that 
legislation in this area would be desirable, but additional safeguards to protect 
both the taxpayer and the revenue are necessary. 

(e) The committee approves in part and disapproves in part the proposition 
that section 346 be tightened so that its requirements will not be met where a 


business was acquired within the prescribed 5-year period if, in the acquisi- | 


tion, gain or loss was recognized in whole or in part not only to the transferor 
but also to shareholders of the transferor. We agree this change is desirable 
insofar as recognition to the shareholders of the transferor results from & 
section 337(a) situation (sale or liquidation within a 12-month period). How- 
ever, we believe the proposal is too strict insofar as the presence of boot would 
preclude a qualifying liquidation of a business thus acquired. It is the com- 
mittee’s suggestion that if an acquisition was a tax-free transaction within the 
meaning of section 351, 368, or 371, the requirements of the 5-year period, if 
otherwise met, are satisfied even though boot may have been present and taxed 
to shareholders of the transferor in such tax-free transaction. 

(f) The committee approves the advisory group’s proposal to amend sections 
306, 311, and 336 so as to provide similar treatment to the two types of distri- 
butions under section 306 and 311 irrespective of whether there is a redemption 
under section 302 or a partial liquidation under section 346. We believe that 
the language of the proposed amendment is effective to accomplish this purpose. 
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SECTION 18 


(a) The advisory group proposes to amend section 351(a) to provide that 
“stock or securities issued * * * for section 306 stock shall not be considered 
as issued for property’ except for the purpose of determining control. The 
effect is to make such a transfer of section 306 stock taxable in all events. If 
none of the exceptions in section 806(b) applies, the entire proceeds (the 
fair market value of the stock or securities issued for the see. 306 stock) will 
be taxed under section 306(a)(1). If the exchange is found to be within the 
exception relating to transactions not in avoidance, gain or loss would be 
recognized under the general provisions of the code. Apparently the boot 
provisions of section 351(b) would not apply. 

As indicated under section 7, relating to amendments of section 306, the com- 
mittee recommends that this proposed amendment be not approved. 

In any event, the committee believes that the amount to be taxed in what would 
otherwise be a no gain or loss transaction under section 351 should be limited 
to the amount which would be treated as ordinary income under section 306 
(a) (1) (A) if a sale for cash had occurred. 

(b) The next amendment proposed by the advisory group in section 351 is 
designed to provide that where a transferor receives stock in exchange for serv- 
ices, he is considered to have transferred property for purposes of determining 
whether the control test of the section has been met. The committee favors 
the objective of the proposed amendment; however, we do not believe that the 
proposed language accomplishes the result desired by the advisory group, and 
we recommend that any such amendment be inserted in subsection (c) rather 
than (a). 

(c) The advisory group proposed the addition of a new subparagraph (B) 
in section 351(b), relieving a corporate transferor from tax on boot received, 
to the extent distributed in connection with a corporate separation under section 
355. This is a conforming amendment in line with the proposed amendment 
of section 368(a) defining reorganizations, under which transfer in connection 
with section 355 transactions would not qualify as reorganizations. The commit- 
tee approves the amendment, subject to whatever related action is taken under 
section 368. 

(d) The last amendment proposed to section 351 is the addition of a new 
subparagraph (C) in subsection (b), relieving the corporation from tax on boot 
if it is distributed pursuant to a plan of reorganization. This is a clarifying 
amendment. Its adoption is recommended by the committee. 


SECTION 19 


The committee approves the proposal to treat as a reorganization a transfer 
of a part of the transferor’s assets to one or more controlled corporations even 
though the transferor is not liquidated and the transaction does not meet the 
section 355 test for nonrecognition in a corporate separation. We concur that, 
if only one controlled corporation is involved, its stock should be received by 
the shareholders without recognition of gain or loss pursuant to section 354, 
and any other assets should be subject to the boot provisions of section 356. 
If there are transfers to more than one controlled corporation, the stock having 
the greater value should be received tax free and the stock of the other corpo- 
ration or corporations, together with any other assets, should be treated as boot 
under section 356. 

SECTION 20 


The committee approves in part and disapproves in part the proposed amend- 
ment of section 355. 

(a) We disapprove the proposal that, in order to qualify as a corporate divi- 
sion under section 355, the amount of a distribution must equal at least 20 
percent of the net worth of the corporation immediately before distribution. 
We do not believe that in this respect there is a compelling ground for coordi- 
hating sections 355 (dealing with corporate divisions) and 346 (dealing with 
partial liquidation). The fundamental difference between sections 346 and 355 
is that the former contemplates discontinuance of one business, while the latter 
requires the continuation of both businesses with only a change in the form 
of ownership. While the 20-percent test therefore has some justification in 
section 346 in the event that less than all of the assets are distributed (as 
would be permitted under the proposal of the advisory group), we believe that 
the 20-percent test as applied to section 355 is unnecessary and undesirable. 
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(b) We approve the proposal that, though a corporate separation does not 
meet the specific requirements of section 355, the separation will nevertheless 
be permitted without imposition of tax if the distribution is not in pursuance 
of a plan havng as one of its principal purposes the avoidance of Federal 
income tax. However, we disagree with the proposed method of having the 
question established to the satisfaction of the Secretary or his delegate. We 
would not preclude the taxpayer from availing himself of the ruling route, but 
would permit a taxpayer to establish nonavoidance to the satisfaction of a court, 

(c) We approve in part and disapprove in part the proposition that section 
355 be tightened so that its requirements will not be met where a business was 
acquired within the prescribed 5-year period if, in the acquisition, gain or logs 
was recognized in whole or in part not only to the transferor but also to share 
holders of the transferor. We agree this change is desirable insofar as recogni- 
tion to the shareholders of the transferor results from a section 337(a) situation 
(sale or liquidation within a 12-month period). However, we believe the pro- 
posal is too strict insofar as the presence of boot would preclude a qualifying 
separation of business thus acquired. It is our suggestion that if an acquisition 
was a tax-free transaction within the meaning of section 351, 368, or 371 the 
requirements of the 5-year period, if otherwise met, are satisfied even though 
boot may have been present and taxed to shareholders of the transferor in 
such tax-free transaction. 

SECTION 21 


The committee approves in part and disapproves in part the proposals for 
amending the boot rules of section 356. 

(a) We approve the proposal to state clearly in the statute that the boot 
provisions of section 356 are inapplicable unless the transaction constitutes a 
reorganization independently of the application of that section. 

(b) We approve the proposal to extend the boot provisions of section 356 
to the situation where two corporations are controlled by the same shareholders 
and one of the corporations is liquidated and the shareholders contribute part 
of the property received in the liquidation to the other controlled corporation. 
We agree that this transaction should be given the same tax treatment as where 
part of the property received jn a liquidation is contributed by the shareholders 
to a new corporation controlled by them in exchange for its shares. 

(c) We approve in part and disapprove in part the proposed four-tier system 
of classifying boot. We agree that distributions having the effect of interest 
on securities or of a partial liquidation or of a stock redemption should be 
treated as such. The fact that these distributions are a part of a reorganiza- 
tion should not call for a different classification. However, we do not agree 
that the gain ceiling on taxing as a dividend boot which is essentially 
equivalent to a dividend should be eliminated. In many situations a proper 
and fair result would be reached if the gain ceiling were eliminated. On the 
other hand, there are numerous instances in which that ceiling protects a 
minority interest from disastrous tax consequences. We have been unable 
to devise a test for distinguishing those situations in which the gain ceiling 
plays a proper role from other cases, and therefore we recommend that the 
gain ceiling be retained. 

(d) We have reservations about the proposal that the fair market value 
of property received in exchange for section 306 stock be treated as an “amount 
realized” under section 306(a) if section 306(a) would have been applicable 
had the amount received on the exchange consisted solely of money. This 
change might create a situation where 306 stock is treated more favorably under 
the boot provisions than is untainted stock. We therefore recommend that 
the proposal be modified by adding a provision to the effect that tainted stock 
be not treated more favorably than untainted stock in a reorganization where 
boot is distributed. 

SECTION 22 


(a) We approve the propos2! to make section 357(c) inapplicable to inter- 
corporate exchanges in D-type reorganizations, so long as the transferor cor- 
poration must (as part of the plan) disappear in order for the transaction to 
qualify as a D reorganization. In such situations there is no occasion to tax 
gain to the extent of excess of liability over basis inasmuch as there would be 
no potential negative basis problem in respect of the transferor. (See sub- 
sequent discussion on D-type reorganizations. ) 

(b) We agree that gain to the extent of excess of liability over basis should 
not be taxed to the transferor where immediately prior to the transfer the 
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transferee was primarily liable on the obligation and the transferor was only 
secondarily liable. Relief from a secondary liability in such a case should 
not give rise to taxable gain for the transferor, except where the principal 
purpose of the transferor was to avoid income tax on the exchange or was 
not a bona fide business purpose, in which event presumably section 357(b) 
yould control. However, no showing has been made of a need to incorporate 
the suggested rule in the code. We disapprove of adding such a provision to 
the code unless there is reason for believing that codification is important or 
that an illogical rule has been developing. 


SECTION 23 


(a) The committee approves the proposed restructuring of the basis rules in 
section 358 to fit with the four-tier boot classification system proposed in 
section 356, and we believe that the proposed basis rules are proper even though 
we reject the elimination of the gain ceiling in defining the extent to which 
boot essentially equivalent to a dividend is to be given dividend treatment. 
Thus we concur in the following basis rules: 

(1) The basis of property received for stock without recognition of gain or 
loss would be the basis of the stock reduced by (i) any part of that basis which 
is utilized in determining gain or loss on the boot which is treated as having 
the effect of a partial liquidation or redemption, plus (ii) the amount of any 
boot which is treated as a return of investment. 

(2) Where securities (rather than stock) are exchanged, the basis of the 
property received without recognition of gain or loss would be the basis of the 
securities exchanged decreased by the amount of boot which is treated as a 
reduction of investment (and not as a payment of interest on the securities). 

(3) As to boot other than money, the present general rule that boot shall have 
a basis equal to its fair market value would be continued, but several excep- 
tions would be made: (i) A corporate distributee would compute the basis 
of the boot pursuant to section 301(d) (by reference to sec. 301(b)(1)) as 
though the distribution occurred apart from any corporate reorganization or re- 
adjustment; (ii) where the distribution of boot other than money is treated 
as having the effect of a 346 partial liquidation or a 302(a) redemption, the 
basis of the boot would be determined under the basis rules for such a liquida- 
tion or redemption, as though no reorganization were involved. 

(b) The committee believes that the correct basis rule has been proposed 
for the situation where there has been an exchange in which property subject 
to a liability in excess of basis has been transferred to a transferee who im- 
mediately before the transfer was primarily liable on the obligation. We do 
not believe, however, that a sufficient showing has been made for adding this 
tule to the statute. 

(c) The committee approves the result embodied in the proposal that where 
property is received by a corporation for its own stock, the basis of the property 
shall be determined by reference to the basis of the property in the hands 
of the corporation from which it was acquired (and not by reference to the 
basis of the stock given in exchange), whether the stock given in exchange is 
newly issued or is Treasury stock. We raise only the question whether the Tax 
Court decision (in the Firestone case) which has caused some anxiety on this 
point is, when read in context, a sufficient reason for enlarging the statute. 


SECTION 24 


(a) The committee approves the proposal to amend section 361 to provide that 
where a corporate distributee of boot distributes part of the boot to its share- 
holders, gain otherwise recognized should be reduced to the extent the boot is dis- 
tributed, rather than taxing the boot at the corporate level to the extent boot 
is retained. This rule is endorsed even though we disapprove the proposal 
that the gain ceiling be eliminated in determinig the extent to which distri- 
buted boot will receive dividend treatment at the shareholder level. 

(b) The committee approves the proposal to modify section 361 (and sec. 
851) to provide that, in the case of a corporate distributee of boot, the gain 
otherwise recognized to the corporation be reduced to the extent of any money 
distributed in pursuance of a reorganization plan, whether or not the money 
Was received from the transferee corporation. This rule would enable the 
distributee corporation to avoid the tax in situations where the boot property 


| 

| 
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itself was of a type which could not be easily divided or where it consists of the 
assumption of liabilities. 
SECTION 25 


(a) The committee approves the proposal for providing in section 362 that 
appropriate adjustments be made to the basis of stock of a subsidiary owned 
by a parent corporation where, in a B- or C-type reorganization, stock or prop- 
erty is acquired by a subsidiary in exchange for stock issued by its parent, or 
where the parent exchanges its own stock for property or stock and then 
transfers the same to its subsidiary. 

(b) The committee approves the proposal to state clearly in the code that 
section 362(b) applies to stock or property acquired by a subsidiary in a reor- 
ganization in exchange for stock or securities of its parent. We see no reason 
why application of section 362 should be confined to the situation in which the 
subsidiary issues its own stock or securities for stock or property acquired by 
it in the reorganization. 

SECTION 26 


(a) In its original report, the advisory group proposed to eliminate the special 
class of reorganizations by statutory merger or consolidation (sec. 368(a) (1) 
(A)). Apparently to allay widespread objection and criticism of this change, 
the revised report recommends continuation of statutory mergers and con- 
solidations as specially included reorganizations, but the advisory group’s re 
treat is more verbal than real. 

These forms of reorganization are to be thoroughly emasculated by requiring 
that mergers and consolidations comply with the advisory group’s standards 
for either (C) or (D) reorganizations: i.e., either the stockholders of the trans- 
feror corporation must receive 6624 percent of the consideration in the form of 
stock of the transferee or the stockholders of the transferor corporation must 
aequire control of the transferee (control being redefined to mean 50 percent 
control). 

The committee disapproves this proposal to amend section 368 to eliminate 
statutory mergers and consolidations as an independent category of tax-free 
reorganizations. Statutory mergers and consolidations have qualified as re 
organizations for income tax purposes at least since 1918. They were not made 
subject to the strict statutory requirements as to continuity of interest con- 
tained in the Revenue Act of 1934 and subsequent revenue laws, but have been 
governed only by judicially determined rules relating to business purpose and 
the retention of a substantial proprietary interest in the continuing corporate 
enterprise. The committee is not aware of any abuse in this area which re 
quires legislative correction. 

It is believed that retention of statutory mergers and consolidations as an 
independent category is justified, notwithstanding more liberal rules as to con- 
tinuity of interest. Where stocks or securities are unlisted or have no ready 
market, extersive litigation may be required before the parties to a transaction 
would know whether “6624 percent or more (or SO percent or more, as we later 
suggest) of the consideration” is represented by stock of the acquiring cor- 
poration. 

Furthermove, in certain respects the new tests are substantially absurd. In 
any merger of two corporatoins, depending on which corporation survives the 
merger, 50 percent control by the transferor’s shareholders must be secured; 
that is, compliance with the 50-percent-control test of (D) can always be ae 
complished by mergering the larger corporation into the smaller. This is an 
elevation of formalism with a vengeance. 

(b) The committee approves in part and disapproves in part the proposed new 
definition of the B-type reorganization. 

(1) We agree that the present “solely for voting stock” test is too restrictive 
and blocks m:ny transactions which are economically and socially sound. How- 
ever, we disapprove the proposal that the test for nonrecognition require looking 
to both the corporate level and the individual shareholder level in order to de 
termine whether a given transaction is to receive nonrecognition reorganization 
treatment. Such a double test will add a great deal of complexity and con- 
fusion to an already difficult area of tax law. New uncertainties will be intro 
duced, and the tax treatment of shareholders may turn on later, more or less, 
fortuitous circumstances. Therefore, we take the position that the test of 
qualifying for nonrecognition reorganization treatment be left exclusively at 
the corporate level. 
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(2) Furthermore, we believe that boot should be limited to 20 percent of the 
consideration, instead of 3314 percent as proposed. If some of the property re- 
ceived is not entitled to nonrecognition treatment, only a relatively small quan- 
tity of it should be permitted to be received without destroying the reorganiza- 
tion characterizaion of the whole transaction. One-third is too much; we sug- 

20 percent in the light of present rules governing C-type reorganizations. 

(3) We believe that the property entitled to nonrecognition treatment should 
include any kind of stock, whether common or preferred, and whether voting or 
nonvoting. It is conceded that there are weighty objections to including non- 
yoting stock, particularly preferred shares, but we conclude that, realistically, in 
many reorganization situations the presence or absence of a voting right is of 
little consequences, Thus we prefer to draw the nonrecognition line at the differ- 
ence between debt securities on the one hand and stock on the other. 

(c) The committee approves in part and disapproves in part the proposed new 
definition of the C-type reorganization. 

(1) We believe that the new definition goes too far in allowing a transaction 
to qualify as a reorganization even though up to 3314 percent of the considera- 
tion received by the shareholders consists of boot. (See previous discussion of 
B-type reorganizations.) Instead, we suggest that boot be permitted to the 
extent of 20 percent of the consideration. 

(2) Furthermore, we do not concur in the proposal that complete liquidation 
of the acquired corporation be essential to qualification of a transaction as a 
(C-type reorganization. If there is boot, it will be taxed at the corporate level 
unless distributed. If the transferor continues in business (other than as a 
mere holding company) it will have to dispose of the stock in a taxable trans- 
action. If it distributes the boot and not the stock, its shareholders will receive 
distributions under section 301. Thus the interests of the revenue would seem 
to be adequately protected without requiring a liquidation of the acquired 
corporation. 

(3) We approve the proposal to eliminate the possible overlaps between C- 
and D-type reorganizations, by the method recommended. 

(4) The advisory group recommends that no time limit be set for liquidation 
of the transferor in C or D reorganizations, noting that possible abuses arising 
from deliberate delay (e.g., sale of stock by a stockholder when only boot remains 
to be distributed in liquidation) may be dealt with under the assignment-of-in- 
come principle. Sympathizing with the frustration of dividends-tax avoidance, 
we may yet question the protection to the revenue afforded by this principle. 
(See, e.g., Stanley D. Beard, 4 T.C. 756 (1945); W. P. Hobby, 2 T.C. 980 (1943) ; 
Isaac S. Publes, 5 T.C. 14 (1945); Apt. v. Birmingham, 89 F. Supp. 361 (D.C. 
Iowa, 1950).) We may also note that this problem is not likely to arise if the 
transferor need not be liquidated in C and D reorganizations; the transferor 
corporation will be taxed directly on such boot. 

(5) Under C reorganizations, the advisory group proposes now to apply the 
stock consideration (continuity of interest) test to the consideration distributed 
to the stockholders of the transferor corporation. This committee has hereto- 
fore opposed the recommendation of the advisory group that complete liquida- 
tion of the transferor be required upon a C reorganization, for reasons set forth 
in our original report. Therefore, we oppose also the change in the continuity 
test to one of distribution to stockholders, and we oppose deletion of the rule 
for continuity purposes which would ignore liabilities assumed as a part of the 
consideration. 

(d) The committee approves in part and disapproves in part the proposed new 


| definition of D-type reorganizations. 


(1) We agree that the definition should cover the “transfer * * * of the 


| properties of one corporation to another corporation.” However, we believe that 
_ itshould be made clear that a liquidation followed by reincorporation will not be 


treated as a reorganization unless it is found that the two operations were steps 


ina single plan. 


| 
| 
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(2) We also agree that a transaction should not qualify as a reorganization 
of the D type if any part of the plan constitutes a distribution qualifying as a 
corporate separation under section 355. 

(3) We do not concur in the view that there must be a complete liquidation of 
the transferor in order for a transaction to qualify as a D reorganization. We 
believe this is an appropriate requirement where less than substantially all the 
assets are acquired by one controlled corporation. This treatment seems neces- 
sary in order to present improper avoidance of the restrictions as to corporate 
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divisions in section 355. But where a single controlled corporation acquires sub- 
stantially all the assets, the statutory definition should not require liquidation of 
the corporation, whose assets are transferred, as a condition to the tax-free 
treatment, under sections 354 and 356, of any stock and security exchanges which 


actually occur pursuant to the plan. The tax-avoidance possibilities inherent in | 


this result seem minor compared with the business reasons which might exist 
for such an arrangement. 


(4) We do not approve the proposal to reduce the control test for a D reorgani- 


zation from 80 to 50 percent. We see no justification whatever for this recom. 
mendation, which is altogether inconsistent with the test of control—80 percent— 
for the rest of subchapter C (e.g., secs. 332, 334, 351, 355, etc.). Coupled with the 
reincorporation-reorganization doctrine, which is offered by the advisory group 
as the justification for this drastic reduction in the control requirement, the 


recommended change is likely to lead to determinations of wholly unintended | 


reorganizations. Although the rationale for the change is provided by the Lewis. , 


Survaunt type transaction, the new control test is proposed for any transaction, 
irrespective of reincorporation. 

It is the position of the committee that SO percent represents a reasonable con- 
tinuity-of-interest requirement for tax-free reorganizations. Below that, trans 
actions tend to resemble sales more than the mere continuation of the same 
business interest in another form. This committee regards this proposed reduc. 
tion of the control requirement as a large step in the destruction of the underly- 
ing notion of a reorganization. 


(e) The committee approves the proposal that the code provisions reversing { 


the Groman and Bashford cases be amplified and extended. In particular, we 
concur in the recommendation that the present rule that stock of a parent corpo 
ration may be issued in exchange for assets in a C-type reorganization should be 
extended to an acquisition of stock in a B-type reorganization, and that in each 
instance the stock consideration may be divided between the parent and the 
subsidiary. We agree that the present rule, that assets acquired by a parent 
corporation in an A- or C-type reorganization may be transferred in whole or in 
part to a controlled subsidiary, should be extended to cover an acquisition of 
stock in a B-type reorganization. And we agree that in such event the term 
“acquiring corporation” should include both the parent and the subsidiary, so as 
to permit the parent corporation to assume liabilities while transferring the 
acquired assets to a subsidiary. 

(f) In the situation involved in Revenue Ruling 54-396 (1942, 2 C.B. 172), 
where in a C reorganization the acquiring corporation previously has owned stock 
of the transferor, the advisory group recommends that for purposes of the con- 
tinuity-of-interest test it should be assumed that the acquiring corporation ex- 
changed its stock for assets acquired from the transferor otherwise attributable 
to stock previously held by the acquiring corporation. While we question that 


this can be justified, as the advisory group suggests, because the same result may | 


be accomplished by (step 1) a B reorganization followed by (step 2) a section | 


332 liquidation, the proposal seems to be intrinsically sound if the necessary 
continuity and business purpose tests are met. This revised proposal of the 
advisory group is in line with the prior observations of the committee, and we 
approve it. 

(g) The committee approves the proposal that a new provision be added as 
section 368(d) to the effect that, for the purpose of part III of subchapter ©, 
the term “stock” include rights to acquire stock. 


SECTION 27 


The committee approves in part and disapproves in part the proposed changes 
in section 371 dealing with certain insolvency reorganizations. 

(a) We agree that the boot rules in section 371 should parallel those in sec 
tion 356 (as to noninsolvency reorganizations), with this exception: In the 
case of insolvency reorganizations, boot equivalent to interest should not be taxed 
as such except to the extent that the security holder has realized a gain on the 
transaction. (As noted earlier, we would retain the gain ceiling in taxing boot 
as a dividend, and would do so for both insolvency and noninsolvency reorgani- 
zations.) We reach this conclusion because, in many insolvency reorganiza- 
tions, boot equivalent to interest is distributed where the debtholder has @ 
serious economic loss. While such payments resemble interest, they are signifi- 
cantly different in that they frequently are made as part of a package deal to 
obtain acceptance of the reorganization plan. To tax the debtholders as though 
they were receiving interest in these circumstances might be unduly harsh. 


stantial 
the acq 
the wor 
do not | 
of alloc: 
A majo 
tions 
(12), (1 
in the s 
is no as 
experie! 
of the 
evoke a 


(b) W 
the defin 
solvency 
tially of 

gations. 
| 
(a) T 
corporat 
believe 
compelli: 
, to be pr 
T 
ering th 
are trar 

| ticular, 
substant 

| corporat 
section 
ties of 
been de 
(d) ' 
381(¢) 
respect 
the iten 

} and th. 
believe 
items a 
(e) ' 

a pare! 
virtue 
The 
provid 
loss ca 
(whict 
standi 
| distrib 
in suc] 

or mo} 
value | 
person 
taxabl 
ora si 
reorga 

| Teorga 

acquir 

| Corpor 

| stock 

| | the st 


ni | 


F 


or F 


OT 


oem 


= @ 


AMEND INTERNAL REVENUE CODE 769 


(b) We =pprove extending the “greater principal amount rule,” as part of 
the definition of boot, to insolvency reorganizations. Debt exchanges in in- 
glvency reorganizations are, as far as the security holder is concerned, essen- 
tially of the same nature as comparable exchanges in noninsolvency reorgani- 
) gations. 


SECTION 28 


(a) The committee opposes the proposal to include under section 381 an inter- 
corporate section 351 transfer in connection with a section 355 distribution. We 
| lieve that section 381 should not be made more complex in the absence of 


| compelling hardship or tax avoidance opportunities, neither of which appears 


to be present here. 


(b) The committee approves the proposal to add to section 381 provisions cov- 


: ering the situation where, in a C-type reorganization, part or all of the assets 
are transferred to a subsidiary issuing stock in exchange therefor. In par- 
ticular, we endorse these two proposed rules: (1) If one corporation acquires 
substantially all of the assets transferred, it will be considered the acquiring 
corporation for purposes of section 381. (2) If no corporation acquires sub- 
stantially all of the assets, the items under section 381 will be allocated among 
the acquiring corporations. However, we believe that the proposal to leave 
the working out of the second of these rules to regulation is inadvisable. We 
do not believe that the difficulties of formulating adequate statutory standards 
of allocation are sufficiently great to warrant leaving this matter to regulation. 
A majority of the paragraphs of subsection 381(c) involve items whose alloca- 
tions would present no problems whatever—paragraphs (4), (5), (6), (8), (9), 


(12), (15), and (16). Moreover, the policy rules which it is proposed to include 
in the statute are so broad as to be virtually meaningless. In any event, there 
is no assurance that regulations would ever be issued—as witness the present 
experience under section 381. The advisory group’s reference to section 1017 
of the code as precedent for the delegation of regulatory authority fails to 
evoke any enthusiasm from the committee. 

(c) The committee approves the proposal to eliminate the final sentence in 
section 381(c) (16), so that an acquiring corporation can deduct known liabili- 
ties of the transferor corporation assumed by it if such liabilities would have 
been deductible by the transferor. 

(d) The committee approves the proposal to add a catchall item under section 
$81(c) to permit a taxpayer to be treated as the transferor corporation with 
respect to any item if it establishes to the satisfaction of the Secretary that 
the item is in a category similar to any of the items specified under section 381(c), 
and that such treatment is consistent with the treatment of such item. We 
believe that it is useful to have a catchall category which would cover such 
items as emergency amortization and research expenditure. 

(e) The committee approves the proposal to amend section 381(c) (14) so that 
a parent personal holding company will not acquire a dividend paid deduction by 
virtue of the tax-free liquidation of a subsidary under section 332. 


SECTION 29 


The committee is opposed to the preposed revision of section 382 which would 
provide the following two categories of changes in stockownership under which 
loss carryovers would be limited to 50 percent of the “section 382 ceiling amount” 
(which is, in general, defined as being an amount equal to the value of the out- 
standing stock, determined solely on the basis of the consideration transferred or 
distributed with respect to stock in the transaction or transactions which result 
in such change in ownership) : (1) Where, at the end of a taxable year, any one 
or more of the 10 persons owning the greatest percentage of the fair market 
value of the outstanding stock own at least 50 percentage points more than such 
person or persons owned at the beginning of such taxable year or the prior 
taxable year, and the increase is not attributable to a gift, bequest, or inheritance, 
or a section 303 redemption; or (2) where, in the case of an A-, C-, or D-type 
reorganization (under the proposed revisions of sec. 368 neither a C- nor D-type 
reorganization will entail a corporate separation), either the transferor or 
acquiring corporation has an operating loss which is a carryover to the acquiring 
corporation, and the shareholders of the loss corporation, as the result of owning 
stock of the loss corporation, own 50 percent or less of the fair market value of 
the stock of the acquiring corporation following the reorganization. 
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The grounds for our opposition, among others, are these: 

(a) The limitation of loss carryovers to 50 percent of the consideration paid 
is wholly arbitrary. Under such a test, a loss corporation having net assets 
may sell its loss, while a loss corporation having no net assets (although it may 
have a substantial business operation) may not. 

(b) The committee sees no justification in abandoning the theory of continuity 
of business enterprise presently embodied in section 882(a). By abandoning 
this theory, the advisory group has, in large part, tied the “Gordian knot” which 
it now claims to cut with its 50-percent limitation. 

(c) The committee believes that the requirement that the shareholders of the 
loss corporation in a reorganization must own more than 50 percent of the com- 
bined corporation in order to avoid the application of section 382 is too Stringent, 
and favors the retention of the present 20-percent rule. Some thought might be 
given to the possibility of injecting a specific continuity of business enterprise | 
test here, although such test may already be inherent in 382 (b). 

(d) While the statute proposed by the advisory group is somewhat simplified 
from that originally proposed by the group, it is still exceedingly difficult to 
comprehend, and introduces an inordinate amount of additional complexity into 
an area where the committee feels it is simply not justified. | 

(e) The statute is likely to prove a trap for the unwary. In example (2) ot | 
the advisory group report, X corporation has a net worth of $200,000 and a Joss 
earryover of $175,000. Shareholder A owns 20 percent of the common stock, and 
B owns 80 percent. In a recapitalization, B received $150,000 worth of preferred | 
stock for 75 percent of the common stock. The report then states that the carry- 
over is reduced. However, under the statute, if the preferred stock had voting | 
rights, neither A nor B would have an increase of 50 percentage points. Further, 
there would seem to be no valid reason to include a recapitalization under 
section 382. 

The committee believes that in the event the advisory group’s recommendations 
are adopted, under the stated objective of the group to eliminate vague prin. | 
ciples and particularize the tests used in this area, it would be preferable to 
eliminate entirely the application of section 269 to loss carryovers. } 

The committee is of the opinion that the major objections of the advisory 
group to present section 382 can be eliminated by far less drastic means than 
those proposed. B-type reorganizations can be included under present section 
882(b), with appropriate provisions to cover preexisting intercorporate stock- | 
holdings. The application of section 269 could be retained even where there was | 
a partial disallowance under section 382(b). We urge, however, that extreme 
caution be exercised in formulating changes in so complex a statute. 

One change which the committee considers desirable has not been made. In 
selecting the 10 persons owning the greatest percentage of stock, the attribution 
rules are applied, and related persons are considered as 1 person. In com- 
puting the percentage changes, however, the persons are treated separately. 
Consequently, where there have been sales between related persons, the increase 
in percentage of the purchaser is counted. This appears inconsistent, and we 
recommend that related persons also be considered as one person in determining 
the percentage changes. 


Mr. Hauser. Mr. Chairman and members of the committee, Mr. | 
Meyer has already stated the conclusion of the Committee on Federal | 
Taxation of the Chicago Bar Association regarding the proposed | 
changes in subchapter C of the Internal Revenue Code. He has stated 
the general reasoning underlying our recommendation that the pro- 

osed amendments to subchapter C be rejected and that no change in 
asic structure or philosophy be enacted at this time. 

I would like to discuss some of the major substantive changes pro- 
posed by the advisory group which are contained in the bill under con- 
sideration in order that you may more fully understand our position. 

Careful consideration has been given by our committee to the re- 
vised advisory group report and its predecessor. 

In all, more than 50 committee and subcommittee meetings have been 


devoted to studying these proposals. 
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The results of this extensive committee and subcommittee work are 
contained in a memorandum of some 71 pages which we are now sub- 
mitting for your consideration. 

Section 12 of the bill, which is discussed at pages 30 to 32 of our 
memorandum, ameiids section 351 of the code dealing with the recog- 
nition of gain or loss to shareholders upon corporate liquidations. 

Under present law, in general, the shareholder is taxed upon the 
difference between the basis of his stock and the fair market value of 
the property distributed to him in liquidation. 

Under the proposed statute, in general, gain will be recognized only 
to the extent of the difference between the basis to the shareholder of 
his stock and the basis to the corporation of the assets distributed. 

We have these objections to this proposed change : 

Under the tax law, by and large, shareholders are regarded as 
separate entities from mere corporations. When the corporate 
existence ends, it seems appropriate to us that gains to shareholders 
should then be recognized. 

Under the proposed statute, many of these gains will be deferred 
and may well escape tax altogether. 

Equally objectionable is the practical problem the proposed statute 
presents to taxpayers. It is a rare corporation which does not have 
a considerable amount of assets whose proper basis is shrouded in 
mystery. Not only will it be necessary under the proposed statute 
to determine the basis of whatever is distributed, but it will also be 
necessary to convey this information, often exceedingly technical, to 
the shareholders. Experience in other areas such as determinations 
of earnings in order to ascertain the taxability of distributions to 
shareholders gives some indication of the problems presented by this 
proposal. 

nder present law, the shareholder can determine for himself the 
value of what he has received in a liquidation and then make a 
highly desirable fresh start with a new basis. 

Section 16 of the bill, which is discussed at pages 40 to 46 of our 
memorandum, would completely rewrite the provisions dealing with 
collapsible corporations. 

Under the present law, for example, where a corporation is formed 
for the production of a motion picture with an intent to sell the 
stock of the corporation before the corporation receives a substantial 
portion of the income from the picture, in general the sale of stock 
results in ordinary income rather than capital gain. 

Under the proposed statute, the test would no longer be one of 
intent but would be one of mathematical comparisons between the 
value of corporate assets and their cost. 

Once the statute provided the gain on the sale of stock it would be 
partly ordinary income and partly capital gain rather than being 
all ordinary income as it generally is under present law. 

As we have noted in our detailed memorandum, we feel that the 
mathematical approach is unsuitable in this area and we recommend 
the retention of the present statute. If for no other reason, the 
complexity of the rewritten section makes it objectionable. A mere 
casual reading of the more than nine pages which it occupies, replete 
with references to nonaliquot distributions, ratable shares of unreal- 


ined appreciation, and an aggregate adjusted basis, will demonstrate 
Is fact. 
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The proposed section is further objectionable in that it provides 
a perfect blueprint for tax avoidance. 
f a corporation’s assets have appreciated to a point where there 


is danger of collapsible treatment, the shareholders need only make | 


substantial contributions to capital, wait 1 year, and then proceed 
to sell their stock at capital gains rates. 

Also, under the proposed definition of collapsible assets, inventory 
items customarily sold by the corporation for 3 years will be ex. 
cluded to the extent they do not exceed the 3-year average amount of 
inventory. 

It is extremely difficult for us to see any justification for excludi 


these inventory items if the intention of the proposed statute is to | 


noes capital-gain items from ordinary income items. 
he collapsible corporation provisions were originally intended to 
be a penalty for those taxpayers who sought to avoid the tax on ordi- 
nary corporate income by the device of selling their stock or liquidat- 
ing prior to the realization of corporate income. 
With minor exceptions, once the prohibited intent was established, 
penalty of ordinary income treatment followed and was severe. 
Under the proposed statute, however, there is no real deterrent to 
this type of attempted avoidance. If the taxpayer sells stock ina 
corporation which is held collapsible he merely pays an ordinary 


| 


income tax to the extent that the corporation would have paid an — 


ordinary income tax and receives capital-gain treatment on the re 
mainder of the gain. Probably some of the most drastic and far- 
reaching changes proposed are contained in section 26 of the bill, 
which we discussed at pages 58 through 65 of our memorandum, which 
deals with the definition of the term “reorganization.” 

This definition, as it stands in the 1954 code, is the product of some 
40 years of legislation and court decisions. Over this period of 
time, most objections of critical importance have been allayed and 
a certain measure of understanding of the implications of the statute 
has come to pass. 

This desirable state of affairs is now proposed to be jettisoned in the 
following major respects: 

First, mergers and consolidations under State laws whose Status 
as a reorganization was formerly determined by judicially established 
rules are now to be tested by rigid statutory standards. 

Two, in B- and C-type reorganizations where stock or assets of 
one corporation are transferred to a second corporation the con- 
sideration given by the second corporation may consist not only of 
stock but as much as one-third of. the consideration may be other 
property or money. 

Third, in a D-type reorganization where assets of one organization 
are transferred to a corporation controlled by the transferor or its 
shareholders, the control reqiurement is to be reduced from 80 to 50 
percent. There appears to be no serious outcry against the rules 
established by the courts with respect to statutory mergers and con- 


solidations, which rules generally relate to the requirements of business _ 


purpose and continuity of interest. There consequently seems to be 
no purpose to be served by changing them. 

Similar objections are applicable to the B, C, and D reorganization 
changes. 
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des; The loosening of the continuity-of-interest tests in determining 
when a transaction qualifies as a reorganization is most disturbing to 
ere | ys, When nonstock consideration of 3314 percent is present in an 
ake | exchange or when the shareholders of a transferor corporation own 
eed | only 50 percent of its successor, we think that the transaction re- 
sembles a sale rather than a mere continuation of the business in an- 
ry | other form. To be sure, the proposed statute picks up nonstock con- 
ex. | siderations to both, and taxes it so that the revenue is preserved and 
of | perhaps even enhanced, but what of the shareholder who has unwit- 
. tingly been subjected to dividend taxes? We do not feel that the 
Ing! ¢oncept of a reorganization should be emasculated merely in order to 
to | produce additional revenue from unsophisticated taxpayers. 
Along this line, some mention should perhaps be made of a proposal 
to in section 21 of the bill to amend the code so that boot received in a 
di- | yeorganization which is essentially equivalent to a dividend will be 
tausble when there is no overall gain to the shareholder upon the 
reorganization. 
ed, nile in many situations a proper result may be reached by elimi- 
nating the gain ceiling on taxing boot as a dividend, we feel that there 
to | will be many instances in which small shareholders will suffer dis- 
1a | astrous tax consequences. 
ry Under the combined operations of sections 21 and 26 of the bill 
an transactions which will result in a realization of economic losses will 
fe = be converted into reorganization and not only will the losses not be 
ur | recognized but the shareholders will be treated as having received 
ll, dividends. 


ch We regard these changes as traps for the unwary and recommend 
their rejection. 
ne Furthermore, there is an eminently practical objection to these 


of | complex proposals. In order to determine when a reorganization 
nd | has occurred, a shareholder will be required to make determinations 
te | of the consideration percentages at the corporate level. In addition 
even if he has realized no gain on the transaction, he will be required 
he | to ascertain whether any boot he has received is taxable as dividend, 
which will necessitate his inquiring into the corporation’s earnings 
us | and profits. Most corporations are not the alter egos of their share- 
ed | holders, and it will be dificult if not impossible to obtain the necessary 
information in time for the shareholder to file his tax return. 

of It seems to us that the tremendous burden placed upon taxpayers 
n- by statutes whose operation depends upon information not readily 
of available to the taxpayers should militate strongly against the enact- 
er = ment of such statutes unless extraordinary hardships or widespread 

_ tax avoidance is present. 

m Further ris “ors am the provisions of subchapter C can only result 
ts in a breakdown in enforcement, since our tax system is, after all, 
fundamentally one of self-assessing. 
1 


I would like finally to comment upon section 29 of the bill, which is 
discussed at pages 68 through 76 of our memorandum, dealing with 
limitations on the availability of net operating loss carryovers to 
successor corporations. 

|. Under the present law, where there is a 50-percentage-point change 
nN — instockownership of a corporation resulting from purchases of stock 
and the corporation changes its business, it ouueuliy loses its carry- 

overs 
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In the case of a reorganization, generally if the loss corporation’s 
shareholders end up with less than 20 percent of the stock of the 
acquiring corporation, the loss carryovers are reduced. 

Under the proposed statute, there will be a limitation on loss carry- 
overs whenever there is a 50-percentage-point change in stockowner- 
ship, whether or not by purchase and regardless of any change in the 
corporation’s business. 

In the reorganization area there will be a limitation if the losg 
corporation’s shareholders end up with 30 percent or less of the acquir. 
ing corporation. 

The proposed limitation of loss carryovers would be 50 percent of 
the value of the stock of the loss corporation. We disapprove of this 
proposal. The limitation of the carryovers to 50 percent of the value 
of the loss corporation’s stock is wholly arbitrary. Under such a test, 
a loss corporation having net assets may sell its loss, while a loss cor. 
poration having no net assets, although it may have substantial busi- 
ness operations, may not. 

We also see no justification in abandoning the theory of continuity 
of business enterprise which is embodied in the present statute. 

If the corporation carries on the same business it should not matter 
who the shareholders are. There is obviously no trafficking in loss 
corporations where the same business continued. As far as we can see, 
the only thing the bill accomplishes by abandoning the continuity test 
and substituting the 50-percent-of-value limitation is to provide again 
an easy avenue of tax avoidance. 

The loss corporation shareholders need only contribute such capital 
to the corporation to meet the limitation, wait 6 months, and then sell 
their stock. The purchaser can pay dollar for dollar for the contrib- 
uted capital, use it in a wholly different business, and then use the net 
operating loss carryovers to absorb his profits. 

Finally, the provisions of section 29 of the bill unduly complicate 
section 382. Since that section is already so complex that no regula- 
tions have been issued under it for 414 years, one wonders how long we 
would have to wait under the proposed statute. 

Thank you. 

The Carman. Mr. Hauser, I recall from Mr. Meyer’s general 
statement in the beginning that your group thought that legislation 
in the area of subchapter C along the lines of the advisory group’s 
recommendations was not desirable at this time because of the char- 
acter of the changes involved in the recommendations. 

If I did not misunderstand, he pointed out that he thought that, 
with polishing, the existing provisions we might be able to accomplish 
the desirable changes. I think it is always better for us to polish exist- 
ing provisions if we can accomplish our objective rather than under- 
take a complete basic and philosophical shift in legislation. Let us 
take the case of collapsible corporations, however. Are you of the 
opinion that we could take the existing statutory language and over- 
come the weaknesses in the existing code sections by merely polishing 
that language? 

Mr. Hauser. Yes. I did not point it out in my statement, but in 
our report we also included a number of suggested changes to the 
present language which we feel would make a fairly workable statute 
out of the present section 341. 
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The Cuarrman. Section 341 is certainly not clear at the moment 
and it is not consistent. 

Mr. Hauser. That is correct. 

The Cuarrman. Now, you would have to make some rather drastic 
changes, as I understand it, in order to bring clarity and consistency 
to it, would you not? Maybe it is the use of the word “polishing” 
that confuses us. Maybe you intend to do some basic changes in the 

rocess of polishing. 

Mr. Hauser. I would say that the changes we have suggested in 
341 are somewhat basic, but they do retain the present pattern of 
having the subjective test, having certain objective tests of your pre- 
sumption in coming within the statute, and having certain presump- 
tive outs in the substitute. 

The CuarrmMan. May I ask this question about your statement on 
collapsible ion. Spare Why should the entire gain of a stock- 
holder be taxed as ordinary income when only one-half of the gain, 
for example, can be regarded as ordinary income? Does not present 
law provide, in effect, a penalty tax ? 

Mr. Hauser. Yes; we feel that the present law provides a penalty 
tax, and we like it that way. We think that the statute should oper- 
ate more narrowly and be a real penalty for the people who are try- 
ing to avoid taxes at the corporate level, rather than, as the present 
law is, it is gradually sliding into the situation where almost any 
corporation has a possibility of being held collapsible. 

The CuarrMan. I do not understand why, when there is only 20 
percent appreciation, say, in inventory, the entire amount of the gain 
should be treated as ordinary income. I thought that in order to be 
fair we would almost have to fragment the shareholder’s gain. We 
would do that in the interest of equity, would we not ¢ 

Mr. Hauser. I think, if you keep the statute narrow enough, it is 
going to hit the people who are trying to avoid tax, and I am not 
sure that they should not be penalized. 

The Cuarrman. To my way of thinking, the whole point is that it 
isnot narrow now, is it ? 

Mr. Hauser. No; it is not narrow enough now. We have sug- 
gested some changes to narrow it. 

The Cuarrman. I know that you have. I am just trying to get a 
better understanding of this word “polishing” and the advisory 
group’s change in eer and approach because I think that, ac- 
tually, in some areas you have made virtually the same recommenda- 
tions for changes, or at least you advanced the thought that within 
certain areas there is need for change and within those areas the 
advisory group also felt that change was required. 

Mr. Hauser. Perhaps this confusion is the product of the bar asso- 
ciation’s two-headed approach to the thing. We considered each pro- 
posal on its merits and then we considered the whole thing. 

The CuarrMan. Some of the proposals are, of course, very drastic 
changes or very important, certainly. They are certainly more than 
any mere polishing of any existing law. T realize that. Let me ask 
about what I consider to be one of their more important suggestions, 
the basis-over-basis approach. Would you not think that this change 
involves more than polishing? 

Mr. Hauser. I think that constitutes a major policy change, per- 
haps the greatest policy change in the advisory group. 
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The Cuarrman. That is one that you would not recommend we 
take action on at the moment ? 

Mr. Hauser. That is correct. 

The Cuatrman. Let me ask you about that problem. Suppose that 
an individual liquidates a corporation owning property which has / 
appreciated in value. He had been the sole shareholder in the co 
ration. This transaction is taxed under present law, is it not? 

Mr. Hauser. That is right. 

The Cuarrman. Why should the complete liquidation of this cor. 
poration produce a capital-gains tax, as it does under existing lay, 
unless section 333 applies? 

_ Mr. Hauser. Unless he makes an election under section 333, that 
is correct. 

The Cuarrman. All right. If it produces a capital-gains tax, is 
there not a problem of getting a steped-up basis for depreciable 


property ? 
Mr. ee Yes; that is correct. 


The Cuarrman. Why is it that you believe present law is prefer. 
able in the case of this kind of a transaction to the recommendation 
of the advisory committee? 

Mr. Havser. I believe the principal reason that we believe present 
law is preferable is because it is more certain. You can value the 
property when you receive it. You do not have to go back into pre-1913 _ 
transactions that may have occurred in the corporation. You do not 
have to determine cutee past reorganizations were taxable or not, 
There is going to be a tremendous amount of administrative diff. 
culty under this proposed 331. The corporations simply cannot tell 
what the basis of their assets is, by and large. 

Mr. Meyer. Further, Mr. Chairman, I think it fair to say that it 
has been the view of our group that we would oppose or would want 
to go very slowly in, impinging upon the separate-entity concept of 
the corporation and the carrying over of a basis back from the co 
ration to the shareholders as distinguished from treating the taxable 
transactions upon liquidation. 

The Cuarrman. Let me ask further, Mr. Hauser: Did I under- 
stand you correctly that you believe no change in existing law should 
be made in the case of statutory mergers and consolidations? 


Mr. Hauser. That is correct. 


The Cuarrman. Since you have that view, why do you object to the | 


consideration rule—the continuity-of-interest rule—proposed by the 
advisory group in the case of other reorganizations ? 
Mr. Hauser. We just feel the percentage is too great. You are 


certainly not going to advise a client to take a large percentage of | 


consideration in something other than voting stock on a merger, be- 
cause you are just not sure. Iaphles 
The Cuatmrman. The whole point of my question is that the per- 


centage is higher than in the case of statutory mergers under existing — 


law. If that is all right—the existing law as to statutory mergers— 


why should not this lesser percentage recommended by the advisory — 


group in its consideration rule be enacted ? 


Mr. Havser. There may be some circumstanees under which a 


higher percentage would be justified where you have to get, for in- 
stance, money back to pay liabilities. We like to leave the merger 


| 
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and consolidation in the elastic situation it is in and leave it to the 
good sense of the courts to determine what is a reorganization and 
what is not. 

Mr. Meyer. Mr. Chairman, if I may make one remark on that, 
it is the further view of the group that the statutory mergers and con- 
solidations were the pane. gre nizations that were tax free, that 
the other sections were intended to be relief provisions where statutory 
merger could not be complied with or qualified under the State law. 

We think it is reasonable and fair to have fairly strict standards 
under the other sections in order to make it be a tax-free reorganiza- 
tion, but that the basic statutory merger and consolidation provisions 
which have always been in the should be retained as is. 

The Cuairman. This is a tightening up, is it not, by the advisory 
group’s recommendation ? 

Mr. Meyer. I do not understand that the stockownership, the con- 
tinuity of interest, the 6624 is a tightening up. 

The Cuatrman. It is in the case of statutory mergers. 

Mr. Meyer. Yes; it is. 

The Cuairman. With respect to section 382, you say there is obvi- 
ously no problem of trafficking in loss carryovers when the same 
business is continued ? 

Mr. Hauser. Yes. 

The CHarrmMan. Do you mean by that that, in the case of a glove 
corporation, with a loss, it should be possible for another glove corpo- 
ration to acquire the loss corporation and loss carryovers be permitted ? 
Is that what you are saying? 

Mr. Hauser. You mean acquired as a subsidiary ? 

The Cuarrman. That need not be the case. 

Mr. Hauser. I was referring to what is presently in section 382(a) 
which deals with purchasing. 

The Cuatrman. I am talking about a purchase—an acquisition of 
the loss corporation. 

Mr. Hauser. You are talking about a purchase of stock. 

The Cuairman. That is one case we are talking about, where the 
stock is acquired. Would that be a case where the loss carryover, in 
your opinion, should be permitted ? 

Mr. Hauser. In your situation, your loss carryover would be in 
your subsidiary. It would not be in the parent. 

The Cuamman. Well, the parent sass put assets in the subsidiary. 

Mr. Hauser. If you put the assets in, you are going to run into this 
20-percent test under the reorganization section. The loss corpora- 
tion has to end up with 20 percent of the successor. 

The CHatrMan. What I am trying to get to is this same business 
rule that you want us toapply. What is the same business, according 
to your thought? What constitutes the same business? I was trying 
to give you an example within your statement of a glove corporation 
acquiring the assets, or stock, of another glove corporation that had a 
loss carryover. Is that the same kind of a business? 

Mr. Hauser. No; I am talking about the situation where the 
corporation remains in existence as the loss. 

he Crarrman. You mean the corporation has a continuity of 
operation ¢ 

Mr. Hauser. Yes. 
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The Cuatrman. After the purchase ? 

Mr. Hauser. Certainly. 

The Cuarrman. You do not mean the words “same business” as 
descriptive of a type of operation / 

Mr. Hauser. I mean the same business enterprise continues. 

The Cuarrman. I believe I see your point. 

Mr. Hauser. You just have different shareholders. 

The Crarrm AN, I have been confused about what you meant by 

“same business.” 

Mr. Hauser, you disagree with the advisory group recommenda- 
tion with respect to charitable contributions of section 306 stock. 
As I read your argument, it appears that you take issue with the 
suggestion because of your belief that a charitable contribution of 
this kind of stock is no different from a charitable contribution of any 
other stock. 

Mr. Hauser. Well, we think it is no different than any other con- 
tribution of appreciated property. For example, under present law, 
a farmer could donate his crop to charity and then get a deduction for 
it, although it is an ordinary income item. Why should you not get a 
deduction for 306 stock even though that is an ordinary income item? 
I think if they are going to approach the problem they had better do 
it on an overall basis. 

The Crarrman. Is there not at the present time an avoidance of 
ordinary income tax in the contribution of section 306 stock to charity ? 

Mr. Havsrr. Well, I do not believe so. You give up the stock after 
all. You are giving up at least the right to some of the earnings of the 
company and, if it is voting stock, you are giving up some of your 
voting power. 

The Cu AIRMAN. The whole theory of section 306 at this time, as I 
understand it, is the stock is tainted to begin with. That is the reason 
we have section 306. 

Mr. Hauser. Prevention from bailing out with the capital-gains 
tax. 

The CuarrMan. It occurred to me that in the case of ordinary stock 
you may be avoiding capital-gains tax, but here, through the con- 
tribution of this so-called tainted stock to charity, you may be avoid- 
ing ordinary income tax. That is an important difference and may 
influence us in the way we should look at it. 

Mr. Meyer. Mr. Chairman, I think we would say that what you say 
is true but that the possible abuse is no worse with respect to 306 
stock than it is with respect to any other appreciated ordinary income 
tax items, and that if there is any abuse there the point of attack 
should not necessarily be limited with respect to 306 stock but should 
be with respect to charitable contributions of any ordinary income 
assets which have appreciated in value. 

The Cruatrman. Is there any real problem in section 311, in your 
opinion, Mr. Hauser, that would need the attention of the commit- 
tee? The advisory group was asked to look at one specific problem 
that came to our attention in connection with the American Distilling 
Co. case. but it made no recommendation. 

Mr. Havser. That is the problem of the double distribution and 
deduction. 

The Cuarrman. That is part of it. 
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Mr. Hauser. I do not believe so. They already have regulations 
under the charitable contributions section which seek to do the same 
thing where you contribute inventory items to charity. This is no 
different. I think the angle is by regulation. 

The Cuamman. How can you do it by regulation in the face of court 
decisions that have gone against the Treasury and have permitted 
these distributions without applying the tax # 

Mr. Hauser. Well, they can avoid giving the double deductions. 

The Cuaimman. I am not talking about that part so much as I 
am 

Mr. Hauser. Taxing them on the unrealized appreciation ? 

The CuatrmMan. That is right. 

Mr. Hauser. I would not think it would be a very serious problem. 

The Cuatrman. It is not one, in your opinion, that would develop 
often enough for the committee to look at ¢ 

Mr. Hauser. It seems to me that, first of all, you have to have a situ- 
ation where you have a definite corporation before it is going to be 
worth your while to do it so that the shareholders do not be taxed on 
the distribution. In the second place, if you have enough appreciation 
in the picture, you are liable to run afoul of the collapsible provisions 
anyway. I think it is going to be an unusual situation where it is going 
to be a problem. 

The CrarrmMan. Are there any further questions? If not, gentle- 
men, we thank you. That completes your testimony ¢ 

Mr. Meyer. Yes. Thank you very much, Mr. Chairman. 

The CuarrmMan. We thank you for bringing to us the views of the 
Chicago bar with respect to these advisory group proposals. Thank 
you verv much. 

Mr. Meyer. Thank you very much. 

The CuarrmMan. Our next group represents the Philadelphia Bar 
Association ; Mr. McDonald and Mr. McDowell. 

Mr. McDonald, are you to present the first part of the views of the 
Philadelphia bar? 


STATEMENTS OF DONALD McDONALD AND ALFRED J. McDOWELL, 
COMMITTEE ON TAXATION, PHILADELPHIA BAR ASSSOCIATION 


Mr. McDonap. Yes, Mr. Chairman. We are supplementing the 
report that we sent in last year when you had revenue revision hearings 
and we plan, in our testimony this afternoon, to cover only two points 
in subchapter C and leave the rest on the record. 

The Cuairman. If you want to proceed on the basis of an oral pres- 
entation and have your statements included in the record, you may do 
so, or if you want to use your statements you may do that. 

Mr. McDonatp. We would appreciate that, Mr. Chairman, if you 
would have the statement incorporated in the record and then our oral 
presentation also. 

The CuairMan. Without objection, the statements will be included 
in the record, and, Mr. McDonald, for purposes of this record, please 
identify yourself and Mr. McDowell. 

Mr. McDonaxp. I am Donald McDonald, a member of the Phila- 
delphia bar and vice chairman of the committee on taxation of the 
Philadelphia Bar Association. 
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This is Mr. Alfred J. McDowell, also a charter member of the com- 
mittee on taxation of the Philadelphia Bar Association. 

The Cuarrman. In addition, I might say for the record that Mr. 
McDonald is a member of the Advisory Group on Subchapter K. 

We appreciate, Mr. McDonald, the work that you and your col- 
leagues did in preparing the advisory group report. 

Mr. McDona.p. It was a pleasure to work for you, sir. 

The two points which the Philadelphia bar felt merited oral con- 
sideration today involve the question of constructive ownership of 
stock, and the elimination from section 356 of the requirement that 
before a dividend be found for taxation there must be a gain. 

I will speak to the first of these two points and Mr. McDowell will 
speak to the second. ; 

The Philadelphia bar has been disturbed by a tendency which we 
have noted in the drafting of tax legislation. There seems to be a 
disregard, in these repeated efforts to close loopholes, of the fact that 
first of all, it has been our experience in practice that the number o 
taxpayers who can fit within any particular loophole is extremely 
narrow or small. 

Secondly, even those who do, and have been advised that such-and- 
such a loophole is available to them, will not always take advantage 
of it. 

Finally, unfortunately in the drafting process, it appears that to 
close one of these loopholes fairly and with consideration of all the 
equities in many cases requires several pages of statute. Therefore, 
we feel that a basic tenet applicable to any of this is that, b-fore a loop- 
hole warrants two or three pages of code and the effort uf your staff, 
there should be a primary showing of substantial revenue loss, 

Now, let us apply this to section 318. As we look at the statute, 
318 is a development or a facet of the provisions which came into 
the law in about 1923 that a distribution from a corporation in a 
time and a manner equivalent to the dividend distribution should 
be taxed as such. 

The law has repeatedly been amended from that time on and, in 
1953 and 1954 when the Revenue Code we are now discussing was 
being drafted, there was a great demand for certainty. It had been 
almost impossible to obtain from the Internal Revenue Service rul- 
ings passing upon whether or not certain distributions were equivalent 
to a dividend. 

At the same time, during this period there had been developed a 

substantial body of case law as to what was or was not equivalent toa 
dividend. 
_ It is my recollection at least some of the members of this committee 
in enacting H.R. 8300 and recommending it established section 302 
with specific rigid standards indicating circumstances under which, 
if the taxpayer qualified, he wold not be taxed on the distribution 
as a dividend. When that bill got to the Senate side, the Senate, 
from its report, indicated that, in addition to the meritorious effort 
that this committee had made to make the law certain, they did not 
intend and did not wish to take from the taxpayer the benefits of the 
existing case law. 

However, when that law got to the Treasury and the Internal 
Revenue Service, it became apparent that the constructive ownership 
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rules which had been enacted technically were applicable to this sec- 
tion which the Senate had put in, and this was the problem that was 
tossed to the Advisory Group on subchapter C. ; 

Now, the primary objection of the Philadelphia bar is that the result 
proposed by the advisory group is, in effect, to dispense with the 
many, many years of case law which has developed on the concept 
of equivalent to a dividend and to create what in our minds appears 
to be a mandatory provision taxing as a dividend certain distributions 
to the shareholders who are closely related without much, if any, re- 
gard to the actual facts of the case. 

Now, possibly I am sensitive on this point, because in our own office, 
not related to section 302 but related to the same sort of a presumption, 
we have found that very often the facts in these closely related causes 
do not correspond to the perfectly valid administrative presumptions. 

The case to which I am referring was Latta against the Commis- 
sioner, involving gift taxes. There, the presumption was that a 
trustee would always go along with the set law and had no adverse 
interest. 

The evidence we presented in court showed that for 15 years the 
donor had tried to revoke the trust and that this trustee in every 
instance had balked her. The Supreme Court held that the resump- 
tion was irrebuttable notwithstanding the fact that 15 years earlier 
the donor had put the property beyond her command. 

Within the last 2 years we have represented a partnership where 
closely related partners who would be within the attribution sections 
were before a court in a formal receivership and a buyout in the 
partnership interest was arranged to avoid carrying the receivership 
on through. 

Now, these are just two examples from our own experience which 
indicate that, while I am in complete sympathy, and I am sure the 
committee on taxation is, with general rules which aid in the adminis- 
tration of the revenues, we do feel that there must be and should be 
in all fairness a real escape hatch in section 302 or 318 if the taxpayer 
can prove that the section should not apply. 

Now, this poses a real problem for the committee because, before 
you can write an effective escape hatch, you have to have some idea 
of the underlying theory on which attribution is to be placed. 

Now, in our opinion, up to the date of the 1954 code, the only 
decisions in the corporate area which imposed any attribution—in 
other words, said that the wife’s stock was really owned by the hus- 
band—were cases in which the transfers to the wife were either sham 
or there was a pretty conclusive indication that the husband had con- 
trol over what the wife was doing with her stock. Now, therefore, 
one basis on which attribution could be imposed is that the transfer 
iseither sham or that there is control over the other person. 

Apparently the American Law Institute and some others have taken 
the view that there is a warrant for attribution based upon some 
concept of an identity of economic interest. 

In the view of our committee, even the industry group is not wholly 
in agreement as to which of these bases is the true basis for attribu- 
tion of ownership. 

We would suggest, if possible, that this committee indicate, either 
in the committee report or in the statute itself, on which ground 
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it believes that the common-law sca that if I own a piece of 
property it is mine and mine alone should be upset for the protection 
of the revenues. 

Are you proceeding on the identity of economic interest theory or 
are you proceeding on the control or sham transaction theory ? 

Now, the next objection which we have arises from language in the 
advisory group’s report when they remove from the application of 
these constructive ownership rules section 302(b)(1). To the view 
of the committee on taxation in Philadelphia, it appears that there 
has been a compromise with the Treasury to gain support. Histori- 
cally, in 1951 the Treasury Department issued a proposed regulation 
which stated that, in determining whether there had been a complete 
buyout of a shareholder, the family relationships could be taken into 
account. 

There was a storm of protest. That regulation came out in October 
1951, in proposed form. Nothing happened for 2 years. In 1953, the 
Commerce Clearing House reported that the proposed regulation had 
been unofficially withdrawn. 

The next thing that was heard of the Treasury’s proposal is that, 
formally after the enactment of the 1954 code, the Treasury officially 
withdrew the proposed regulation. 

Then the next thing that happened is that on page 5 of the advisory 
group report, after having said that we need to correct the statute 
and eliminate attribuion in the 302(b) (1) cases—namely, where we 
are trying to test whether this is equivalent to the dividend or not— 
we find the same language— 
but all the relationships mentioned in section 318 shall be taken into account 
along with all the other facts and circumstances. 

Now, the problem, gentlemen, that this proposes for the general 
practitioner is that there are on the books several cases involving 
close family relationships. 

Before 1951, there was the Searle case. On this last year or over 
a year ago, the sixth circuit decided the Summerfield case involving 
stock owned by a husband and wife for some 15 years before it was 
redeemed. Those cases held in favor of the taxpayer. 

Our committee feels that, if it is really the intention of this group 
to reverse either the Searle case or the Summerfield case, in all fair- 
ness it should give some guideposts so that when this section is 
amended we know whether or not the result will be to get the benefit 
of all the case law that is on the books, including the Searle case and 
the Summerfield case, and we cannot just limit it to those two be- 
cause there are a number of other cases where family stockholdings are 
involved but which would not meet the other tests established in sec- 
tion 302(b) (2), (3), or (4), and yet there is a close family relation- 
ship involved. 

The question that our committee wants to pose, if this statute is 
to be amended, is that we ask that you present fairly and openly to 
the general public just how much of a change you intend to make 
in the outstanding decisions. 

Of course, our own position would be that in deleting attribution 
from section 302(b) (1), the committee should make a statement to the 
effect that we are going back to old case law, but we can understand 
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that you may not go that far, and all we ask is that, if you do not, 
ou do let us know where you have gone. 

The CuairMan. Would it inconvenience you gentlemen if questions 
were asked of you, Mr. McDonald, before we go to the other problem 
that Mr. McDowell will discuss? 

Mr. McDona.p. Not at all, sir. 

The Cuatrman. Let me see if I clearly understand you. Are you 
taking the position that you do not want attribution rules to apply to 
section 802¢ That is not your position, is it, or is it? 

Mr. McDona.p. No, sir. We recognize the need for attribution 
rules as a prima facie case or a presumption. 

The Cuamman. Are you concerned as to whether or not, in this 
modification of the application of constructive ownership rules to the 
section 302(b) (1) situation, the advisory group’s recommendation will 
change the interpretation in the Internal Revenue Service of estab- 
lished historical factual situations that have been fully developed 
through the case law? 

Mr. McDonaxp. I believe that there is case law in conflict with the 
language in the advisory group report and that, if this group wishes 
to change case law, the fats 2 specifically say so. 

The Cuamman. Well, actually, as I read the advisory group’s 
recommendations, what it wants to do is to have this element of rela- 
tionship as a factor to be considered but not be conclusive. Do you 
get the conclusion from reading it that they mean that it is a con- 
clusive presumption or a factor to be considered along with others? 

Mr. McDona.p. My problem there, sir, is that if it is a factor to be 
considered, if we go no further than that, there are no guideposts at 
all for the lawyer. We do not know what the Service would do and, 
from our experience with what they have done in the 1954 code, we 
doubt that you would be making much of a return to prior law. 

We would much prefer to say that, since this is a section—true, it is 
clearly a troublesome area—but since it has had 30 to 35 years of de- 
cisional effort trying to solve it, that we take full advantage of that 
and that the cases involving family relationships are not intended 
to be reversed or modified. 

The CHairman. Would that lead to the conclusion that the rela- 
tionships described in section 318 would never be taken into considera- 
tion in connection with determinations under section 302(b) (1) ? 

Mr. McDonaxp. No, sir. Let us compare the Grimditch case with 
the Summerfield case. In Grimditch, 3 or 4 days before a recapitali- 
zation all of the common stock was transferred to the wife. Then pre- 
ferred stock was issued to the husband and a bailout acostadinens as 
and I recall it. 

The court said at that point that we note that 3 days before this 
deal went through the wife acquired her common stock. Therefore, 
for the purposes of this case, the husband still owns the common stock. 

In the Summerfield case, in contrast, back in 1930, Mrs. Summerfield 
received half the stock in a Chevrolet agency. Later, at the insistence 
of General Motors, she was asked to dispose of her stock. When her 
stock was redeemed by the corporation, the Service immediately at- 
tempted to tax it as a dividend, and both in the lower court and in the 
circuit court there was a holding against them. 

My position is that it is perfectly all right to take these relationships 
into effect if we are clear on what you are trying to accomplish. 
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The position of the Philadelphia bar committee would be that, where 
you are trying to avoid tax, avoidance by reason of a control situation 
where the husband actually runs the wife’s investments or a situation 
where he has put his own stock in her name in effect as nominee, then 
you can look at the relationships, but, where she had money of her own, 
has had the investment for some time and in effect as a mind of her 
own as to what she is going to do with her money, it is unfair to lump 
the two of them together. 

The CHarrman. Even in the case where she, with her own money, 

urchased the stock and owned it for more than 2 years, say, and the 
ain nd had actually voted the stock, had actually controlled decisions 
with respect to the stock, should there be no attribution there? 

Mr. McDonap. I would think so, if she independently wishes to 
leave the company. 

The Cuatrman. I am just trying to determine where you draw the 
line. You said that section 318 should apply. 

Mr. McDonatp. I am saying that 318 should not apply in that case. 

The CHarrman. I am not talking about any particular case, but I 
believe you said it should apply in some situations under section 302 
(b)(1). You are not opposed to applying it in some instances, but you 
are concerned with the way the advisory group would resolve the 
matter. Just where would you draw the line so that it would apply in 
this area and not in that area?) Where would the line be ? 

Mr. McDonaxp. I would try to indicate that it was to reach those 
situations in which the husband controlled his wife’s investments and 
those situations where the husband set the whole thing up for sham. 

Now, does this work administratively? The revenue agent will 
come in and say that the presumptions apply. The thing that bothers 
us most is the need for some escape hatch similar to that provided in 
subchapter J in section 672(c) as to related and subordinate parties, 
where there is a presumption that certain parties are related or sub- 
ordinate but they have the option of proving by a preponderance of 
the evidence that they are not. We would like the same option avail- 
able to related parties under section 318. 

The Cuarrman. I have asked both the Treasury representative and 
the advisory group if there should not be some escape hatch in section 
318, wherein associated or related taxpayers could make a showing 
that there was no control actually exercised by one over the other. 

We also asked with respect to whether or not it would be advisable 
in section 318 to let the taxpayer establish that the parties involved 
have adverse interests, and let them establish this to the satisfac- 
tion of the Secretary or his delegate, but do it with respect to sec- 
tion 318, not just its application to 302(b) (1), because I would think 
that, if there should be an escape hatch enacted, it should not just 
apply to the question of a stock redemption. 

Mr. McDonatp. We would be completely in accord with that sug- 
gestion. 

The Cuarrman. Would the showing by the taxpayer that there is 
an adverse interest, a showing to the satisfaction of the Secretary or 
his delegate, be sufficient ? 

Mr. McDonatp. Is there not a danger, if you limit it to that, that 
just as in the adoption of a fiscal year there would not be any appeal 
to the courts? I do not want this presumption to become so strong 
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that it is a straitjacket and that the taxpayer could not convince a 
district judge or a court of appeals that there had been a mistake made 
in the Service. 

The CuarrmMan. That is the reason why, in spite of the questions I 
asked, I thought there was some merit to the advisory group’s recom- 
mendation that this be simply a factor taken into consideration; not 
a conclusive determination but, rather, a factor to be taken into ac- 
count under section 302(b) (1) or in any other situation. 

Mr. McDonaxp. Now, the way the advisory group has put it, this is 
a pacramg or a gloss on section 301. They have no escape hatch in 
318 itself. 

The Cuarrman. I understand that, but they intend that this ques- 
tion of relationship, when it gets into section 302, be a factor con- 
sidered along with other factors, not a conclusive factor at all, and 
you do not apparently want that considered as a factor in 302 unless 
we put in more standards than you think are recommended for inclu- 
sion in the advisory group report. 

Mr. McDona.p. The only thing that gives me concern there, sir, 
is that I do not see that the language of the advisory group is doing 
anything more than that which brought forth a flow of opposition 
in 1951 when the Treasury proposed to do this by regulation. 

The Cuarrman. You take it that the recommendation in this area 
isnothing but an enactment of a proposed regulation in 1951 ? 

Mr. McDona.p. It would look very much to me like that. 

The Cuarrman. Is there a problem in this area—in the relationship 
of section 318 to section 302(b) (1)—which is created by indefiniteness 
in the statute or in the court decision ? 

Mr. McDonaup. There was a severe problem created by indefinite- 
ness in 1954, much of which has been corrected. However, I think 
the Senate did add a good deal when they said, “Let us not junk the 
35 years of experience in case law that we already have,” and what 
our committee would like to see is this committee come up and say 
that the cases on the books are still all right, or else tell us which of 
those cases you intend to reverse or modify, and how. 

The CHarrmMan. I think you are exactly right in that; if we are to 
change this law, we should make it clear as to how we change it. I 
was trying to understand at least the thinking of the Philadelphia bar 
on this point. 

Mr. Curtis? 

Mr. Curtis. Mr. Chairman, there is one question that I asked of 
the advisory group, which was: What was the status of litigation in 
this area? The impression I gathered was that they were just con- 
cerned that it was slow in coming and they were just a little bit fearful 
lest it not be the way they want but, as I understand the present law, 
and I am trying to follow your presentation, it is a rebuanibie presump- 


tion in both 318 and 302. The presumption of relationship is not 
conclusive, is it ? 

Mr. McDonaip. I think that is true if you litigate it far enough. 
Possibly what I am asking for and have not said yet is that we would 
like to be armed, as I say, 1f possible, with an approval of the Summer- 
_ case or the Searle case in an effort in getting rulings from the 

rvice. 
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Mr. Curtis. I hesitate in my own rule of thumb on these things to 
make legislation where I think that it creates better flexibility in the 
regulatory or court decision area even though I might be a little 
unhappy as to how the bureaus or the courts are cane | it. It strikes 
me that this is one of those areas that I would rather leave alone and 
let the courts continue to work it out. 

I was interested in one point you made. You drew a distinction 
between the control or sham test and what you call the identity test. 
I had thought the two were consistent. I had thought the identity 
simply created a presumption that could be rebutted; that there was 
control or sham; that the only reason that the relationship even got 
into it was that there was an implication that there might be control 
or sham attached. 

Mr. McDona.p. I think that there is that distinction between the 
two and that there are a group who feel that, if there is economic 
identity, whether there is control, whether there is any element of 
sham in it or not, there is no harm in treating them all as an economic 
unit for the purposes of taxation. In other words, if husband and 
wife are iadeeied, we can tax them and they have not any objection. 
This can be a straitjacket rule. 

Mr. Curtis. That would be a third. In other words, I would call 
it a common economic interest so that it would be a control or sham 
rule against the common economic interest. I see a real difference; 

es. 

Mr. McDona.p. That is correct. 

Mr. Curtis. You do think it would be unfair or inequitable in any 
way to tax it on the basis of an economic community of interests. 
That is all. 

The Cuairman. Mr. McDonald, in order that we not leave the 
record with any erroneous inferences with respect to what the advisory 
group has recommended, it is true, is it not, that the attribution rules 
were written into the code in 1954? 

Mr. McDonatp. That is correct. 

The CHamman. The advisory group was left in a state of con- 
fusion as to the effect of the attribution rules on section 302(b) (1)— 
that is, the extent to which the change in 1954 affected that situation ? 

Mr. McDonarp. That is correct, because the Service was issuing 
rulings assumings that the attribution rules applied. 

The Cuatrman. Now, the advisory group’s recommendation is to 
the effect that the constructive ownership rules of section 318 shall 
not be applicable in the section 302(b) (1) situation. They felt they 
were liberalizing the law rather than tightening it. 

Mr. McDonaip. They are liberalizing it, but they are taking it 
away in the committee report, I think, in effect. 

The Cuatrman. They say, “the relationships described therein may 
be taken into account along with all other facts and circumstances.” 
That is what I was trying to bring out earlier. You think that, 
actually, in the process of trying to get what they considered to be 
more definiteness in the intention of the 1954 law they may be taking 
something away ? 

Mr. McDonaxp. No; in all honesty, I do not think they are taking 
anything away that exists under the 1954 law. I think they are 
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liberalizing the present law. I think what we are asking is that we 
reject the Service’s interpretation that any form of attribution apply 
to the equivalence to a dividend test and that we return to the pre-1954 
case law. 

The Cuatmman. Now I understand you. That is what I wanted 
to get. You just do not want any attribution rules such as were 
enacted in 1954, applying to this stock-redemption situation ? 

Mr. McDonaxp. Where the question is whether it is equivalent 
to the dividend under what under old law would be 115(g). 

‘The CuarrMan. You just do not want any attribution rules apply- 
ing. I see it now. 

Are there any further questions? 

Mr. McDowell, will you identify yourself for the record, please, 
sir? 

Mr. McDowetu. Mr. Chairman and gentlemen of the committee, 
my name is Alfred J. McDowell, I am a member of the bar of Phila- 
delphia, Pa., and I am here as a representative of the Committee on 
Taxation of the Philadelphia Bar Association. 

As Mr. McDonald has told you, my oral statement will be concerned 
only with section 21 of the advisory group bill proposing to amend 
section 356 of the Internal Revenue Code. This section, as you know, 
relates to the taxation of boot received in reorganization exchanges 
and distributions. 

Of the several changes proposed in the bill with respect to the tax 
treatment of boot, I intend to discuss only that which would impose 
tax on a reorganization exchange despite the fact that it results in a 
loss. This would introduce a completely new concept into our income 
tax law. 

I believe I am correct in saying that we have never yet seen fit to 
impose an income tax on a business transaction entered into and 
carried out in complete good faith in which the taxpayer actually sus- 
tains a loss rather than realizes a gain. However, section 21 of the 
bill would do just that. 

In order to appraise this recommendation fairly, and in its proper 
perspective, I would like, with your permission, to go back just a lit- 
tle bit over some basic principles. 

Our income tax laws have always provided, as a general rule, that 
an exchange of property for other property is an event giving rise 
to taxable gain or loss, and that the property received should be 
treated like cash for purposes of determining the amount of gain or 
loss. Exceptions have been prescribed from time to time. 

One of the most familiar of these is the one relating to exchanges of 
stock or securities in connection with a transaction which qualifies 
as a corporate reorganization as that term is defined in the code. 

Under this exception neither gain nor loss is recognized if stock or 
securities in a corporation a party to a reorganization are, pursuant to 
the reorganization plan, exchanged solely for stock or securities in the 
same corporation or in another corporation a party to the reorganiza- 
tion. 

This exception has been in the revenue laws substantially in its 
present form for about 25 years or so and, with some refinements, it 
persists today. Basically, the advisory group bill which the com- 
mittee has under consideration does not propose that it be changed 
now except in certain particulars not relevant to the present problem. 
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For the past 30 or 35 years—at least since the Revenue Act of 
1924—the law has also provided in general that, if a reorganization 
exchange would be tax free under this general exception relating to 
reorganization but for the receipt of other property or money in ad- 
dition to that permitted to be received ihe recognition of gain, 
then any gain realized should be recognized, or taxed, but in an 
amount not in excess of the sum of such money and the fair market 
value of such other property. 

We regard this rule as a logical qualification, or refinement, of the 
basic reorganization exchange exemption. 

We regard it as comporting fully with the fundamental tenet of 
our tax system that the existence of income or the realization of gain 
is a prerequisite to the imposition of an income tax. It imposes tax 
on boot only to the extent of realized gain. 

The bill would scrap this basic principle, and in general would tax 
the receipt of boot in a reorganization whether or not gain is realized 
just as though it had been received in a distribution outside a reor- 
ganization. 

For an example of how the proposed rules would operate in a typi- 
cal situation, may I state a suppositious case. Assume that A owns 
a share of stock in X corporation which he purchased for $190 at a 
time when X was enjoying good earnings. However, because of 
lower earnings in recent years, the fair market value of the X share 
is now only $60. In an effort to improve its earnings X merges 
with Y corporation which is engaged in a line of business comple- 
menting the business of X. In the merger A receives in exchange, 
immediately prior to the merger X had accumulated, post-1913 earn- 
ings and profits of not less than $20 a share. In the merger A re- 
celves in exchange for his X share one share of Y stock having a fair 
market value of $40 plus $20 in cash. A has realized a $40 loss on 
this exchange. 

This, of course, would not be recognized under existing law, and 
the $20 cash would simply be applied in reduction of the basis of the 
Y share. Under the proposed amendment, however, despite the fact 
that he has actually sustained a loss on the transaction, A would be 
deemed to have received fully taxable dividend income of 820. 

It is inferred in the revised advisory group report (p. 67) that this 
result is necessary in order to prevent the reorganization provisions 
of the code from being used to permit the withdrawal of corporate 
property without dividenst tax in situations where this could not be 
accomplished apart from a reorganization. We respectfully submit 
that. this is permitting the tail to wag the dog as it applies to the kind 
of situation we are talking about. 

A particular transaction either qualifies as a reorganization or it 
does not. And at least since the Supreme Court decided Gregory Vv. 
Helvering, we know that qualifying means a whole lot more than 
merely complying with the normal statutory steps. It is up to the 
Internal Revenue Service and the courts to decide the qualification 
question, and over the years neither of these two branches, we believe, 
has shown either ineptness or a reluctance to perform this function. 

If there is a bonafide reorganization, there is a transaction which 
serves purposes and involves legal and economic consequences more 
significant and certainly quite different from those incident to a mere 
distribution of cash or other corporate property. 
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If a particular transaction is not a true reorganization but a dis- 

ised distribution, then it is up to the Service and courts to say so 
and thus to permit it to be taxed in accordance with economic reali- 
ties. 

It seems to us that, unless Congress is prepared to say that dividend 
tax must be imposed in all cases where earnings and profits exist on 
sales and on other taxable exchanges, there is no justification for 
singling out and discriminating against reorganization exchanges. 

It must be remembered that, in the typical case we are talking 
about, the stockholder who would be taxed under this provision has 
actually paid for his interest in the corporate earnings or he has 
inherited them in the situation where the tax laws for years have 
treated them as though he has paid for them and gives him a basis 
and, if he is to be taxed on them, he is taxed on his capital investment 
in a situation in which he sustains a loss, which is the only one we are 
speaking about. 

If the earnings and profit are to be taxed to someone in all cases, if 
we cannot have corporate earnings without dividend tax at some place, 
then we submit to you that they should be taxed by the shareholder 
who enjoyed them and realized the benefits of the corporate earnings. 

This is somewhat the collapsible-corporation approach but, as be- 
tween taxing corporate earnings to a stockholder who realized their 
benefit on a sale of his stock and thereby gets paid for them and taxing 
them to the purchasing shareholder who paid for them, we think 
that the latter result is the more equitable alternative even in a non- 
collapsible situation. 

This, of course, is a very fundamental change which we are suggest- 
ing, and we are not really suggesting it asachange. It isan approach 
where we feel that, if this committee is convinced that earnings and 
profit cannot escape dividend tax, then we suggest to you that careful 
consideration be given not to taxing the stockholder who purchased 
the stocks when the earnings and profits existed and therefore, in 
effect, made a capital investment in them. 

The revised report of the advisory group also says, on page 69, that 
the purpose of the elimination of gain requirement, and I am quoting 
at this point— 
is to prevent a reorganization from altering the character of the receipt. There 
is no intention of having the reorganization result in a more burdensome treat- 
ment of the receipt than would exist under similar circumstances if no 
reorganization had occurred. 

We feel that the words “under similar circumstances” cover up a 
multitude of sins because in the ordinary case we do not believe we 
have similar circumstances to those that are incident to a distribution. 
Therefore, we think that this comment is subject to the same criticism 
already mentioned. It presupposes that property received in a re- 
organization should be taxed the same as property received on a 
distribution. 

On analysis, it appears to us that the concern that the reorganization 
provisions may be used to cover up what in substance amounts to 
dividend distributions does not really justify this proposal. 

In the first place, only a taxpayer whose stock has a high basis in 
relation to the total value of the stock securities and other property 
to be received in a reorganization exchange would be encouraged even 
to make an effort to use the boot provisions as a bailout device. 
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Secondly, other lower basis stockholders could hardly be expected 
to approve a reorganization plan which would subject them to a tax 
liability merely to accommodate someone else. 

Thus it is only where a sale stockholder or a controlling group of 
stockholders all have a basis sufficiently high to substantially elimi- 
nate gain that that incentive even exists to attempt this kind of bail- 
out. Except in closely held corporations, it would be quite unusual, 
we think, to find this peculiar combination of circumstances, and even 
then it would be most likely to be found when the controlling block 
of stock had attained its high basis through a recent purchase or in- 
heritance shortly before the attempted bailout. 

Our committee feels that the highly specialized circumstances, such 
as these under which the reorganization provisions might be at- 
tempted to be availed of for tax avoidance of this kind, are such that 
it should make it a relatively simple matter for the Internal Revenue 
Service and the courts to distinguish between the use and abuse of the 
reorganization provisions. We believe that it would be 2 mistake to 
eliminate the gain requirement from the boot provisions, which we 
believe have operated satisfactorily the entire life of the income tax. 

Thank you. 

The Cuatrman. Mr. McDowell, is it not possible under existing law 
for a reorganization to take the form of a recapitalization or a rein- 
corporation in another State, and may not the boot involved in such a 
reorganization be treated differently from a cash dividend to a share- 
holder under circumstances which do involve a reorganization ? 

Mr. McDowe tt. Mr. Chairman, that is an example that is given in 
the advisory group report of an abuse. Our feeling on that is that, if 
there are bona fide business reasons for the reorganization and for the 
reincorporation in another State, then it is not an abuse. 

The CHarrman. I am not talking about whether it is an abuse or 
not, but why should we treat boot received in reorganization differ- 
ently from a cash dividend paid to a shareholder who may get a cash 
dividend in a year in which he would have, if he sold his stock, a loss 
on his stock? We do not give him credit there for his stock basis in 
determining whether or not the dividend is subject to tax. Now, why 
do we do something differently Just because a reorganization occurs? 

Mr. McDowern. Well, Mr. Chairman, I think that the whole 
premise of our position is that a reorganization is serving a purpose 
other than a bailout, other than putting cash or other property into 
the hands of the stockholders. 

The Crarmman. I know that, but, regardless of what purpose it is 
serving, why should boot paid out in the course of the reorganization 
enjoy a tax status different from that which is paid out by a corpora- 
tion continuing to operate and not going through a reorganization! 

Mr. McDowetnz. Well, simply because we believe that the reorgani- 
zation is a different thing from just a distribution. It is a change. 
We are dealing also with a situation where we have a high-basis stock, 
we are assuming here, and a loss. We are complaining only where the 
loss is in the picture. 

The Cxarrman. In the case of a reorganization, the shareholder 
has the same cash that he might have received as a shareholder in a 
nonreorganization situation. 

The only difference now is that it is a Delaware corporation, not a 
Massachusetts corporation. 
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Mr. McDowe tu. He has participated in what the law treats as an 
exchange. Weare assuming that there is a business purpose served by 
the reincorporation. 

The CrarrMan. I am assuming that it is not done for tax avoidance. 
I still cannot understand why, even if there is a legitimate business 

urpose to be served in every instance, where, as a result of reorgan- 
ization, the corporation is no longer a Massachusetts corporation but is 
a Delaware corporation, that which is received in cash or as boot should 
be treated differently under that circumstance from what the other 
Massachusetts corporation that has not reorganized pays me in the way 
of a cash dividend. 

Mr. McDowe . I seem not to be answering your question, Mr. 
Chairman. Mr. McDonald has indicated that he would like to try. 
May I defer to him ? 

The Cuairman, It is just a point that disturbs me. 

Mr. McDonatp. Mr. Chairman, I think we are again in an area of 
degree. If the corporation, instead of becoming a Delaware corpo- 
ration, became a partnership in the same State, the cash would come 
out. Unless you declared the approach which is proposed, you would 
get these earnings and profits out at capital-gain rates. 

We go back another step and there are many events which will qual- 
ify asa partial liquidation. 

The cash can come out in a partial liquidation without being-treated 
as a dividend. 

There are many reorganizations which are not mere recapitaliza- 
tions moving from one State to another which traditionally have been 
an event to be treated more like a sale or partial liquidation than an 
ordinary dividend and, even in your recapitalization which qualifies, 
and you move from State to State, it cannot be much of a tax-avoidance 
device because I cannot see any court tolerating it more than 1 year in 
a row. 

The CuatrMan, It is a little hard for me to see how with the advis- 
ory group’s liberalization in this area of boot—that where it has the 
effect of a partial liquidation it will be given capital-gain treatment— 
affects this problem. Also, I think in the example you use of the 
elimination of the corporation and the substitution of a partnership, 
that you have a different situation from that of the continuing cor- 
poration or the corporation succeeding a prior corporation because of 
a reorganization. The successor corporation stands in the shoes of 
the first. Many provisions are written into law because we recognize 
that the successor does stand in the tax shoes of the other. That being 
the case, it just emphasizes to me that any boot received in the process 
of reorganization ought to be taken into consideration, for tax pur- 
poses, in the same manner as would the payment of a cash dividend; 
that is, a payment without a reorganization. I just cannot distinguish 
there two animals, if there are two. They seem to me to be one and the 
same. 

Mr. McDonatp. There is a second prong to our proposal. That is 
that you also have to have, before this becomes objectionable, a high- 
basis taxpayer. 

_In the Adams and Baisely case, where there is gain on the transac- 
tion, we have no difficulty. We agree with you that it should be a 
dividend. However, you must remember that there are difficulties in 
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tting a high basis. Somebody must have purchased this stock or else 
it must have passed through an estate with an estate tax paid on it 
to achieve this situation where there is a loss available. Otherwise 
it will be taxed as a dividend. 

Our proposition is that in the loss cases the mere fact that there 
is a loss gives an indication that you are going after the wrong tax- 

ayer. The earnings were accumulated and the amount was paid to 
the seller of the stock; not to the buyer. When the buyer is recaptur- 
ing his money, he may never get it all back. To treat him as receiving 
ap a before he has his investment out seems unjust to us in 
this situation. 

The Cuarrman. Are there any further questions? 

Mr. Curtis? : : 

Mr. Curtis. Mr. Chairman, in my judgment there is a question that 
I think has to be answered, although not by these witnesses here; the 
question of what business purpose is being served by the reorgani- 
zation. 

I know that there has been called to my attention enough past abuses 
of mergers and acquisitions and liquidations and reorganizations to 
warrant this committee going to just what purposes are being served 
by these maneuverings. Business purposes can be served by a com- 

letely new corporation. Just what economic function is being served 

y these reorganizations? To answer these questions myself, I want to 
determine that in the beginning. It may be that there are some real 
economic advantages obs derived from this kind of thing, but I 
would have to see what they are myself after knowing the abuses that 
occur. If this is simply just an area where we are talking about tax 
manipulations, I want to know it. I recognize that there are lots of 
inequities between people who are involved in tax manipulation. I 
think it is probably a deterrent to people getting into tax manipula- 
tion to recognize that they might become involved in an equity and 
that they might be the ones who end up on the short end of the stick. 
Certainly, it is a mockery for them to come to the very Government 
whose tax laws they have sought to render meaningless and ask it to 
help them out of their plight. I would much prefer to leave it that 


way. 

Tiieae that our advisory groups were directed to go into the techni- 
cal aspects of these problems, so that this is not said in criticism of 
them. But so much of the testimony of the advisory group and others 
has been just on the equities involved between the people who are in 
volved in these maneuverings and so little upon this question of 
just what socially desirable economic function is being served in all 
this maneuvering. If it is a business function, if it will create more 
flexibility in our investments, which I think it probably would, then 
I can see a reason for this Ways and Means Committee doing some- 
“— about it. This particular point is a good indication of why I 
would like to know just what economic purpose would be served by a 


reorganization that would warrant us cleaning up some inequities that 
exist. 


As I say, there may be some real business reasons, but I, for one, 
want to reexamine them. 

Just as I said on multiple trusts earlier, I would like to find out 
what proper family reason is being served in these things. I think 
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we have to ask those questions, Mr. Chairman—at least as far as I 
am concerned, I must—in trying to decide whether, even if it is an 
inequity, to do anything about the inequity. 

The CHarrMAN. Are you not more concerned with the basic prob- 
Jem of whether or not there should be any special rules that are more 
favorable in the case of a reorganization? Existing law provides 
some of these rules as to which the advisory committee raises a 
question. 

Mr. Curris. I have said this: Contrary to my general approach 
on tax inequities, in this area I would close any taxpayer loophole I 
could see. 

The Cuatrman. Your question is whether or not the reorganiza- 
tion serves not a business purpose but any justifiable economic 
purpose ? 

Mr. Curtis. That is right, and that you cannot accomplish in an- 
other way through a brand new incorporation, for example. In my 
judgment, we have to get into the economics of this thing in order to 
determine where we are going to go. 

The Cuatrman. Are there any further questions? If not, gentle- 
men, we thank you very much for bringing to us the views of the 
Philadelphia bar last year, and for your supplemental statements this 
year to the statement you made last year. We appreciate your dis- 
cussion of these two points. Thank you very much. 

Mr. McDonarp. Thank you. 

(The statements referred to follow :) 


PHILADELPHIA BAR ASSOCIATION COMMITTEE ON TAXATION 


Comments on “Revised Report on Corporate Distributions and Adjustments to 
Accompany Subchapter C Advisory Group Proposed Amendments as Revised,” 
Dated December 11, 1958 


On February 3, 1958, the Committee on Taxation of the Philadelphia Bar 
Association submitted a report commenting on the “Report on Corporate Distribu- 
tions and Adjustments To Accompany Subchapter C Advisory Group Proposed 
Amendments,” dated December 24, 1957. The comments contained herein relate 
solely to the changes reflected in the revised report of December 11, 1958, and 
reference to the committee’s previous comments will be made only as needed. 

For convenience throughout these comments, the “Revised Report on Corporate 
Distributions and Adjusiments To Accompany Subchapter C Advisory Group 
Proposed Amendments as Revised,” issued December 11, 1958, will be cited solely 
as “report.” The Subchapter © Advisory Group proposed amendments issued 
December 11, 1958, will be cited simply as “bill” and the Internal Revenue Code 
of 1954 will be cited simply as “code.” 


DISTRIBUTIONS OF PROPERTY—-AMENDMENTS OF SECTION 301 


Report, pages 1-8; bill, section 2, pages 2-3 

In its previous comments the committee pointed out an uncertainty in sec- 
tion 301(b) (1) (B) (ii). The committee was uncertain as to what taxpayer 
was to be allowed the benefits of the disallowed expense either in the form of 
basis for the property or as an expense deduction. This uncertainty appears 
to be resolved by the additional reference to section 311(d) (1) and (2), which 
the bill adds to 301(b) (1) (B) (ii). 

The report proposes several amendments dealing with the amount which a 
corporate shareholder shall be deemed to have received as a distribution on 
its stock. The committee is in accord with these amendments. 
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DISTRIBUTIONS IN REDEMPTION OF STOCK—-AMENDMENT OF SECTION 302 


Report, pages 3-10; bill, section 3, pages 4-13 

Application of constructive ownership rules to redemption from estates, — 
In its previous comments the committee regretted the deliberate decision of 
the advisory group to do nothing about attribution resulting solely by reason of 
death. The report takes no action and the committee again reiterates its be 
lief that this failure to act is unfortunate. 

Redemption of stock owned by partnerships——The advisory group has pro- 
posed an amendment to section 302(c) (1) requiring that the disproportionality 
test for purposes of section 302(b)(2) and the complete-termination test for 
purposes of section 302(b) (3) be applied separately for each partner, as though 
the stock owned by the partnership had been distributed to the partners im- 
mediately prior to the redemption. This represents an extension of the rule 
originally proposed by section 302(b)(3). This would prevent a redemption 
of stock owned by a partnership from being treated as a dividend and taxable 
to a partner who individually had no shares in the corporation. The com- 
mittee heartily approves this change. 

Lost basis.—As it now stands, section 302 of the code contains no provision 
regarding reallocation of basis where the redemption is treated as a dividend. 
The regulations do provide, however, that “proper adjustment” shall be made 
to the basis of other stock. The advisory group now proposes to incorporate 
this provision in the statute and at the same time provide that, if the taxpayer 
has no other stock to which the lost basis can be added, such lost basis may 
be added to the basis of stock of another person whose stock was attributed 
to the taxpayer under section 318. This latter feature is made elective and, 
if the taxpayer does not elect to have such lost basis attributed to another 
stockholder, then the taxpayer is allowed a loss with respect to the lost basis, 

The committee approves this amendment. 

Preferred stock in closely held corporations.—In its previous comments, the 
committee endorsed the advisory group’s recommendation on the problem of 
preferred stock in closely held corporations, and desires to reiterate its state 
ment that it was not impressed with the advisory group’s reasons for not recom- 
mending specific relief. It seriously questions the advisory group’s seeming 
acceptance of a general policy that any and all distributions by a corporation 
having earnings and profits are inveitably dividends. 

The committee also desires to comment with respect to not treating preferred 
stock redemptions as dividends to the extent the cash or property received does 
not exceed the cash or property paid for the stock. 

The report states that the advisory group has considered the desirability of 
a statutory provision by which cash distributed in redemption of preferred stock 
would not be treated as a dividend to the extent that it does not exceed the cash 
paid in for such stock. The advisory group, however, makes no recommenda- 
tion as to the enactment of such a provision and merely states that it should be 
given further consideration. 

The committee recommends the enactment of such a provision. It recognizes 
the need for appropriate safeguards, such as a realistic definition of preferred 
stock, and that the amount of preferred stock which can be so redeemed should 
not exceed two-thirds of the total capital of the corporation, although such a 
two-thirds limitation should not prejudice a case outside of the limitation which 
for other reasons should not receive dividend treatment. (Cf. boldface type on 
p. 24 of the revised report.) Further, it believes that it is unduly restrictive 
to limit any remedial provision to preferred stock issued for cash, as distin- 
guished from preferred stock issued for property having a demonstrable market 
value. 

The committee believes that the present situation results in an undue in- 
centive for debt financing, especially in the case of small corporations. This 
has several undesirable effects—a discrimination against small businesses, & 
reduction in the revenue because the interest paid on such debt is deductible by 
the debtors, a diversion of small business from sound equity financing, and & 
deterrent to the distribution of excess capital in redemption of paid-for pre 
ferred stock. 

It agrees with the advisory group that the small corporation must normally 
look to its stockholders as the only market for its preferred stock, and that 
those preferred stockholders are exposed to a very real likelihood of dividend 
consequences on the redemption of their preferred. But this proposal would 
not be a deliberate exception to the general policy of subchapter C regarding 
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the taxation of distributions having the effect of dividends, as a proposal to 
permit the redemption of paid-for preferred stock free of dividend tax would 
be entirely consistent with the existing income tax pattern, which is, after all, 
a tax on income and not on a return of capital. Such a proposal would not 
have a damaging effect upon the revenue, but, to the contrary, as set forth 
above, would have a favorable effect upon the revenue, as well as upon the 
financial well-being of small business generally. The committee therefore 
strongly urges the Ways and Means Committee not only to consider this prob- 
lem, but also to act upon it unequivocally. 


DISTRIBUTIONS IN REDEMPTION OF STOCK TO PAY DEATH TAXES—-AMENDMENT OF 
SECTION 303 


Report, pages 11 and 12; bill, section 4, page 13 
The committee has no comments other than to reiterate its recommendation 


that the statute be amended to eliminate all, and not merely some, of the inequi- 
ties that result from Revenue Ruling 56-270. 


REDEMPTION THROUGH USE OF RELATED CORPORATIONS—-AMENDMENTS OF SECTION 304 


Report, pages 12-14; bill, section 5, pages 14-15 
The committee has no comments with respect to the proposed changes to sec- 
tion 804. 


DISTRIBUTIONS OF STOCK AND STOCK RIGHTS—-AMENDMENT OF SECTION 305 


Report, pages 14-16; bill, section 6, pages 16-18 

The revised report continues to tax a stock dividend where the holder has no 
option to exchange such stock for stock paying a cash dividend. The report 
notes that objections have been raised to such a provision and concludes that it 
would be “impractical to make the applicability of the new provision depend 
upon whether the common stock is convertible into or exchangeable for common 
stock receiving money dividends.” The advisory group recognizes that there are 
policy arguments against the adoption of its proposal, but expresses the fear 
that the failure to enact such a provision might lead to abuses which would 
endanger the revenue and lead to a more extensive taxation of stock dividends. 

Nothing in the advisory group’s report suggests the presence of constitutional 
questions in its proposal. The committee on taxation previously doubted the 
wisdom of taxing such stock dividends for this reason, and reaffirms its position 
that such questions are present. 


DISPOSITIONS OF CERTAIN STOCK—-AMENDMENTS OF SECTION 306 


Report, pages 16-21; bill, section 7, pages 16-18 

Charitable contributions of section 806 stocks—-The committee reiterates 
its strong objection to the proposed amendment to section 170, which would 
reduce the charitable deduction by such amount as would have been taxed as 
ordinary income under section 806 if the stock given to the charity had been 
sold instead of contributed. 

Section 351 exchanges and capital contributions of section 306 stock—The 
committee reiterates its strong opposition to the proposal dealing with transfers 
of section 306 stock to a corporation under section 351. So long as the stock 
received in the tax-free exchange under section 351 retains the section 306 
characteristics, it is unnecessary to convert the transaction into a taxable 
transfer simply because section 306 stock has been one of the items of property 
transferred. 

Common stock received in reorganizations in respect to certain preferred 
dividend arrearages.—The committee approved the amendment originally pro- 
posed and endorses the exception now added, which would except from section 
306 treatment any case in which the preferred stock is itself exchanged for 
common stock as part of the same transaction. 

Nonrecognition in cases of post mortem section 806 stock dividends—The 
advisory group has suggested that consideration be given to a possible statutory 
amendment in subchapter J providing for nonrecognition of gain or loss where 
a post mortem section 306 stock dividend is used to satisfy a fixed-formula 
marital bequest. The problem is stated to involve an evaluation of the policy 
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expressed in Revenue Ruling 56-270. The committee believes that, as the sub 
chapter J advisory group has not considered this suggestion, the advisory group 
on subchapter C should formally propose an exception to cover this problem. 

Lost basis —The advisory group states (p. 21) that it has given consideration 
to the lost-basis problem, but, in the belief that section 306 is an “in terrorem” 
section, no action should be taken in this respect. 

The amendments already proposed by the advisory group are sufficiently 
“in terrorem” so as to justify some sensible solution to the lost-basis problem, 
as was done under section 302. Logic and equity demand comparable action 
here. This relief would not make section 306 any more complex than the 
advisory group has already made it. 


BASIS OF STOCK AND STOCK RIGHTS ACQUIRED IN DISTRIBUTIONS—-AMENDMENT OF 
SECTION 307 


Report, pages 21-22 ; bill, section 8, page 18 
The committee has no further comments to add to its previous approval, 


TAXABILITY OF CORPORATION ON DISTRIBUTION—-AMENDMENTS OF SECTION 311 


Report, pages 22-23 ; bill, section 9, pages 19-20 
The committee has no further comments to add to its previous approval. 


DEFINITION OF INDEBTEDNESS OF A CORPORATION—-AMENDMENTS OF SECTION 317 


Report, pages 23-24; bill, section 10, pages 20-21 

The committee wishes to again suggest that indebtedness includes that portion 
of an obligation which falls within the specific ratio and meets the other tests, 
even if the entire amount of the debt to stockholders exceeds the ratio. Rather 
than disallow the entire amount of debt in an exchange case, it would be more 
equitable to disallow only the excessive part of it. Secondly, in many instances, 
creditors insist that any further borrowing be subordinated to their indebted- 
ness. The difficulty here is that, when a statute is as specific as the proposed 
amendment, the Service tends to narrow its interpretative discretion to exclude 
from the statute all cases except those specifically covered. The committee urges 
that a strong statement be inserted in the committee reports to the effect that 
the failure to meet the requirements of subsections (c) (1)—(4) will not lead 
to the conclusion that the corporate obligation is not bona fide indebtedness. 

The committee agrees with the advisory group’s statement (p. 24) that, unless 
the proposed statute makes it clear that the definitions are not intended to be 
exclusive, it should not be enacted. 

The advisory group in its revised report has added the word “agreement” to 
the proposed section 317(c)(1) (line 5, p. 21, of bill), and a question arises 
as to the time to which the agreement is to relate. If this addition is not re 
stricted, it may have the effect of denying the benefit of the relief provision 
where a loan is subordinated subsequent to the date it was made, due to the 
then financial needs of the corporation. The agreement should be identified as 
one made at the time the loan was made or which was within the contemplation 
of the parties at that time. 


CONSTRUCTIVE OWNERSHIP OF STOCK—-AMENDMENTS OF SECTION 318 


Report, pages 25-29 ; bill, section 11, pages 22-28 

The advisory group’s comments on its revised draft of section 318 referred 
to the adoption of the concept of “separate testing” in the case of redemption of 
stock held by a partnership, under which the partnership holdings are treated 
as being owned by the separate partners. The committee believes this proposal 
desirable and therefore endorses it, but the adoption of this proposal further 
points up basic flaws in the overall thinking that has been applied to section 318. 

These flaws were previously commented upon by the committee. It is believed 
those comments were fair and appropriate, particularly so far as they indicated 
that the advisory group had not satisfactorily determined in its own mind 
whether the rule of attribution was to be determined on the basis of control 
or on the basis of beneficial interest. 

At two different points in its report, the advisory group takes diametrically 
opposite positions on its theory of attribution. On page 26 it states, “It is believed 
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that the attribution rules rest on ownership of the beneficial interest in stock, 
and not on principles of control of the stock.” At page 29 it states that “the 
attribution to a corporation of all stock owned by minority shareholders can 
result in unfairness, since there may be no practical working relationship between 
them and the corporation or the other shareholders, and the information as to 
their holdings in other corporations may be difficult to obtain.” 

Furthermore, as applied in the case of partnerships, estates, and trusts, there 
is no satisfactory determination as to whether beneficial interest, if that is to 
be the prevailing concept, is to be determined on the basis of ultimate beneficial 
ownership of corpus or on the basis of income. 

In the case of attribution from partners to the partnership, this difficulty has 
been pointed up by the suggestion of a rule that attribution would be based upon 
the greater of the interests in earnings or the interest in capital, and in the field 
of fiduciaries upon a concept of actuarial application of ownership, in the case of 
life tenants as well as remaindermen. Certainly this type of thinking is unreal- 
istic in the typical case of fiduciaries, where the benefits or burdens that result 
from the redemption of stock are generally attributable to the residuary or corpus 
accounts. The situation as applied to partnerships might in a typical case depend 
upon the interpretation of the partnership agreement itself as to whether the 
benefits or burdens of a redemption of stock would be accounted for on the basis 
of relative capital accounts or interest in earnings. The committee has difficulty 
in seeing that it would be based upon both. It would appear that, at least in 
the case of attribution from the partnership to the partners, although there is 
some uncertainty on this subject under the proposed statute, the concept of the 
capital account would appear to have been adopted. The assets of the partner- 
ship are really being treated as though they were being distributed, which nor- 
mally would be based on the capital interests, although a partnership agreement 
itself could make other provisions. 

Everything in the advisory group’s report as to attribution between partner- 
ships, estates, trusts, and corporations appears to adopt the concept of beneficial 
interest rather than control. Yet, attribution within a family would appear to 
be based on the concept of control rather than of beneficial ownership. 

Assuming for the sake of argument that this differentiation is intentional, 
although a reading of the report leaves serious doubt as to whether that is the 
fact, the committee makes the following suggestions : 

1. In attributions either to or from partnerships or fiduciaries just as in the 
ease of the corporation, the concept of attribution on the basis of interests in 
corpus be adopted. The place where this would require the greatest change in 
the makeup of the proposed statute would be in the case of fiduciaries. Inherent 
in all of this, of course, is the concept that if any gain or loss on the redemption 
would be treated as chargeable against income accounts under the fiduciary 
accounting, then attribution in such a case would properly be made with reference 
to the income beneficiaries, rather than the remaindermen, but in all other cases 
should be made exclusively to the remaindermen. In this respect the committee 
isin accord with the general suggestion that there be no distinction in the method 
of applying the rules as between estates and trusts and in that respect it is in 
accord with the advisory group’s report. 

2. Having applied the attribution rules to place theoretical ownership in the 
hands of the recipient of the distribution, the committee believes these rules 
should be subject to the further rule that the affected taxpayer should have the 
right to demonstrate, if it is a fact, that no control, in fact, exists between the 
person who receives the redemption, on the one hand, and the person whose 
ownership is being attributed to the distributee. This is more consistent with 
what the committee understands to be the original intention in the many other 
situations that exist under the code where attribution exists, such as the case of 
disallowed losses, unpaid accruals, personal holding companies, and the like. 

To demonstrate, a father may have his own ideas as to the management of 
the family business and the son may have completely opposite notions. If hos- 
tility between father and son is complete, there can be no justification of 
attributing the stock of one to the other, provided, of course, the parties can 
demonstrate that the control does not exist. 

3. The committee believes it unrealistic to approach the problem of attribution 
under section 318 without at the same time reexamining all the other rules of 
attribution that exist in the code. The committee recognizes that differences of 
policy might justify lesser rules of attribution in some areas as, for example, 
section 1239. It is unfortunate if attribution rules as applied to section 318 
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are amended before the general policy and thinking on this subject have been 
settled in all parts of the code. This is not a new suggestion, as it has been 
critically commented upon by highly regarded writers in many law review 
articles that have been published in the recent past. 

While the committee approves the concept of ‘“‘de minimis” rule, it does not 
believe that 5 percent is necessarily a correct figure. Whatever the percentage 
finally decided upon, the committee thinks it most important that an escape 
hatch be provided, so that persons free from the evil intended to be remedied 
by section 318 will not be penalized upon a showing that they are free from 
its taint. 


GAIN OR LOSS TO SHAREHOLDERS IN CORPORATE LIQUIDATIONS—-AMENDMENT OF 
SECTION 331 AND REPEAL OF SECTION 3358 


Report, pages 29-83 ; bill, section 12, pages 29-32 
The committee reiterates its prior approval of the recommendations of the 
advisory group and the amendment applicable to this section. 


COMPLETE LIQUIDATIONS OF SUBSIDIARIES—-AMENDMENTS OF SECTION 332 


Report, pages 49-51 ; bill, section 13, pages 82-33 
The committee reiterates its prior approval of the recommendations of the 
advisory group and the amendments applicable to this section. 


BASIS OF PROPERTY RECEIVED IN LIQUIDATIONS AND CERTAIN REDEMPTIONS— 
SECTION 334 


Report, pages 33-35 and 51-53 ; bill, section 14, pages 34-39 
The committee reiterates its approval of the recommendations of the advisory 
group. 


GAIN OR LOSS ON SALES OR EXCHANGES IN CONNECTION WITH CERTAIN 
LIQUIDATIONS—-AMENDMENTS OF SECTION 337 


Report, pages 54-56 ; bill, section 15, pages 39-42 
The committee reiterates its approval of the recommendations of the advisory 


group. 
COLLAPSIBLE CORPORATIONS—SECTION 343 


Report, pages 35-48, 56; bill, section 16, pages 42-52 

In its previous report the committee approved the advisory group's recom- 
mendations in principle, believing the fragmentation of gain concept more equit- 
able than the present “all or nothing” result. As revised, this basic purpose 
is preserved, and the committee approves the amended proposals with the 
following comments: 

(1) The advisory group proposes to extend the non aliquot distribution amend- 
ment to partial liquidations and stock redemptions. The committee approves 
of this extension, and particularly the restraint in not taxing shareholders other 
than the redeeming shareholder with the balance of unrealized appreciation 
when such other shareholders receive no distribution. The committee believes 
that any effort to tax such other shareholders on this basis would raise constitu- 
tional questions comparable to those referred to by the committee in its com- 
ments under section 305. 

(2) The de minimis rules (report, p. 40) applicable to stockholders owning 
less than 5 percent of stock are virtually emasculated by making then subject 
to attribution rules under section 318. The committee in its previous com- 
ments suggested that the public interest would be served by eliminating the 
relatively small taxpayer from the application of this section. The committee 
regrets the advisory group’s decision to apply the attribution rules to the per- 
centage test and the group’s failure to recommend an exemption of a dollar 
amount, such as has been recommended by the advisory group on Subchapter K 
with respect to section 751. 

(3) The committee approves the proposed amendment to the definition of a 
collapsible corporation which requires the unrealized appreciation of section 
345 assets to exceed 15 percent of the unrealized appreciation of all the corpora- 
tion’s assets. 
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(4) The committee notes that the advisory group did not adopt its suggestion 
that section 1221(3) be amended to insert the words “‘in all or in part” after the 
word “credited” in the first line of the amendment, section 1221(3) (B) and (C), 
if such is the intention of the advisory group. The committee recommends that, 
if this is not the intention, the word “solely” should be inserted in the same 

lace. 
. PARTIAL LIQUIDATION DEFINED—AMENDMENT OF SECTION 346 


Report, pages 57-62; bill, section 17, pages 52-57 

In its previous comments the committee approved the recommendations of 
the advisory group in general, with the exception of a newly added requirement 
that the amount distributed must at least equal 20 percent of the excess of the 
fair market value of the assets of the corporation over its liabilities immediately 
prior to the distribution. The committee is still of the opinion that the other 
requirements of the proposed section are adequate to prevent unwarranted tax 
avoidance and that the 20 percent requirement exposes taxpayers to all the 
administrative problems involved in valuation of closely held corporations. It 
also observes that the Service has consistently taken the position that it will not 
rule on valuation questions. 

The committee approves the new provision for qualification as a partial liquida- 
tion where there is a reduction of an active business as distinguished from 
the termination of an active business. The committee’s objections to the 20- 
percent rule apply with equal force to the 50-percent requirement of this new 
provision. 


TRANSFER TO CORPORATION CONTROLLED BY TRANSFEROR—AMENDMENT OF SECTION 351 


Report, page 62; bill, section 18, pages 57-60 

There is virtually no change in the original advisory group’s proposals, and 
the committee continues its approval of the recommendations. It also continues 
its opposition to the last sentence of section 351(a) (p. 58 of bill, lines 3-15) 
for the reasons stated above in its comments under section 306. 


EXCHANGES OF STOCK AND SECURITIES IN CERTAIN REORGANIZATIONS—AMENDMENT 
OF SECTION 354 


Report, pages 63-64; bill, section 19, pages 60-62 

The committee originally opposed the proposed amendment of this section 
because of the apparent desire of the advisory group to tax any receipt by a 
shareholder from the disposition of his stock as a dividend. In discussing the 
present statutory technique on page 63, the advisory group completely disre- 
gards the fact that the transaction there described is a fully taxable transfer 
which derives no benefit from the tax-free exchange sections under present 
law. If this is a defect, then so is the case of any shareholder who completely 
Sells his interest in the corporation to a stranger. The committee is unable to 
see any justilication for taxing the shareholder on an alleged dividend far in 
excess of the actual economic gain realized on the transaction. Furthermore, 
the committee notes that the likening of the distribution to boot is fallacious 
since none of the tax-free exchange sections apply. 

The committee continues to oppose this proposal. 


DISTRIBUTION OF STOCK AND SECURITIES OF A CONTROLLED CORPORATION—AMEND- 
MENT OF SECTION 355 


Report, pages 65-66 ; bill, section 20, pages 62-68 

The committee originally opposed the recommendation of the advisory group 
to insert in this section a requirement that the market value of the stock or 
Securities received equal at least 20 percent of the distributing corporation’s 
net worth. Having made the recommendation, the advisory group promptly 
suggests that this requirement be waived administratively at the Commissioner’s 
discretion. The committee believes that the Commissioner has adequate scope 
to accomplish by ruling whatever the 20-percent requirement was intended to 
do. The parallel treatment of section 346 is not analogous, as the tax con- 
Sequences of the two sections are diverse. 

Were the 20-percent test eliminated, the committee would approve the other 
proposed amendments to this section. 
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RECEIPT OF ADDITIONAL CONSIDERATION—-AMENDMENT OF SECTION 356 


Report, pages 66-70; bill, section 21, pages 68-75 

In its previous comments the committee considered the advisory group’s 
requirement as to elimination of gain (p. 67), and was so divided that it could 
neither approve nor oppose it. The committee has reconsidered its position and 
now unanimously opposes this recommendation. 

The advisory group’s report suggests the adoption of a new rule which would 
apply the boot rule even in cases where the taxpayer has a loss on a transaction, 
It adds that such a rule must be adopted to prevent tax avoidance in cases 
where a transaction, which is really a distribution of earnings, has been cast 
in the guise of a reorganization for the purpose of taking accumulated earnings 
out of the corporation without the payment of any tax. 

This is not a new problem, and the committee is not aware, nor does the 
advisory group advise, that this has been a source either of tax avoidance 
or tax evasion to any considerable extent in the past. The committee feels 
that such a change of basic policy is sufficiently fundamental that a very strong 
showing of abuse should be made before the change is adopted. 

For many years the courts have rather effectively policed the reorganization 
sections through the corporate business purpose test, and the committee be- 
lieves that if, in fact, the principal reason for casting an exchange plus “boot” 
in the guise of a reorganization is the removal of corporate earnings without 
the payment of tax, then the courts would have little difficulty in preventing 
that result from taking place. Certainly, in the extreme case, where a par- 
ticular stockholder received an insignificant amount of stock or securities in 
such an exchange, and in economic fact had a loss on the transaction, it seems 
unfair that he be subjected to an ordinary income tax solely by reason of 
the fact that he did not receive all of the proceeds in exchange in cash and 
cash equivalents. In such a case he would have had capital loss, 

The cure proposed by the advisory group is too severe for an asserted evil 
that has not been adequately demonstrated to exist. Furthermore, this ap- 
pears to be another point in the advisory group's report where it applied the 
policy of treating any distribution as ordinary income, no matter what its 
east or character, so long as the corporation has sufficient earnings and profits, 
The effect is to convert what everyone has recognized as capital loss into ordi- 
nary income, and this basic change in the law should be made, if at all, only 
after a frank and broad reappraisal of the policies underlying subchapter C. 


ASSUMPTION OF LIABILITY—-AMENDMENT OF SECTION 357 


Report, pages 70-71 ; bill, section 22, pages 75-76 
The committee continues its approval of the advisory group's recommenda- 
tions with respect to this section. 


BASIS TO DISTRIBUTEE—AMENDMENT OF SECTION 858 
Report, pages 71-73 ; bill, section 28, pages 76-80 


: The committee continues its approval of the advisory group’s recommenda- 
tions with respect to this section. 


NONRECOGNITION OF GAIN OR LOSS TO CORPORATTONS—-AMENDMENT OF SECTION 361 


Report, pages 73-74; bill, section 24, pages 80-82 


The committee continues its approval of the advisory group’s recommenda: 
tions with respect to this section. 


BASIS TO CORPORATIONS—AMENDMENT OF SECTION 362 


Report, pages 74-75 ; bill, section 25, pages 82-83 
The committee continues its approval of the advisory group’s recommenda- 
tions with respect to this section. 


DEFINITIONS RELATING TO CORPORATE REORGANIZATIONS—-AMENDMENT OF SECTION 368 


Report, pages 75-88 ; bill, section 26, pages 83-89 

The committee continues its approval of the advisory group’s recommenda- 
tions with respect to this section. The committee records its approval of the 
extension of the 50-percent test to 6624 percent. 
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RECEIVERSHIP AND BANKRUPTCY REORGANIZATIONS OF SECTION 871 


Report, page 84 ; bill, section 27, page 89 
The committee has no comment on this proposal. 


CARRYOVERS IN CERTAIN CORPORATE ACQUISITIONS—-AMENDMENTS OF SECTION 881 


Report, pages 84-89 ; bill, section 28, pages 90-96 

The committee observes that section 381 is intended to apply to nontaxable 
reorganizations under section 368(a)(1) (A), (C), (D), or (F), even though 
the reorganization also qualifies as a receivership or bankruptcy reorganization 
under section 371. The advisory group also notes that section 381 does not 
apply to receivership or bankruptcy reorganizations qualified solely under sec- 


tion 371, and suggests that consideration be given as a matter of policy to 
extending section 381 to cover such a reorganization. The committee is in 
accord with this suggestion. 

Since section 381 as proposed will apply to corporate divisions and separa- 
tions, a technical amendment reference to section 312(i) should be made. 


SPECIAL LIMITATIONS ON NET OPERATING LOSS CARRYOVERS—AMENDMENT OF 
SECTION 382 
Report, pages 89-95 ; bill, section 29, pages 96-104 
The committee has no comment on this recommendation of the advisory group. 
EFFECTIVE DATES 


Report, page 95; bill, section 30, page 105 
The committee has no comment on this recommendation of the advisory group. 


PHILADELPHIA BAR ASSOCIATION COMMITTEE ON TAXATION 


Comments on “Special Report on Estates, Trusts, Beneficiaries, and Decedents,” 
prepared by the Advisory Group on Subchapter J, dated June 30, 1958, and 


addendum to revised first report of March 31, 1958 


On February 3, 1958, the Committee on Taxation of the Philadelphia Bar 
Association submitted a report commenting on the “Revised First Report on 
Estates, Trusts, Beneficiaries, and Decedents’’, dated November 22, 1957. Since 
then, the addendum and the special report have been issued and incorporated 
in a final report dated December 30, 1958. The comments contained herein 
relate to the changes reflected in the addendum and the special report. 


SPECIAL REPORT—PARTS I AND It 


Final report, pages 80-97 


Part I suggests an alternative “distributions in kind” approach to the advisory 
group’s original proposal with respect to section 663(a)(2) in order to meet 
certain objections. As originaly proposed, section 663(a) (2) would permit dis- 
tributions of corpus to be considered as nontaxable to the distributee if desig- 
nated as corpus by the executor. The objection was that this gave too much 
latitude to the executor to make distributions of cash or property, and, to 
restrict this flexibility, the advisory group recommend this proposal be limited 
to distributions of property other than money which the decedent owned at his 
death, or property the basis of which is determined by reference to property 
owned at death. Thus, cash received from a redemption, for example, could 
not be reinvested in property which the executor distributes. 

The committee approves this proposal, but only on the assumption made by 
the advisory group that (a) the separate-share rule will be extended to estates; 
(b) specific sums of money and specific property will be distributable tax free 
if paid or distributed within 36 months of death (sec. 668(a)(1)); (c) a 
residuary legatee may receive corpus distributions tax free within the 36-month 
period if recorded as such by the executor on the books of the estates (sec. 
663(a)(2)); and (d) the excess-deduction provisions in section 642(h) will 
be extended to cover the termination of separate shares. 
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On the premise that the foregoing proposals are adopted and enacted, the 
committee approves the rejection of the entity approach set forth in part IT 
of the special report. The committee reserves comment on the proposal in part 
II until such time as it is given further consideration. 


ADDENDUM ITEMS 1-—13——MULTIPLE TRUSTS 


Final report, pages 1-9 


In the revised first report the advisory group recommended the addition of 
a new subsection (c) to section 641 designed to prevent the abuses possible 
through creation of multiple trusts. In general, the committee, approved this 
proposal, subject, however, to certain comments. These comments, together with 
the committee’s comments on the changes made by the addendum, are as follows: 

(1) The committee notes that its earlier suggestion that section 641(c) (1) (iii) 
be changed to substitute “36 months” for “60 months” has not been adopted. It 
repeats the suggestion. 

(2) In its previous comments the committee recommended that if section 641(¢) 
as proposed should be enacted into law without material change, serious con- 
sideration be given to elimination of subpart (d) relating to the so-called throw- 
back rules. It still believes this to be a sound proposal. 

(3) As revised by the addendum, section 641(c) has been tightened to require 
that trusts which much be consolidated would not be permitted to offset the loss 
on one trust against the income of the others. The committee is opposed to this 
penalty, which it believes unwarranted. If multiple trusts are to be consolidated 
for tax computation purposes, the consolidation should be complete, not partial. 

(4) Regarding the effective date of 641(c), the first report and the revised 
first report proposed that, in view of a public announcement on November 7, 
1956, the new provisions should apply to trusts created after December 1, 1956, 
and in flagrant cases (as therein described) to the taxable years ending after 
December 1, 1956, of trusts created before that date. The committe recommended 
that the new provisions apply to trusts created after November 22, 1957. Its sug- 
gestion has not been adopted, but the addendum now proposes that the new pro- 
visions apply to trusts created after December 31, 1956, and then only to taxable 
years ending after enactment. 

The committee believes that the effective date for “flagrant” trusts should 
be for taxable years of the trusts ending after the date of enactment, and should 
apply to all such trusts whenever created. As to trusts that are not “flagrant,” 
the new provisions should apply only for taxable years ending after the date 
of enactment, and should apply only to such trusts are as created after the date 
of enactment. 

CHARITIES 


Revised first report, pages 9-14; final report, pages 12-14, 27, 28 

The proposal in the revised first report regarding the treatment of charities 
has not been changed. The committee wishes, however, to reiterate its previous 
comments with respect to this proposal. 

The proposed amendment involved a number of sections, as well as mis- 
cellaneous changes in various sections outside subchapter J. The stated pur- 
pose was to simplify the law, avoid further complicating corrective amendments 
otherwise necessary, and achieve less artificial results. The committee’s reasons 
for its opposition may be summarized as follows: 

(1) In treating charities as fourth-tier beneficiaries, the advisory group 
believed that significant tax-avoidance arrangements would thereby be pre- 
vented. The committee still believes that the tax-avoidance arrangements 
referred to by the advisory group are not significant, and that the results pro- 
duced are completely artificial, since they create income where none existed. 

(2) Since the proposed amendments provide for a deduction for distributions 
to charitable beneficiaries, further amendments are needed to cover cases 
where amounts are permanently set aside for charitable purposes. This was 
done, but the proposal imposed two limitations which are complex and re- 
strictive. The first would change present law to limit the deduction to 
amounts set aside from the current year’s income. The second, and more 
important, limitation limits the deduction to the excess of the distributable net 
income over deductions otherwise allowable for distribution to beneficiaries. 

The committee continues to believe that no tax should be imposed in either 
situation referred to by the advisory group, in view of its recommendation that 
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charitable beneficiaries be treated in exactly the same way as any noncharitable 
beneficiary. 

(3) The committee believed that the effect of this proposal with respect to 
corpus deductions would be to deprive individual beneficiaries of all or a part 
of the deductions now available where charitable beneficiaries are present. 
This would not only be inequitable, but would eliminate a deduction now 
permitted by law and recommended by the advisory group. 


CORPUS DEDUCTIONS 
Final report, pages 17-19 

The revised first report (at p. 15) proposed to add to the code subsection 
648(c) (3) (C), which would have required, in general, the deduction of corpus 
charges first against corpus income (including accumulations of ordinary in- 
come), and, to the extent not so offset by corpus income, would permit such 
corpus charges to be deducted in determining distributable net income. 

The addendum proposes to revise subsection 643(¢)(3)(C) to require, in 
general, the deduction of corpus charges first against excluded income (capital 
gains, and, in the case of simple trusts, extraordinary dividends and taxable 
stock dividends which are credited to corpus), and, to the extent not so offset 
by excluded income, would permit such corpus charges to be deducted in deter- 
mining distributable net income. In computing the offset for excluded income, 
the personal exemption and capital losses would first be allowed as deductions. 

The committee does not oppose this proposal. 


DEDUCTION FOR ESTATES AND TRUSTS ACCUMULATING INCOME OR DISTRIBUTING 
CORPUS—-AMENDMENTS TO SECTION 661 


Revised first report, pages 24-29 ; addendum, page 5; final report, pages 24-29 

The committee notes that the typographical error in section 661(b) has been 
corrected and that the committee’s proposed drafting changes in section 661 
have not been adopted. 

The advisory group proposes to amend section 661(a) to provide that the 
distributions deduction of an estate or trust shall consist of the sum of the four 
tiers governing the allocation of distributable net income among beneficiaries, 
the deduction being limited, of course, to distributable net income. In its pre 
vious comments on this proposal, the committee did not believe that enumera- 
tion of the four tiers was necessary at this point. It stated that this provision 
would be easier to read if it followed the form of existing law, which provides 
for deduction of income required to be distributed currently, plus any other 
amounts properly paid or credited or required to be distributed currently. In 
other words, the breakdown of the existing second tier into three separate tiers 
would seem to have significance only for purposes of section 662 and, if this 
analysis is correct, the enumeration should be eliminated from section 661. 

The committee still believes this suggestion valid and desirable. 


INCLUSION OF AMOUNTS IN GROSS INCOME OF BENEFICIARY OF ESTATES AND TRUSTS 
ACCUMULATING INCOME OR DISTRIBUTING CORPUS--AMENDMENTS OF SECTION 662 


Report, pages 25 and 29; addendum, page 5; final report, page 24 

The committee approved the amendments to this section, with the exception 
to those relating to charitable beneficiaries, but suggested, however, a drafting 
change in section 662(a)(1)(A). The committee felt that the words “whether 
distributed or not’ should be inserted in this section immediately after the 
word “year” and before the semicolon. This language is included in existing 
law and its retention is desirable to avoid misunderstanding. While the last 
Sentence of section 662(a)(1) may be technically sufficient to produce the same 
result, a contrary interpretation is arguable, and the committee still believes 
that the doubt should be eliminated. 


AMENDMENTS OF SECTION 663 


Report, pages 29-86 ; addendum, page 5; final report, page 34 

The addendum proposes to amend section 663(a) (3) to prevent a double de- 
duction for an amount paid to a charity after enactment, which was, for ex- 
ample, set aside for the charity before enactment. As already stated, the com- 
mittee is opposed to the advisory group’s treatment of charities, but, if such 
treatment is adopted and enacted, the committee approves the amendment pro- 
posed in the addendum. 
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POWER IN PERSON OTHER THAN GRANTOR TO VEST CORPUS OF INCOME IN HIMSELF— 
AMENDMENTS OF SECTION 664 
Report, pages 36-38; addendum, pages 5 and 6; final report, pages 36-39 

The revised first report proposed repeal of section 678 and the insertion of.a 
new section 664. The committee opposed and still opposes this proposal on the 
ground that, as a rseult of the removal of the section from subpart E and its 
insertion in subpart D, a person other than the grantor possessing the powers 
referred to would be treated less favorably than would a grantor reserving such 
powers. A grantor under section 677 is taxed only on the income from that part 
of the corpus subject to the power, whereas a person other than the grantor could 
be taxed on an amount equal to the value of the proportion of corpus subject to 
the power under the proposed section. Such a result is anomalous and un- 
warranted. 

The committee also recommended that the section make it clear that a person 
with a limited power to withdraw a portion of the corpus each year would not 
be taxed on any capital gain of the trusts for such year. Any withdrawals would 
be treated as a distribution under section 662. The committee again recom- 
mends this amendment. 

The addendum, while continuing the principle that a person having a power 
to withdraw an amount of corpus must include in his taxable income the income 
attributable to such corpus to the extent of the distributable net income not re- 
quired to be distributed to others, proposes that this principle be subject to two 
new limitations. The first is that the principle would not apply to the extent 
the corpus withdrawable in any year does not exceed $5,000, or 5 percent of the 
value of the corpus during such year, whichever is greater. The second limita- 
tion states that the principle would apply only in the last year in which the 
power is exercisable or in any year in which it is exercised. The committee is 
unable to understand the second limitation and believes that it should be re- 
drafted to clearly state the advisory group’s intention. 


AMENDMENTS OF SECTION 671 


Report, page 42; final report, pages 48-49 

In the revised report the advisory group recommended an amendment to see- 
tion 671 to conform to the regulations under section 1.671—2(c) relating to the 
computation of taxable income where the grantor of a trust is a corporation. 
The committee approved the amendment, but recommended it be effective prospee- 
tively only and not retroactively to the date section 671 originally became 
effective. 

This has not been done, and the committee reiterates its prior position. 


The Carman. That concludes the calendar for today and, with- 
out objection, the committee adjourns until 10 a.m. tomorrow. 
(The following statement was filed with the committee:) 


STATEMENT OF COMMITTEE ON TAXATION, TRUST DIVISION, AMERICAN BANKERS 
ASSOCIATION 


(Submitted to Committee on Ways and Means, House of Representatives, 86th 
Cong., 1st sess., at hearings on “Final Report of Advisory Group on Subchapter 
J of the Internal Revenue Code of 1954”) 


The committee on taxation of the trust division of the American Bankers 
Association has given careful study and consideration to the “Final Report of 
the Advisory Group on Subchapter J of the Internal Revenue Code of 1954” 
made public on December 30, 1958, as well as to earlier preliminary reports of 
the same advisory group. In the preparation of this statement we have assumed 
that the Committee on Ways and Means will want to have before it the con- 
sidered judgment, criticisms, and recommendations of corporate fiduciaries based 
on their day-to-day experience in the practical application of subchapter J to 
the estates and trusts which they are now administering. 

We are most appreciative of the great amount of work and thought that is 
represented by the final report of the Subchapter J Advisory Group. We also 
believe that, for the most part, the enactment into law of the advisory group’s 
recommendations will to a considerable extent lessen or eliminate many of the 
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inequities and hardships in the taxation of estates, trusts, and beneficiaries 
which have become apparent in over 4 years of practical experience with the 
application of subchapter J of the 1954 code. Therefore, we have singled out 
for comment below only those recommendations of the advisory group which 
we believe deserving of prompt enactment by the Congress, together with other 
recommendations of the advisory group as to which changes seem necessary to 
clarify, to eliminate inequities, or to make workable from the standpoint cf 
ease of administration by revenue agents and fiduciaries of estates and trusts. 

1. Section 641(c), multiple trusts’—This proposed addition involves some 
very complicated concepts and will present serious administrative problems in 
its application. Indeed, so far as we have been able to ascertain, there has been 
no widespread use of multiple trusts up to this time. Although the advisory 
group proposal involves only limited retroactive application of the amendment 
and recommend that trusts created on or before December 31, 1956, not be com- 
bined in any way with trusts created after that date in applying section 641(c) 
(“Final Report of Subchapter J Advisory Group,” p. 9), it is not entirely clear 
from the group’s recommendation as embodied in section 2(c) of H.R. 3041 that 
trusts created before December 31, 1956, are to be ignored in determining the num- 
ber of trusts which may be created after that date. In view of the doubts raised 
by the retroactive application of that section and the very limited retroactivity 
proposed, we recommend that the proposed amendment be made applicable only 
to trusts created on or after the date of the enactment of the statute. Under 
those conditions neither grantors nor fiduciaries would incur burdensome and un- 
anticipated administrative work. 

The proposed addition requires that there be an aggregation of “taxable 
income applicable to corpus” in cases where multiple trusts are involved. 
Since the maximum tax which may be imposed upon capital gains is 25 per- 
cent, it appears unlikely that multiple trusts will be utilized to avoid tax on 
capital gains which may arise during the normal administration of the trust. 
On the other hand, it is recognized that there may be possibilities of avoidance 
through the use of multiple trusts in cases where greatly appreciated property 
is about to be sold. It is suggested that the application of the section be limited 
to capital gains realized within 2 years after the transfer of the property to 
the trust. 

2. Section 642(a)(3), dividend erclusion.—The advisory group’s recommen- 
dation relative to the treatment of the $50 dividend exclusion greatly simpli- 
fiies the preparation of returns since it obviates the necessity of apportioning 
the exclusion as required under the present regulations, an operation whose 
cost may far exceed the amount of revenue involved. 

3. Section 642(c), charitable contributions deduction—The proposal that 
amounts paid or permanently set aside for charitable purposes be treated as 
a distribution deduction under sections 651 and 661, rather than as a deduc- 
tion from gross income under the present section 642(c), is highly desirable 
since it will greatly simplify the preparation of returns. This change will alse 
greatly reduce the complexity of the regulations and instructions and will mak¢ 
them far easier for less informed fiduciaries to follow. 

4. Section 643(a)(3)(C), corpus items of deduction.—This proposal is ap- 
proved because it allows an estate or trust which otherwise would be taxable 
as an entity upon income allocated to corpus to claim allowable corpus deduc- 
tions to the extent necessary to offset such income. As under present law, any 
balance of such deductions can then be used to reduce the income taxable to 
the beneficiaries. 

5. Section 661(a) and 662(a), four-tier system for allocation of estate or 
trust income.—The advisory group’s recommendations for amendments to 
these sections propose the establishment of a four-tier order of priority in 
determining which beneficiaries are taxable upon distributions made during 
the taxable year. The necessity of determining the allocation of distributable 
net income as between four classes of beneficiaries who are in receipt of estate 
or trust income would unduly complicate the task of preparing fiduciary returns. 
It is believed that a sufficiently accurate and equitable result may be achieved 
by a two-tier system. The available income would be first allocated to person 
who are entitled to receive income, whether distributed or not, and any balance 
would be allocated to those beneficiaries who may receive income in the discre- 


1In each instance the statutory references are to the statutory recommendations proposed 
by the advisory group in its final report made public on Dee. 30, 1958. 
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tion of the fiduciary. We see no reason why a charity should be treated any 
differently than any other beneficiary. ‘The only reason which has been 
advanced for different treatment is that income may be distributed to an | 
exempt charity and corpus to a taxable beneficiary. It seems sufficient answer 
that the noncharitable beneficiary is receiving corpus on which he should not 
be taxed and that the charity is receiving income. Such a pattern of distribu- 
tion, if carried on for any length of time, inevitably will destroy the trust. 

6. Section 663 (a) (2), Bequests, etc. The advisory group’s proposal in respect ! 
to any amounts paid in full or partial satisfaction of a bequest, share, award, 
or allowance from the corpus of a decedent’s estate during the 3 years following 
the decedent’s death is approved because it removes certain inequities and unin- 
tended hardships in the present law such as attributing income of an estate toa 
person receiving only a corpus distribution. The inequities encountered most 
often since the enactment of the 1954 code have been in treating as income a 
widow’s allowance paid out of corpus, distributions to beneficiaries of personal 
property, and corpus transferred by an executor to a residuary legatee. 

We feel that the rules set forth in proposad section 663(a)(2) are preferable 
to either a “distribution in kind” approach or the taxation of an estate as an 
entity for a period of time. 

7. Section 663(c), Separate Share Rule.—The proposed amendment extending 
the separate-share rule to estates and also extending the carryover provisions of 
section 642(h) to the termination of a single beneficiary’s interest in an estate or I 
trust is highly desirable in the interest of simplifying the administration of if 
estates and trusts. | 

8. Section 664, Power in Person Other Than Grantor To Vest Corpus or Income 
in Himself—The proposed new section 664 is approved as more effectively 


taking care of situations previously covered under section 678 which would be q 

deleted if section 664 is adopted. $ 
9. Section 665, Throwback Rules.—If the multiple-trust rules are enacted and 

the throwback rules are continued, it is recommended that the minimum accu- s 


mulation distribution which will cause the rules to apply be increased from 
$2,000 to at least $5,000, and the application of the rules limited to income accu- 
mulated by a trust in the 2 years preceding the year of distribution. This will 
not result in any great loss of revenue, but will considerably simplify the admin- 
istration of the law. 


Rosert L. Wooprorp, 


Chairman, 

E, FARRIER, A 

MAURICE F REIS, 0 

JAMES C. SHELOR, | 

Myron M. Z1zzaMta, a 

Committee on Taxation, Trust Division, American Bankers Association. tl 

Marcu 6, 1959. 

(Whereupon, at 4:50 p.m., the committee adjourned until 10 a.m, | 

Tuesday, March 3, 1959.) y 
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ADVISORY GROUP RECOMMENDATIONS ON SUBCHAP- 
TERS €, J, AND K OF THE INTERNAL REVENUE CODE 


TUESDAY, MARCH 3, 1959 


Hovse or RepresENTATIVES, 
ComMiTTrEE ON Ways AND MEans, 
Washington, D.C. 

The committee met at 10 a.m., pursuant to recess, in the committee 
room, New House Office Building, Hon. Wilbur D. Mills (chairman) 
presiding. 

The Cuatrman. The committee will please come to order. 

Our first witness this morning is Mr. Joseph M. Jones, represent- 
ing the Association of American Railroads. Come forward, please, 
sir. 


STATEMENT OF JOSEPH M. JONES, ACCOMPANIED BY KENNEDY 
WATKINS AND ROBERT T. MOLLOY, REPRESENTING THE ASSO- 
CIATION OF AMERICAN RAILROADS 


Mr. Jones. Mr. Chairman and gentlemen of the committee, I have 
with me this morning Mr. Kennedy Watkins of the legal staff of the 
Association of American Railroads and Mr. Robert 'T. Molloy, one 
of my partners. Both of these gentlemen participated in the prep- 
aration of this statement and I hope it will be satisfactory to have 
them sit with me. 

The Cuarrman. That will be fine. 

Mr. Jones, you are in the practice of law here in the District, are 
you not? 

Mr. Jones. Yes. I am engaged in the practice of law here in 
Washington and I appear here today as a spokesman for the Associ- 
ation of American Railroads. This is my third appearance before 
this committee or the subcommittee to testify on behalf of the associ- 
ation concerning what we think are certain shortcomings of subchap- 
ter C, and also concerning certain of the proposed revisions insofar as 
the railroad industry is concerned. 

Our industry is deeply concerned with this complex area of the 
Revenue Code. The relevance of these provisions to the railroads 
is demonstrated by the fact that the railroads are being encouraged 
today by responsible Government officials to pursue the benefits to 
be derived from mergers in appropriate situations. 

Senator Smathers, several ICC Commissioners, and other public 
officials have recently cited the need for appropriate mergers in the 
railroad field. Numerous projected mergers of class I rail carriers 
located throughout the Nation are now under active consideration. 
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In consequence, the Association of American Railroads wholeheart- 
edly opposes changes in subchapter C which will create tax obstacles 
that would deter the prompt and orderly consummation of such 
mergers and consolidations. 

At least as to certain areas, implementation of the advisory group’s 
December 1958 report would in our opinion raise just such tax 
obstacles. 

I will call your attention to six specific problems, but first some 
general comments on the complexities to be multiplied if the advisory 
group’s report is enacted into law. 

The advisory group’s revision of subchapter C provides even greater 
complexity in an already overcomplex field. Subchapier C is exceed- 
ingly complex. Two of its most important sections, section 381 and 
section 382, although enacted into the law in August 1954, have not yet 
been implemented by the publication of even proposed Treasury 
regulations. 

As you gentlemen probably know, Internal Revenue Service rulin 
cannot be obtained on the vital tax aspects of corporate business life 
controlled by these sections so long as regulations remain unpublished. 
The advisory group’s proposals, if enacted, would in our opinion, entail 
additional delay in securing tax rulings, often so absolutely necessary 
in acquiring stock and security holder consent to projected voluntary, 
but essential, railroad mergers. 

When applied to the area of closely held or family corporations, 
many of the proposals are sound and proper. However, we question 
the poets of further complicating the tax problems of tie large 
publicity held corporations in the manner indicated, 

Let’s not burn down the house to roast the pig. 

Our first specific objections relates to the amended definition of 
reorganization in section 368. The advisory group in its revised 
report has reluctantly bowed to the storm of protest directed at its 
original proposal to omit entirely from the list of separately enumer- 
ated types of tax qualified reorganizations the A-type statutory merger 
or consolidation. 

The group now proposes io retain this category, but m a new and 
untried form. A rigid continuity of proprietary interest is to be 
written into the statute itself which will be at least twice as restrictive 
as the law has heretofore been. 

Under the advisory group’s approach, a statutory merger or con- 
solidation to be tax qualified must result in the transferor’s stockholders 
receiving at least two-thirds of that total consideration in stock of the 
acquiring corporation or they must own at least 50 percent of such 
acquiring corporation's stock. 

While the courts have required a substantial continuity of interest, 
no such rigid formula has heretofore been applied to the A-type or 
statutory merger or reorganization. Why is it needed now / 

The group does not allege that the present rules applicable to the 
A-type reorganization have resulted in tax abuse. This searching for 
academic symmetry is typical of so much of this group’s recommenda- 
tions which, in our opinion, are simply not geared either to the business 
needs of the corporate world or to the protection of the revenue. 

I will next call your attention to the plight of insolvency reorganized 
rail carriers under section 381, which deals with loss carryovers. 
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One of the very real merits of the 1954 code was its clarification of 
many of the vague rules theretofore prevailing in the field of carryovers 
following tax-free intercorporate exchanges. However, the scope of 
section 381 as first enacted into the 1954 code was limited to liquida- 
tions under section 382 and to reorganize is defined in section 368. 

In my earlier appearances, I strongly urged in detail that section 
381 be expanded to include within its scope the section 374-type rail- 
road receivership and bankruptcy reorganization. Our pleas have 
been ignored. 

In its revised report, the group only adverts to the possible wisdom 
of including section 371, nonrailroad insolvency reorganizations, 
within the beneficial scope of section 381. 

As pointed out in detail in my previous appearances, there is no 
reason why the carryover provisions of section 381 should not apply 
in railroad reorganizations effected through equity receiverships or 
bankruptcy proceedings. The same basis is cama, over and no gain 
or loss is recognized, the basic essentials of the carryover rights. 

The railroads are also concerned with the net operating losses to 
be sacrificed under the proposed amendment of section 382. Under 
section 882 as enacted in 1954, there are two obstacles, but neither is 
serious as compared with the proposed rule. 

Under the present law a taxable acquisition of the stock of a deficit 
carrier may result in a denial of the acquired corporation’s net oper- 
ating loss deductions to the continuing system if the loss corporation 
fails to carry on a trade or business substantially the same as that con- 
ducted before any change in the ownership of its stock occurred. 

No Treasury regulations exist to enlighten us as to the meaning of 
the phrase “substantially the same as.” Since one of the basic pur- 

es of one carrier acquiring the stock of another carrier which is 
osing money would be to effect economies of operation through aban- 
donment of redundant or duplicating facilities and the dropping of 
unremunerative services and operating methods, the hazard posed by 
the present code to taxable acquisitions is a real one for the railroads. 

Realistically viewed, however, most rail carrier mergers and consoli- 
dations will be effected through the medium of tax-free reorganiza- 
tions, whether voluntary or involuntary. 

Section 382(b) of the 1954 code now allows a full carryover of a 
loss carrier’s net operating losses in a tax-free exchange, provided 
the loss corporation’s stockholders in their capacity as such acquired 
20 percent or more in value of the outstanding stock of the acquiring 
corporation. 

hese rules under the present 1954 code, though harsh, can on 
occasion be met. The new rules recommended by the advisory group, 
however, would almost always operate to deny to an acquiring corpora- 
tion a major portion of an acquired loss carrier’s net operating loss 
carryovers. 

The advisory group proposes that in every case where 50 percent 
or more in value of the outstanding stock of a loss corporation has 
changed hands, either in a taxable or tax-free fashion, within the 
prescribed 2-year period, the loss carryovers available to the acquir- 
ing corporation shall automatically be limited to a maximum of 50 
percent of the fair market value of the consideration given by the 
acquiring corporation. 
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Certain practical problems are raised by this new standard. As ! 


you gentlemen know, the stocks of the Nation’s major rail carriers 
are actively dealt with on the — security exchanges of the 
Nation. In addition, the principal registered holders of these shares 
are big brokerage houses which, for purposes of effecting easy trans. 
fer, keep their own and their customers’ shares alike in so-called 
street names. In consequence, it is literally impossible for carrier 
management to prove what changes in ownership of its outstanding 
stock have occurred over any 2-year period since management is never 
able at any given time to determine who in fact are the beneficial 
owners of its shares. 

Here again we see that the real vice in the group’s proposals in 
this area stems from its preoccupation with theoretical loopholes, 
The active needs of a major segment of the business community such 
as the Nation’s rail carriers have been completely ignored by the 
advisory group in formulating their proposals respecting carryovers. 

We protest against being thus forced to fit into a statutory pattern 
designed to forestall the operations of loss peddlers who advertise in 
the Wall Street Journal. Before enacting such technical legislation 
designed to control activities of this sort, we feel it essential that the 
public interest in strengthening the rail carrier system through 
merger and consolidation should not be prejudiced as an incident to 
restricting such activities which have little relevance to publicly held 
corporations. 

I will now revert to the projected nonexclusive definition of debt 
in section 371. 

In my testimony last February, I presented in detail our industry’s 
vigorous opposition to the advisory group’s projected definition of 
“indebtedness” for purposes of the tax law. The group’s latest re- 
port in nowise serves to answer, much less refute, our basic objection 
to any such narrow definition. 

The report does point out that it does affect the status of income 
bonds and it emphasizes that the definition is a nonexclusive one; 
but despite solemn statements to the contrary, such definition will, 
it is firmly believed, be seized upon by revenue agents as establishing 
a rebuttable presumption as to all debt not meeting its strict terms. 

For example, income debentures, widely used throughout the rail- 
road industry and publicly traded in the money markets, are indeed 
debt, but they would fall outside this statutory proposal accom- 
plishment. The only taxpayers aided by the proposed rule in my 
opinion have no problem today. 

I submit that debt possessing all the characteristics called for in 
the proposed statute has no trouble today establishing a tax classifi- 
cation as debt. 

The group report refers to extended litigation in this area, but the 
courts would still be burdened with borderline cases, since the statute 
is specifically made nonexclusive. The alleged certainty thus to be 
added to the tax law is completely illusory. 

The proposal, in our opinion, is ill-advised and should be abandoned. 

Our next protest relates to the proposed taxation of boot in the 
absence of gain in section 356(b) (2). We in the rail carrier industry 
are well acquainted with the difficult tax problems which arise in the 
consummation of insolvency reorganizations. The basic rules as 
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developed by the courts over the last 30 years with regard to the taxa- 
tion of boot have been working quite satisfactorily. They have 
never undertaken to create gross income in the absence of overall 

in on the transaction. . 

The advisory group, however, would overturn this equitable rule 
of long standing and tax an unfortunate participating security holder 
with interest income, even though this over all financial position was 
worsened by receiving in exchange for his old holdings new securi- 
ties and cash of a total value of less than his basis for what he has 
had to give up. Thus a new obstacle would be faced by the corpora- 
tion endeavoring to secure consent of the security holder to the pro- 
jected reorganization. Under the advisory group’s approach, the 
realized loss of such an exchanging security holder would be denied 
recognition although interest, accruing over the years, would be taxed 
tohim in the single year of receipt and in a lump sum. 

The advisory group’s approach is confessedly contrary to present 
law as determined by courts in a long series of cases. See the group’s 
report at page 69. The new rule would be highly unfair and in- 
aguitable in operation. Our industry vigorously protests this 
proposal. 

Finally, the group’s proposed expansion of section 332(c) is good 
as far as it goes, but does not in our opinion go far enough. It 
would protect the parent of a solvent subsidiary but would leave the 
insolvent subsidiary and its parent unprotected. 

Now, the railroad industry is constantly faced with difficult tax 
problems arising out of the liquidation of insolvent subsidiary 
corporations. 

It must be remembered that section 332 of the 1954 Code, as well as 
its predecessor, section 112(b) (6) of the 1939 Code, has no applica- 
tion to insolvent subsidiaries. 

In both of my earlier appearances, I strongly urged that these 
problems be provided for. 

Section 332(c) of the 1954 Code insulated for the first time the 
solvent subsidiary from taxable gain as a result of the transfer of 
property in satisfaction of indebtedness owing to the parent corpora- 
tion. Under the court decisions, such gain arose in situations where 
a property had a higher value than the tax base in the hands of a 
subsidiary. 

The at group proposed to extend such insulation to the 
parent-creditor. Bear in mind that under the court decisions the 
gain to the parent in such situations would arise where the debt was 
held by the parent at a discount. 

At the previous hearing we urged that the insolvent subsidiary and 
its parent be similarly protected, and we outlined in detail how this 
could be accomplished. 

The advisory group simply repeats in its revised report that: 

Little objection appears to have been raised to the present inapplicability of 
the section 332 to the liquidation of an insolvent subsidiary. 

The insolvent subsidiary and the awkward tax problems attendant 
upon its liquidation are very real to us in the railroad industry. 
With mergers in the offing, this is no hypothetical matter. 
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_ Unfortunately, many railroad subsidiaries are insolvent. There is, 
in our opinion, no justification for granting tax relief to a solvent 
subsidiary while denying similar relief to an insolvent subsidiary. 

In conclusion, I would like to emphasize that our industry is op- 
posed to the advisory group’s basic approach, that of an ever-increas- 
ing proliferation of the statute, the importing of further uncertainty 
in this vital field of law, and the effecting of statutory changes which, 
while unproductive of additional revenue, will render the securing of 
tax rulings unavailable for a term of not less than 18 months. 

If our industry is to survive under private ownership, appropriate 
mergers and consolidations within it must be encouraged. Why 
force our publicly held, highly regulated industry into the same nar- 
row statutory pattern which perhaps may be appropriate for closely 
held family business. 

Before enacting rules of such moment to us, we ask that you or 
some ranking member of your well-qualified staff really focus on our 
problems and how the advisory group’s proposals would affect us. 

(Prepared statement of Mr. Jones follows :) 


ANALYSIS OF PROPOSED TECHNICAL AMENDMENTS TO SUBCHAPTER C AS REVISED 
BY ADVISORY GRoUP, DATED DECEMBER 11, 1958 


Presented on behalf of the Association of American Railroads by Joseph M. 
Jones, Washington, D.C. 


1, INTRODUCTION 


My name is Joseph M. Jones, an attorney engaged in the practice of law here 
in Washington, D.C., and a member of the firm of Dudley, Jones, Moroney & 
Ostmann. I appear here today as a spokesman for the Association of American 
Railroads to present the industry’s views on the December 11, 1958, report and 
draft of proposed legislation submitted by the special Subchapter C Advisory 
Group to this committee’s Subcommittee on Internal Revenue Taxation. 

This is my third appearance before this committee or its Subcominittee on 
Internal Revenue Taxation to testify on behalf of the Association of American 
Railroads as to the shortcomings of subchapter C insofar as the railroad in- 
dustry is concerned. My earlier appearances, on the industry’s behalf, first on 
November 19, 1956, second on February 5, 1958, have unfortunately been pro- 
ductive of but little recognition on the part of the advisory group as reflected 
in its initial report of December 24, 1957, or in its revised report of December 
11, 1958. 

Gentlemen, the provisions of subchapter C strike at the heart of the railroad 
industry. Our industry, therefore, is deeply concerned with any proposed 
revision of these provisions. The relevance of these provisions to the railroads 
is demonstrated by the fact that the railroads are being encouraged today by 
responsible Government officials to pursue the benefits to be derived from 
mergers in appropriate situations. As observed by that acute student of our 
industry’s problems, Senator George A. Smathers, in his January 14, 1959, 
address before the National Transportation Institute in Chicago: 

“Another problem that must be faced is the question of railroad mergers and 
consolidations. My belief is that we must encourage them. 634 separate 
competing railroads—using outmoded practices and pointless duplications can 
no longer meet the challenge of the times. 


* * * * * * * 


“The suicidal duplication of rails, terminals and service, with already too 
little traffic, cannot much longer be afforded by the transportation system, or 
the railroads themselves.” 

Similar warnings and admonitions have been forthcoming from leading 
spokesmen of the Interstate Commerce Commission. Full half a score of 
projected mergers of class I line-haul rail carriers, located througout the 
Nation, are now under active consideration. In consequence, the Association of 
American Railroads wholeheartedly opposes changes in subchapter C which 
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ereate tax obstacles that would deter the prompt and orderly consummation of 
the merger of carriers by rail which are necessary and desirable in the public 
jnterest. Unfortunately, implementation of the Advisory Group’s December 
11, 1958, report would, in our opinion, raise just such tax obstacles. Our in- 
dustry therefore desires to bring to your attention the nature of these obstacles 
and, further, to ask this committee not to worsen the serious tax problems 
already facing our industry. 


2. COMPLEXITIES TO BE MULTIPLIED 


The Advisory Group’s revision of subchapter C provides even greater com- 
plexity in an already overcomplex field. This is not tax simplification but tax 
complication, regardless of the object of the Advisory Group. Subchapter C is 
already complex; two of its most important sections, sections 381 and 382, 
although enacted into law August 17, 1954, have not yet been implemented by 
the publication of even proposed Treasury regulations although it is now 
February 1959. As you gentlemen know, Internal Revenue Service rulings 
cannot be obtained on the vital tax aspects of corporate business life controlled 
by sections 381 and 382 while regulations remain unpublished. 

The Advisory Group’s proposals, if enacted, would, in our opinion, entail 
excessive delay in securing tax rulings, often absolutely necessary in acquiring 
stock and security holder consent to the projected voluntary but essential 
railroad merger and consolidation program. The Service would not issue rul- 
ings until the new statute had been interpreted by final Treasury regulations, 
and such regulations would doubtless take years to finalize. 

In addition to overcomplicating an already complex area, it must be noted 
that the violent disruption of corporate business life, which adoption of the 
Advisory Group’s proposals would entail, is not even essential in the interest 
of protecting the revenue. Indeed, the Advisory Group does not claim that 
additional revenue would result from its approach. Thus, for no additional 
tax revenue and no direct benefit to business or the economy, voluntary cor- 
porate mergers and consolidations will be brought to a virtual standstill, by 
reason of the heavy handicap of potential tax liabilities, until new regulations 
can be finally promulgated. Frankly, this would be a heavy blow to the rail- 
read industry in its efforts to effect operating savings through strategic mergers 
and consolidations. 


8. AMENDED DEFINITION OF “REORGANIZATION”—SECTION 368 


The Advisory Group in its revised report and draft of proposed legislation has 
reluctantly bowed to the storm of protest directed at its original proposal to 
omit entirely from the list of separately enumerated types of tax qualified 
“reorganizations” the A-type “statutory merger or consolidation.” The group 
how proposes to retain this category but in a new and untried form. That is, 
a rigid continuity of proprietary interest rule is to be written into the statute 
itself which will be at least twice as restrictive as the law has heretofore been. 

In the future, under the Advisory Group’s approach, a statutory merger or 
consolidation to be tax qualified must result in the transferor’s stockholders 
receiving at least 6624 percent of their total consideration, measured by fair 
market value, in stock of the acquiring corporation or at least 50 percent of such 
acquiring corporation’s stock. No such rigid formula has heretofore been 
applied to A-type reorganizations. Why is it needed now? The group does 
not allege that the present rules applicable to A-type reorganization have re- 
sulted in tax abuse. Nor is it alleged that more revenue will result from the 
projected change, This searching for academic symmetry is typical of so much 
of this group’s recommendations which are simply not geared either to the 
business needs of the corporate world or to the protection of the revenue, 


4. PLIGHT OF INSOLVENCY REORGANIZED RAIL CARRIERS—-SECTION 381 


One of the very real merits of the 1954 code was its clarification of many of 
the vague rules theretofore prevailing in the field of carryovers following tax- 
free intercorporate exchanges. In my earlier appearance before this commit- 
tee on February 5, 1958, also before the Subcommittee on Internal Revenue Tax- 
ation on November 19, 1956, on behalf of the Association of American Railroads, 
I strongly urged in detail that section 381(a) be expanded to include within 
its scope section 374-type railroad receivership and bankruptcy reorganizations. 
The justice of the move was expounded at length, both orally and in writing. 
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Our pleas have been ignored completely by the Advisory Group both in its 
report of December 24, 1957, and its revised report of December 11, 1958, In- 
deed, the group only adverts (at p. 87 of its December 11, 1958, report) to the 
possible wisdom of including section 371 non-railroad-insolvency reorganizations 
within the beneficial scope of section 381(a). No mention is made of section 
374type reorganizations; no recommendation is made with respect to them: 
indeed, even study of the wisdom of our proposal is not mentioned. : 

Gentlemen, the revision of subchapter C is a matter of the keenest concern 
to our entire industry. We have been prompt and assiduous in our appearances 
before this committee and in our analyses of our needs and the various pro- 
posals advanced. As previously pointed out, there is no reason why the carry- 
over provisions of section 381 should not apply in railroad reorganizations 
effected through equity receivership or bankruptcy proceedings. 


5. NET OPERATING LOSSES TO BE SACRIFICED—SECTION 382 


Under the 1954 code, a taxable acquisition of the stock of a deficit carrier 
may result in a denial of the acquired corporation's net operating loss deduc- 
tions to the continuing system. This follows from the fact that section 382(a) 
renders the loss carryover available only if the loss corporation continues “to 
carry on a trade or business substantially the same as that conducted before any 
change in the ownership of its stock occurred.” No Treasury Regulations exist 
to enlighten us as to the meaning of “substantially the same as.’”’ The Senate 
Finance Committee report, however, does offer enlightenment of a sort to the 
effect that “if, as a result of such an increase, the corporation shifts from one 
type of business to another, discontinues any except a minor portion of its 
business, changes its location, or otherwise fails to carry on substantially the 
same trade or business as was conducted before such an increase, then the 
condition in subparagraph (C) is met” (S. Rept. No. 1622, 88d Cong., 2d sess., 
p. 285). 

As one of the basic purposes of one carrier acquiring the stock of another 
earrier which is losing money would be to effect economies of operation through 
abandonment of redundant or duplicating facilities and the dropping of unre- 
munerative services and operating methods, the hazard posed by the present 
code to taxable acquisitions is severe. 

Realistically viewed, however, most rail carrier mergers and consolidations 
will be effected through the medium of tax-free reorganizations, whether volun- 
tary or involuntary. Section 382(b) of the 1954 code now allows a full carry- 
over of a loss carrier’s net operating losses in a tax-free exchange provided the 
loss corporation’s stockholders in their capacity as such acquired 20 percent 
or more in value of the outstanding stock of the acquiring corporation. 

Neither of the foregoing rules, which restrict the carryover of net operating 
losses in taxable or tax-free acquisitions, is calculated to serve the cause of rail 
earrier amalgamations. But these rules, though harsh, can, on occasion, be met. 
The new rules recommended by the Advisory Group, however, would almost 
always operate to deny to an acquiring carrier a major portion of an acquired 
loss carrier’s net operating loss carryovers. The Advisory Group proposes that 
in every case where 50 percent or more in value of the outstanding stock of a 
loss corporation has changed hands either in a taxable or tax-free fashion, 
within the 2-year period ending with the date of the reorganization, the loss 
carryovers available to the acquiring corporation shall automatically be limited 
to a maximum of 50 percent of the fair market value of the consideration given 
by the acquiring corporation. 

The stocks of the Nation’s major rail carriers are actively dealt with on the 
organized security exchanges of the Nation. In addition, the principal regis- 
tered holders of these shares are big brokerage houses which, for purposes of 
effecting easy transfer, keep their own and their customers’ shares alike in 
so-called street names. In consequence, it is literally impossible for carrier 
management to prove what changes in ownership of its outstanding stock have 
occurred over any 2-year period since management is never able at any given 
time to determine who in fact are the beneficial owners of its shares. Although 
150,000 shares of a carrier’s stock may remain over the years registered on its 
transfer books as owned by Smith, Barney, Merrill, Lynch, or Kuhn, Loeb, the 
underlying beneficial ownership of those shares may have changed a dozen times. 
Only the confidential records of the affected brokerage houses would contain 
these data, and such information would not, as a matter of policy, be supplied 
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py the brokerage houses to the carrier management even if the financial cost of 
checking the records were not prohibitive. Thus, the issue of the availability of 
the full loss carryovers involved would be automatically decided against merging 
or consolidating rail carriers under the Advisory Group’s proposals. 

The real vice in the group’s proposals in this area stems, we feel, from its pre- 
occupation with theoretical loopholes having no demonstrable effect upon the 
revenues. The active needs of a major segment of the business community such 
as the Nation’s rail carriers have been completely ignored by the Advisory Group 
in formulating their proposals respecting carryovers. We protest against being 
thus forced to fit into a statutory pattern designed to forestall the operations of 
loss peddlers who advertise in the Wall Street Journal. Before enacting such 
technical legislation designed to control activities of this sort, we feel it essen- 
tial that the public interest in strengthening the rail carrier system through 
merger and consolidation should not be prejudiced as an incident to restricting 
such activities which have little relevance to publicly held corporations. 


6. PROJECTED “NONEXCLUSIVE” DEFINITION OF “DEBT”—SECTION 317 


In my testimony of February 5, 1958, I presented in detail our industry’s vigor- 
ous opposition to the Advisory Group’s projected definition of “indebtedness” for 
purposes of the tax law. The group’s latest report in no wise serves to answer, 
much less refute, our basic objection to any such narrow definition. Despite 
solemn statements to the contrary, such definition will, it is firmly believed, be 
seized upon by revenue agents as establishing a rebuttable presumption as to all 
debt not meeting its strict terms. Thus, there will inevitably be placed a time- 
consuming burden of proof on rail carrier taxpayers to demonstrate that income 
debentures, widely used throughout the industry and publicly traded in the 
money markets, are indeed debt. 

The only taxpayers aided by the proposed rule have no problem today. That 
is, debt possessing all the characteristics called for in the Advisory Group’s re- 
port and proposed statute has no trouble today establishing a tax classification as 
debt. Thus, the sole effect of adoption of the group’s recommendation on this 
point would be to increase taxpayers’ factual burdens. The alleged certainty 
thus to be added to the tax law is completely illusory. The proposal is ill ad- 
vised and should be abandoned. 


7. TAXATION OF BOOT IN THE ABSENCE OF GAIN—-SECTION 356(B) (2) 


We in the rail carrier industry are unhappily only too well acquainted with the 
humerous difficult tax problems which arise on the consummation of insolvency 
reorganizations. The basic rules as to the taxation of “boot” have been working 
quite satisfactorily for over 30 years and have never undertaken to create gross 
income in the absence of an overall gain on the transaction. The advisory 
group, however, would overturn this equitable rule of long standing and tax an 
unfortunate participating securityholder with interest income, even though his 
overall financial position was worsened by receiving in exchange for his old 
holdings new securities and cash of a total value of less than his basis for 
what he has had to give up. Thus, a new obstacle would be faced by the corpo- 
ration endeavoring to secure consent of the securityholder to the projected 
reorganization. Under the advisory group’s approach, the realized loss of such 
an exchanging securityholder would be denied recognition although interest, 
accruing over the years, would be taxed to him in the single year of receipt and 
in a lump sum. 

The advisory group’s approach is confessedly contrary to present law as deter- 
mined by courts in a long series of cases (see the group’s report at p. 69). The 
new rule would be highly unfair and inequitable in operation. Our industry 
vigorously protests this proposal. 


8. EXPANSION OF SECTION 332(C) 


The railroad industry is constantly faced with difficult tax problems arising 
out of the liquidation of insolvent subsidiary corporations. Section 332 of the 
1954 code, as well as its predecessor, section 112(b) (6) of the 1939 code and 
earlier revenue acts, has no application to insolvent subsidiaries. In both of 
my earlier appearances before this committee and its Subcommittee on Internat 
Revenue Taxation, I, on behalf of the railroad industry, strongly urged that 
these problems be provided for. Indeed, we advanced carefully thought out 
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legislation which we then believed and now believe represents a solution of this 
problem which is both fair and equitable, to the taxpayer and Treasury alike, 

Section 332(c) of the 1954 code insulated the solvent subsidiary from taxable 
gain as a result of the transfer of property in satisfaction of indebtedness owing 
to the parent corporation. The advisory group proposed to extend such insula- 
tion to the parent-creditor. At the previous hearing, we urged that the insolvent 
subsidiary and its parent be similarly protected, and we outlined in detail how 
this could be accomplished. 

Our strongly advanced arguments have been disregarded by the advisory 
group, which simply records in its latest report (p. 50) that “Little objection 
appears to have been raised to the present inapplicability of section 332 to the 
liquidation of an insolvent subsidiary and any attempt to cover insolvency situa- 
tions would involve a number of troublesome problems including whether or 
not the coverage should be elective.” 

The insolvent subsidiary and the awkward tax problems attendant upon its 
liquidation are very real to us in the railroad industry. With mergers in the 
offing, this is no hypothetical matter. Unfortunately, many railroad subsidiaries 
are insolvent. There is no justification for granting tax relief to a solvent sub- 
sidiary while denying it to an insolvent subsidiary which obviously needs the 
relief. We have said before, and say it again today, that there is very real and 
decided taxpayer objection to the present inapplicability of section 332 to the 
liquidation of an insolvent subsidiary, your advisory group to the contrary 
notwithstanding. 

9. CONCLUSION 


Our industry is strongly opposed to the advisory group's basic approach, that 
of an ever increasing proliferation of the statute, the importing of further un- 
certainty in this vital field of law, and the effecting of statutory changes which, 
while unproductive of additional revenue, will render the securing of tax rulings 
unavailable for a term of not less than 18 months. The particular problems 
besetting our industry have been ignored throughout, our claims for considera- 
tion casually brushed aside. 

Gentlemen, our approach is not simply a negative one. We have twice before 
presented our case to you—a case we feel is well reasoned and free from over- 
reaching. If our industry is to survive under private ownership, appropriate 
mergers and consolidations within it must be encouraged. Why enact tax rules 
which make our task much greater when those new rules do not even enhance 
the revenue? Why force our publicly held, highly regulated industry into the 
same narrow statutory pattern which perhaps may be appropriate for closely 
held family business? Before enacting rules of such moment to us, we ask that 
you, or some ranking member of your well-qualified staff, really focus on our 
problems and how the advisory group’s proposals would affect us. 

The CHarrman. Mr. Jones, we your discussion of the 
effect of the Subchapter C Advisory Group proposals on your indus- 
try. We are not unmindful of the problems that do exist in your 
industry at the moment and certainly no one that I know has an 
desire to add further to the difficult situation that is presently fi 
by the railroad industry. ie. 

However, I think we must admit that because these situations in- 
volving mergers, consolidations, loss carryovers, and so on, arise In 
the case of other corporations as well as regulated corporations, we 
are presented with problems of great public concern. 

In 1954 we endeavored to provide by legislation some limitations 
with respect to what was considered a growing problem of absorption 
by larger businesses of smaller businesses. We thought this was con- 
trary to the public interest. 

I believe that the advisory group recommendations, to the extent 
that they further tighten the provisions of existing law, must take 
cognizance of that. public interest. : 

You are not saying, as I understand from your statement, that it 
may not be necessary to serve the public interest by some further 
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amendments in the field of reorganizations and loss carryovers. You 
are suggesting to us, as I understand, that if it is deemed advisable to 
enact additional legislation in this field, we should not lose track of 
the fact that there 1s a distinct difference in the approach to be served, 
from the viewpoint of the public interest, with respect to these regu- 
lated utilities. Is that the substance of what you are saying ? 

Mr. Jones. I think that is a very good statement, Mr. Chairman. 

We agree with the general goal of this proposal and to a number of 
the provisions. We just ask you to give special consideration to cer- 
tain of these complex areas and to the manner in which the railroad 
industry might be adversely affected, particularly in the light of the 
mergers and reorganizations that have been projected. 

The Cuarrman. You will remember that in the House version of 
H.R. 8300 in 1954, we did adopt the approach of a different set of 
rules for these regulated utilities and * site corporations, or rather, 
it is more accurate to say that we made a distinction between closely 
held corporations and publicly held corporations, which conform to 
the purpose that you have in mind. 

Mr. Jones. Yes. 

The Crairman. Are you suggesting, therefore, that we might find 
a solution of your problem and the problem that we see existing with 
respect to other corporations if we should revert to some such ap- 
proach as we had in H.R. 8300 as it passed the House ¢ 

Mr. Jones. I can think of a number of areas, without being in the 
nature of class legislation, an exception or special treatment could be 

iven to such as our industry as distinguished from the treatment to 

given in the loss carryover field; for example, to the family held 
or closely held corporation. 

Our section 332 proposal relating to the insolvent subsidiary did 
just what you just suggested. 

It went back in a sense to the theory of the original H.R. 8300 in 
which we seek to apply the so-called package treatment in giving tax 
significance to the liquidation of an insolvent subsidiary. 

The Cuatrman. Mr. Jones, just for my information, because I have 
had a little difficulty in understanding the philosophy heretofore, let 
me get your view with regard to this situation. 

In an insolvency reorganization is it not true that generally the 
creditors of the insolvent corporation become the principal stock- 
holders of the reorganized corporation? That is, is there not a very 
substantial change in stock ownership in such a case? Do you believe 
that these creditors—who have now become stockholders—should be 
entitled to the net operating losses of the old corporation owned by 
different persons? 

Moreover, should a reorganized corporation which has received 
a discharge in Dig 5 EIR that it is not required to pay the debts 
previously incurred—be entitled to net operating loss carryovers for 


amounts which it is not required to pay ? 

Mr. Jones. I would say that is a rather loaded question, Mr. 
Chairman. 

The Cuatrman. I did not intend it to be. It is just that I have 
had some difficulty in understanding the philosophy behind an ap- 
proach that would permit carryovers in such cases. 
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Mr. Jonrs. I would like to give that consideration and give you a 
written answer. This section 382 is the most complicated piece of 
legislation that I have ever tried to study, I think, and the committee 
members who have tried to follow it through line by line, I think, will 
agree with me. 

The Cuatrman. I wish you would do that. We have taken the 
philosophy heretofore that we should treat such transactions as a 
tax-free reorganization. However, as I said, I have had a little diffi- 
culty in understanding the basic philosophy with respect to net operat- 
ing loss carryovers in the case of insolvency reorganizations, I 
thought maybe you could help me in that respect. If you would get 
for us in the next week a statement that would clarify this point, 
without objection it will be included in the record. 

Mr. Jonegs. We will be glad to give it full and early consideration. 

(The data to be supplied follows :) 


DupLey, Jones, Moronry & OSTMANN, 
ATTORNEYS AND COUNSELLORS AT LAW, 
Washington, D.C., March 6, 1959. 
Hon. Wivsur D. MILLs, 
Chairman, Ways and Means Committee, 
House Office Building, Washington, D.C. 


Dear Mr. Mitts: At the hearing on March 8 you raised certain questions con- 
cerning the philosophy of the proposed allowance of loss carryovers in insolvency 
railroad reorganizations. It is true that, under pertinent Supreme Court deci- 
sions, the creditors of a truly insolvent or bankrupt corporation step into the 
shoes of the old stockholders, but that change theoretically occurs as of the 
moment of the bankruptcy. See Helvering v. Alabama Asphaltic Co. (315 U.S. 
179, at p. 184). In most instances, railroad reorganization proceedings run for 
a period of years before a plan is consummated. During the period of operation 
by the trustee, in which it is assumed that net operating losses are incurred, the 
creditors as substituted stockholders are the real parties at interest and when on 
consummation the stock and securities of the reorganized company are distributed 
to them there is then no real change in the beneficial ownership. They assumed 
the risk of continued operations throughout the period of bankruptcy and should 
be allowed the tax benefit of loss carryovers following the reorganization. In 
other words, they became the new owners at the outset of the bankruptcy pro- 
ceeding and not at the final moment of consummation. It should be remembered 
that section 381 embraces numerous carryovers, other than operating losses, which 
should be made available to the corporate entity created or made use of to carry 
on the business. In such situations, emphasis should be placed on the rights of 
the corporate entity rather than on the nominal change in its stockholders. 

Finally, you raised the question whether a reorganized corporation, which has 
had its old debts discharged in bankruptcy, should be entitled to loss carryovers 
predicated upon amounts which it is not required to pay. It should be remem- 
bered that bankruptcy proceedings as applied to railroads are geared to rehabili- 
tation of the carrier rather than its liquidation and discharge of indebtedness 
in the usual bankruptcy sense. Generally, in railroad reorganizations at least, 
the old debts are refinanced rather than discharged. While the back interest 
on the old bonds, which conceivably would form a part of the loss carryover, may 
be discharged in a technical sense, there is actually a mere substitution of liabili- 
ties since in most instances the liability for such accumulated interest is reflected 
by new securities to the extent that cash is not available for payment. 

Very sincerely yours, 
Josern M. JONES. 


The Cuarrman. Are there any further questions 4 

Mr. Mason. 

Mr. Mason. Mr. Jones, you used a peculiar phrase in your testi- 
mony, academic symmetry. Were you referring to the rearrange- 
ment of the code to simplify and clarify when you used academic 
symmetry? You kind of poked fun at academic symmetry. At least, 
that is the idea that I got. 
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The Cuairman. If you did, Mr. Jones, you made a serious mistake. 
I will say that Mr. Mason is certainly qualified in that field. 

Mr. Jones. We just merely intend to suggest that in railroad in- 
dustry areas we do not think that every treatment must be exactly alike, 
that there must be academic symmetry to make a sound tax law. You 
have varying situations, very drastically varying between our rail- 
road industry and the small, closely held corporations. 

Mr. Mason. As I got the general tenor of your testimony, you said 
“Now, what the Advisory Committees have recommended that be all 
right for closely held corporations, but you better be careful about 
applying it to the railroads because they are a different type of animal 
ad cannot. be cured of their troubles by the same application of the 
medicine to others.” 

Mr. Jones. I think Congress has recognized in many instances in 
the past that the railroad industry is a different type of tax animal in 
certain respects. 

Mr. Mason. I recognize that and I think you have a point there. 
That is all, Mr. Chairman. 

The Cuatrman. Are there any further questions of Mr. Jones? 

Mr. Jones, we appreciate so much you and those accompanying you 
appearing before the committee this morning to give us this dis- 
cussion. 

Mr. Jones. Thank you for the opportunity, Mr. Chairman. 

The Cuarrman. Thank you. 

Our next witness is Mr. Richard L. Rosenthal. 

Mr. Rosenthal, you are president of the Citizens Utilities Co., of 
Stamford, Conn., are you not ? 


STATEMENT OF RICHARD L. ROSENTHAL, PRESIDENT, CITIZENS 
UTILITIES CO., STAMFORD, CONN.; ACCOMPANIED BY HARRY 
JANIN, COUNSEL 


Mr. Rosenruar. I am, sir. This is Mr. Harry Janin, counsel, who 
represented Citizens in obtaining the Treasury ruling which perhaps 
started this furor. 

The Cuatrman. Mr. Rosenthal, you are recognized, sir. 

Mr. Rosenruar. I would ask first, Chairman Mills, that my formal 
statement be incorporated in the record and that there also be in- 
corporated in the record my statement and data of last year, all of 
og I believe is still pertinent and germane with respect to section 
505. 

(Mr. Rosenthal’s prepared statement follows :) 


STATEMENT OF RICHARD L. ROSENTHAL, PRESIDENT OF CITIZENS’ Utinities Co., 
STAMFORD, CONN., IN RESPECT OF SECTION 6 OF THE REVISED REPORT OF THE SUR- 
CHAPTER C ADVISORY GROUP AND THE RELATED PROPOSED AMENDMENT, AS RE- 
VISED, OF THE Group AS SEcTION 305(b) (3) OF THE INTERNAL REVENUE CODE 


Mr. Chairman and gentlemen, as some of you may remember from my appear- 
ance before you last year, our company owns and operates electric, gas, water, 
and telephone properties serving more than 72,000 consumers in well over 250 
grassroots communities with a population approximating 300,000 in the States 
of Arizona, California, Colorado, Idaho, Illinois, Maine, Pennsylvania, and 
Vermont. 

To begin with, I would ask this committee to incorporate in this current record 
my entire statement in my appearance before you in the 2d session of the 85th 
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Congress. That statement and my oral testimony appear at pages 3131 through 
3166 of part 3 of the printed record of the hearings of January 31-February 7, 
1958, inclusive, entitled “General Revenue Revision.” I make this request in 
order that I may avoid burdening your committee and my testimony today with 
a reiteration of material which is already in printed form. However, all) of 
the material incorporated in such pages 3131-8166 of last year’s record is perti- 
nent and germane to your consideration of the recommendations contained in 
the Subchapter C Advisory Group Revised Report, dated December 11, 1958, 
in printed form. I earnestly commend to this committee the study of the data 
contained in my statement at these pages last year. That statement and 
testimony a year ago deal with the reasons why—in terms of public policy and 
economic considerations—we believe that enactment of the proposed amendment 
of section 305 of the code, recommended in section 6 of the report of the Sub- 
chapter C Advisory Group and proposed as a new section 305(b) (3), would be 
an extreme disservice to the economic fabric of our society and should not, 
therefore, be enacted. 

The data, reasoning, and conclusion in my statement and testimony last year 
are all still cogent and applicable today. Moreover, the events then prophesied— 
continued difficulty in, and higher cost of, debt financing; and the necessity 
to induce a higher level of savings and reinvestment by the investors who pro- 
vide equity capital to utility corporations (among other) : Their common share- 
holders—have continued to materialize and are even more pertinent today. For 
example, in his appearance before the Joint Economic Committee of the Con- 
gress, on February 5, 1958, Secretary of the Treasury Anderson well stated the 
problem when he said: 

“Growth requires capital formation, through saving and investment. * * * 
Our habits of saving, our financial institutions, our monetary system, must not 
be jeopardized. 

“Our needs for capital will increase as our labor force begins to expand more 
rapidly in the early sixties. This expanding labor force, the result of the high 
birth rate of the forties, will give a powerful impetus to the economy. But if 
job opportunities are to be found, with a rising degree of productivity, invest- 
ment in plant and equipment will have to advance correspondingly.” 

If there ever was a time when national policy dictates encouragement of 
private capital formation and provision of increasing amounts of equity capital, 
it is now—the eve of the sixties, when our very rapidly expanding population will 
explosively impose galvanic increases in demands for goods and services on our 
Nation’s productive apparatus. Primary to this apparatus are adequate utility 
services. Without sufficient and reliable electric, gas, telephone, and water 
service, the means to produce the other goods and services could not and would 
not become efficiently operative. 

It must also be recalled that a primary approach to the problem of inflation is 
to produce larger quantities of goods and services at the lowest possible cost. 
In turn, this requires new plant of tremendous investment magnitude, if the 
technical potential of increased productivity is adequately to be available in 
what could be one of the most effective methods of arresting price increases. 
Obviously, the required investment in plant and equipment can only be forth- 
coming if investors provide the necessary savings. Inasmuch as cost of capital— 
the “hire” basis on which investors are agreeable to providing their savings— 
is a fundamental and permanent element of the total cost of production. Thus, 
the desired goal of lower rather than higher prices can only be confounded by 
increasing the cost of capital. 

I shall not here add further to the economic and public policy considerations. 
As I say, we attempted to spell these out completely last year. The factors are 
just as relevant and applicable today. 

I turn now to the specific comment of the Subchapter C Advisory Group in its 
revised report with respect to section 6. In its current edition, the advisory 
group takes cognizance of the fact that two-series capitalizations do not constitute 
or represent an election, under the code. This in intself is progress. But the 
advisory group continues to contend that, “irrespective of any question of 
election,” there be excluded from nontaxable treatment, under section 305(a), 
of the receipt of stock dividends on one series or class of common stock if, in the 
same year—not even at the same time—cash or property distributions are made 
on another series or class. In effect, the revised recommendations of the advisory 
group continue to rest on the position it took last year, in its previous report. 
What this group then said—and what it now still says, with respect to two-series 
common stock capitalizations—is a stock dividend for taxation purposes shall be 
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a cash dividend—just because we say so. The advisory group admits that there 
is no choice, no election, and no basis under law to warrant such taxability. 
But, it says, let’s then change the law to make a stock dividend taxable as a cash 
dividend, even though there is no choice and no election and even though, in 
fact, it is a stock dividend. But let’s do this only with respect to the stock divi- 
dends in a two-series common stock capitalization. 

Again we are constrained to emphasize that there is no logic to the advisory 
group's position. There is no reality to it. Rather, it is in complete contradic- 
tion of the consistent policy followed by your committee and the consistent policy 
followed by the Congress with respect to the broadest nontaxability of stock 

vidends. 
= essence of the advisory group’s position is to be found in two statements. 

e first is: 
hes advisory group recognizes that there are arguments against adoption of 
its proposal and that the proposal should not be adopted if it is desired as a 
matter of congressional policy to facilitate corporation financing by making it 
possible for taxpayers desiring to escape the burden of the high-tax brackets to 
hold common stock paying regular nontaxable stock dividends and those de 
siring money dividends to hold a common stock paying regular dividends in 
money. * * *” 

‘he advisory group is quite correct that there are arguments against adoption 
of its proposal—and not for the reasons in the preceding extract from its report. 
The American Bar Association has formally taken a position in opposition to the 
proposal; the American Institute of Certified Public Accountants has taken a 
formal position in opposition; and, as you gentlemen know, there are a number 
of other groups which have. I believe I am warranted in saying that all of these 
professional groups have opposed the change in the code recommended by the 
advisory group because they believe that it is not in accord with realities; that 
itis not good logic ; and, therefore, that it is not good law. 

On this subject, the advisory group seems to have a blind spot. We all do, on 
something or other; and this is the advisory group's. The advisory group sees 
the two-series common stock capitalization as an escape for high tax bracket 
investors. We know that this was not the motivation for its development— 
because we originated it. It came into being as a capitalization medium by 
which a rapidly expanding company, with large equity capital requirements, 
could obtain that equity capital at the lowest possible cost, with minimum dilu- 
tion of the equity of its present common shareholders, and with maximum 
possible attractions to all types of investors. All of you gentlemen are experi- 
enced with the fact that it is just as necessary to fashion investment forms to 
the desires, tastes, and needs of consumers—consumers who, in this instance, act 
in the role of investors—as it is to fashion automobiles, washing machines, refrig- 
erators, and every other article of commerce to the dictates of the market place. 
Again, I shall not repeat here the full factual demonstration on this score pro- 
vided in my testimony last year. I merely urge you to read it—because your 
reading alone will evidence that the above quoted contention of the advisory 
group is indeed a blind spot. 

Moreover, this very “escape” to which the advisory group makes reference 
is available to investors throughout the width and breadth of the multiple choice 
which our broad investment markets provide. Standard & Poor’s Corp. in The 
Outlook of January 5, 1959, lists 359 large companies which paid stock dividends 
in 1958 and 432 which paid stock dividends in 1957. This issue also lists more 
than 50 large companies which have paid stock dividends with regularity over 
a number of years. But there are many thousands of companies whose common 
shares are available to investors. Thus, there are 400 or more situations— 
entirely apart from only two with two-series common stock capitalizations put 
into effect pursuant to favorable Treasury rulings—in which, to use the advisory 
group’s characterization, “taxpayers desiring to escape the burden of the high 
tax brackets” may “hold common stocks paying regular nontaxable stock divi- 
dends.” This is in contrast to the many thousands of other common stock issues 
in which “those desiring money dividends [may] hold a common stock paying 
dividends in money.” This is why I have said that section 6 seems to be a blind 
spot on the part of the advisory group. The very situation which the advisory 
group seeks to indict in section 6 of this report—I believe totally without cause, 
and directly in opposition to the real needs of our economic society—exists in 
very considerable depth throughout the common stock issues of the entire gamut 
of American corporations. There are ample opportunities for investors so de- 
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siring to hold common stock paying regular nontaxable stock dividends; anq 
more opportunities for those desiring money dividends to hold still other common 
stocks. There is no logic or reality in saying, if both of these investor objectives, 
desires or needs may be satisfied in the capitalization of one company, that’s 
bad—let’s exercise that. And at the same time, in effect, saying that the broad 
satisfaction of all of these investor objectives, desires and needs by separate 
stock issues of separate companies (including the many which pay stock diyj- 
dends) is good and should not be disturbed. 

But the more incongruous aspect of the position of the advisory group is to be 
found in the immediately succeeding sentence of section 6 of its report, as follows: 

“The advisory group is concerned, however, that if this type of capital structure 
is sanctioned by the tax law it will become so widely used that it might in time 
endanger the revenue and lead to taxation of stock dividends * * *” (italic sup. 
plied.) 

I suggest to you, gentlemen, that this is an extraordinary basis on which to 
recommend legislation of the far-reaching character embodied in the proposed 
new 305(b) (3) of the code recommended by this advisory group. It hardly seems 
an appropriate warrant or justification for such legislation to contend that if it is 
not enacted it might sometime lead to the taxation of other stock dividends. A 
crass characterization of the advisory group's position might be: “We don’t care 
whose ox is good—so long as it isn’t ours.” I think this may be an oversimplifi- 
eation of the advisory group’s position. But certainly it is not appropriate to 
suggest that the ox of stock dividends in a two-series capitalization be gored in 
order to avoid the goring—or taxation—of other stock dividends. 

I must here also add the point that in this respect, too, the advisory group’s 
conclusions ignore the reality. If the endangerment of the revenue is here, in 
fact, this group’s primary concern, then the proposed section 305(b) (8) amend- 
ment to the code contradicts its purpose. The consequences of such new legis- 
lation would be to increase the use of stock dividends, by eliminating the 
ability of corporations to maintain, within one capital structure, both stock and 
eash dividends on two different series of common stock. Inasmuch as stock 
dividends are nontaxable on receipt and tend generally, if and when sold, to 
fall within the long-term capital gain classification, anything which excises cash 
dividends and pushes corporations toward an all stock dividend policy neces- 
sarily endangers the revenue. In two-series common stock capitalizations such 
as ours, the cash dividend paying series provides material income subject to 
ordinary income taxation. The proposed 305(b) (3) would effectively eliminate 
such two-series common stock capitalizations. The consequence would only 
be the elimination of the cash segment of dividend payments and substitution 
of an all stock dividend policy in its place. 

How this would increase the revenue eludes comprehension. In fact, one of 
our largest investment trusts, the Atlas Corp., only last week announced that 
it would henceforth follow an all stock dividend policy on its common shares, 
and would, as a corporation, directly purchase from each common shareholder 
up to 15 shares per dividend declaration—free of brokerage commissions and 
transfer taxes, which the Atlas Corp. would assume. At current market prices, 
this is more than $100 per dividend declaration, per shareholder. Under the 
1954 code and the proposed 305(b) (3), each such stock dividend and purchase 
would be a capital transaction, subject only to long-term capital gains treat- 
ment and the limited taxation applicable thereto provided only that the under- 
lying—not stock dividend—shares, have been held more than 6 months. How 
this would benefit the revenue—as against a two-series common stock capitaliza- 
tion, one series paying cash dividends subject to tax at ordinary rates—lI in- 
deed cannot see. It is clear that, rather, it diminishes the revenue. The exci- 
sion of cash dividends on one of a two-series common stock capitalization— 
which is what the proposed 305(b) (3) must inevitably produce; not the elim- 
ination of stock dividends on the other series—will not avoid the endanger- 
ment of the revenue postulated by the advisory group. Rather, it will drive out 
the cash dividends and, thus, diminish the revenue in and of itself. 

So much for a sui generis approach to section 6 and the recommended 305(b) 
(3) addition to the code. 

I turn now to considerations particularly and peculiarly applicable only to 
Citizens Utilities Co. In point of fact, as I have previously advised you, ours is 
the only company of national investor interest which has a two-series common 
stock capitalization put into effect as a result of favorable, unqualified and un- 
conditional rulings of the Internal Revenue Service. Moreover, there are only 
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two in total. The other company is of limited, regional investor interest in 
Ohio. These rulings issued in August and December 1955, did not run to me 
personally. They did not, in fact, run to our company. They ran to our share- 
holders—and to the Nation’s investors generally in relation to future investment 
in Citizens Utilities Co. These rulings said to our then shareholders and to all 
potential future shareholders of Citizens Utilities Co.: Citizens Utilities Co.’s 
recapitalization will be tax free. The future receipt of stock dividends on one 
series Will be tax free on receipt and will be accorded the status of a capital 
transaction when sold. 

Our shareholders in 1956, 1957, 1958, and 1959 have taken irrevocable acts 
based on those rulings. I must make clear that I refer not only to those of our 
present shareholders who were shareholders early in 1956, when the two-series 
capitalization came into effect pursuant to such favorable Service rulings. I 
refer also to all of the investors across the Nation who became shareholders in 
Citizens Utilities in the 8 years which have since passed. 

We have about 7,250 beneficial owners of our stock. They live in every State 
of the Union. Over 1,600 of the present beneficial owners of our series A 
shares—the series on which we have, as matter of policy, consistently declared 
stock dividends, since the two-series common stock capitalization came into 
effect—became shareholders since April 14, 1956, when our recapitalization 
became effective. These new investors in our company constitute more than 
half of our total series A shareholders. In turn, more than one-third of our 
outstanding series A shares are held by different investors from those who 
owned them early in 1956, when our two-series capitalization came into effect. 

Similarly, over 1,400 beneficial owners of our series B shares—the series on 
which we have, as a matter of policy, consistently declared cash dividends, since 
the two-series common stock capitalization came into effect—have become in- 
yestors in Citizens Utilities Co. since the early 1956 date I have previously re- 
ferred to. In turn, just short of 50 percent of our present outstanding series 
B shares are held by different investors from those who owned them at the 
1956 date. 

Both of these groups of new shareholders—in our series A and our series 
B—became investors in Citizens Utilities Co. on the basis of a public statement 
of policy of our board of directors. This was to the effect that so long as it 
equitably benefited the interest of our company and our shareholders, stock 
dividends would be declared on our series A shares and cash dividents on our 
series B shares. More importantly, these new investors—particularly our new 
series A shareholders—in becoming shareholders of Citizens Utilities Co., relied 
on the Internal Revenue Service’s rulings that future stock dividends on the 
series A Shares would be tax free upon receipt and accorded capital transaction 
classification when, as and if sold. 

Thus, there is a sizable group of the Nation’s investors who have taken 
irrevocable acts based on the Service’s rulings. Their decisions were made in 
reliance on the rulings. Our plan was put into effect pursuant to these rulings, 
prior to the time when the idea of the advisory groups was even conceived by 
your able chairman. Thus, in terms of fundamental equity, if the recommenda- 
tions of this section 6 are heeded—despite all of the cogent reasons advanced to 
the contrary by the various professional societies, by us and by others—and if 
section 305(b) (3) is enacted into the code, it would seem thoroughly incumbent 
on the Congress to insist that there be incorporated into section 305(b)(3) a 
“grandfather clause.’ That clause should clearly state, that the proposed 
305(b) (3) does not apply to stock dividends declared in the future, in the in- 
stance of a two-series common stock capitalization which came into effect 
pursuant to favorable Internal Revenue Service rulings prior to the promulga- 
tion of the advisory group’s report or the enactment of 305(b) (3). In fairness to 
our 3,000 new and 4,250 older shareholders who relied on the Service as a part 
of the Treasury and who made multiple decisions which cannot be unscrambed, 
in reliance on the rulings, this must be denominated as necessary. It would 
be the harshest kind of inequity and injustice to take any other position. 

If this committee were to enact 305(b)(3) without clearly distinguishing 
between future stock dividends on two-series common stock capitalizations, which 
came into effect pursuant to favorable Service rulings prior to the subchapter C 
advisory group report and those which came into being subsequently, the failure 
to exclude future stock dividends on preenactment two-series common stock 
capitalizations from the application of the proposed 305(b) (3) addition to the 
code would wreak enormous damage on the financing ability and investor status 
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or Citizens Utilities Co. And I must tell you that in so doing, the committee 
would not just damage our shareholders and our company. By damaging these, 
it would also seriously impair our ability to provide adequate quantities an@ 
quality of utility service, on which the future expansion of the more than 259 
communities we serve necessarily is based. 

Thus, the failure to exclude future stock dividends of our two-series common 
stock capitalization from the impact of any such new legislation would irre. 
vocably affect our 7,250 shareholders, our 450 employees, and the more than 
72,000 consumers to whom we provide utility service in eight States across the 
Nation. Thus, failure to accord the fundamental equities here is extensive in 
its impacts and would adversely affect an aggregate population exceeding 325,000 
people. 

I shall subsequently submit—and would also ask that it be incorporated in 
the record and be accorded your most thorough reading—a memorandum pre- 
pared by counsel, which fully reviews recent policy of the Ways and Means 
Committee and the Congress in the taxation field of specifically exempting from 
the purview of new legislation what I may best call the future consequences of 
situations in being at the time that such legislation was enacted. Particularty 
apt is the specific exclusion from the classification as section 306 stock in the 
enactment of the 1954 code. With respect to such stock, this committee and the 
Congress provided that no matter when such stock was received, in a distribu- 
tion or reorganization, to which the 1939 code applied, the disposition or redemp- 
tion of such stock at any time in the future, regardless of when disnesed or 
redeemed, was exempted from the application of the 1954 code. I emphasize: 
This committee provided that such redemption or disposition of 306 stock, after 
the enactment of the 1954 code, be subject to the 1939 code, regardless of when 
the stock was received in distribution or reorganization and regardless of 
when the stock was disposed of or redeemed, provided only that the cistribution 
or reorganization became effective subject to a Treasury ruling received prior 
to June 22, 1954. 

This was only one of a number of such “grandfather clauses” in the 1954 and 
earlier codes. Your committee and the Congress have uniformly recognized the 
equity that the future consequences of a situation in being at the time of enact- 
ment of tax legislation should be exempt from the impact of that legislation; 
and have provided that such future consequences of a situation then being at 
the time of tax legislation should, instead, be accorded the treatment provided 
under the preexisting code, or code section. It would be anomalous to do any 
different in this instance. 

On August 11, 1955, the U.S. Treasury Department, by the Director, Tax Rul- 
ings Division, of the Office of Commissioner of Internal Revenue, among other 
things, held with respect to the Citizens’ reclassification into a two-series capi- 
talization that: 

“(5) The holders of class A common stock will not realize any taxable income 
as a result of the payment of subsequent dividends of class A common stock 
(section 305(a) of the 1954 code).” 

That position was in nowise changed by a4 second ruling from the Director, 
Tax Rulings Division, on December 21, 1955, changing the designations from 
class to series A and B, respectively. 

On March 21, 1958, Justin F. Winkle, Assistant Commissioner of Internal 
Revenue, in a letter to tax counsel for Citizens Utilities Co., advised that, as 
counsel knew, since April 1956, the ruling of August 11, 1955, had been under 
reconsideration; and that conferences with representatives of the Service and 
the submission of memorandums of law had taken place between May 1956 and 
June 1956. The Treasury Department, by the Assistant Commissioner, advised 
counsel for Citizens, on March 21, 1958, that the rulings remained undisturbed 
and that “* * * it has been decided that the case of Citizens should be placed 
in the inactive files.” y 

Thus, it is crystal clear that the rulings issued to Citizens were correct. The 
letter of the Assistant Commissioner of August 11, 1955, affirms this fact. It 
is also crystal clear that the rulings provided that all subsequent dividends paid 
in series (then called class) A common stock on series A shares would not result 
in taxable income and would be accorded capital transaction classification under 
section 305(a) of the 1954 code. The initial ruling so provided, under circum- 
stances in which the Office of Commissioner of Internal Revenue clearly under- 
stood—as its formal ruling of August 11, 1955, demonstrates—that future divi- 
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dends on the series A would be in stock form so long as Citizens continued to 
have requirements for equity capital to finance its growth. 

The shareholders of Citizens Utilities Co. and the entire investment com- 
munity of the Nation were advised of the contents and commitments of these 


rulings : 

Would it be appropriate for the Congress now to say not only to those series A 
shareholders who were shareholders in 1956, but to the very considerable num- 
ber of investors who have become shareholders in 1956, but to the very consid- 
erable number of investors who have become shareholders since: 

“You should not have placed any reliance on the rulings of the Treasury 
Department. Even though, pursuant to the Treasury rulings, Citizens’ reclassi- 
fication and reorganization took place 3 years before the advisory group recom- 
mended adding 305(b) (3) to the code, and even though the ruling provided that 
all future stock dividends on the series A in series A would not cause you to 
‘realize any taxable income’ and would be accorded capital transaction classifica- 
tion under section 305(a) of the 1954 code, we now propose to ignore these 
facts.” 

Certainly, this would not be equitable nor in keeping with prior congressional 
policy in many similar situations. 

I appreciate your indulgence and your time. I am sure that the memorandum 
of counsel I am now submitting and my testimony last year will have your 
interested and thorough reading. I hope that what I have added today will be 
similarly helpful in your determinations. 

I am certain that we can rely on the Ways and Means Committee to make 
sure that fundamental equity is accorded the shareholders—and, therefore, the 
employees and consumers—of Citizens Utilities Co. 


(Mr. Rosenthal’s previous statement appears at pages 3131-3166 
of part 3 of the hearings before the Committee on Ways and Means 
during the 2d session of the 85th Congress, on “Topics Pertaining to 
the General Revision of the Internal Revenue Code.”) 

Mr. Rosentuat. At an early subsequent date, counsel will complete 
a memorandum dealing with certain aspects of my formal testimon 
and also certain aspects of my comments here today, and I would as 
also that when counsel submits that memorandum within the next week 
that also be incorporated in the record along with my statement. 

The CuatrMan. It will be here within a week ? 

Mr. RosentTua. Yes, it will. 

The CuamrMan. Without objection that will be included. 

(The data to be supplied follow :) 


MEMORANDUM IN Support OF STATEMENT AND APPEARANCE OF RicHARD L. ROSEN- 
THAL, PRESIDENT OF CITIZENS UTILITIES Co. 


It is a commonplace in our complex society for an existing arrangement to 
contemplate future transactions that may span a long period of years. A con- 
tract executed in 1953 may call for installment payments covering a decade. A 
decree of divorce may call for periodic payments embracing the life of a spouse. 
A trust may contemplate distributions which may run the course of a lifetime. A 
reorganization may envisage distributions over a long period of years. These 
illustrate situations in being which contemplate future transactions. 

Congress has uniformly excluded future transactions contemplated in situa- 
tions in being where it has seen fit to alter the rules governing the tax treatment 
of a particular transaction. This policy has it roots in the fundamental principle 
of fair play.’ 

This congressional policy has especial application to the situation of Citizens 
Utilities Co. and its shareholders. In response to a request, comprehensively 
detailed, for a ruling with respect to the income tax treatment to be accorded a 
proposed two-class common recapitalization and the taxability of subsequent 
stock dividend distributions contemplated as a fundamental element of the plan, 


1Mr. Justice Story has aptly stated the case against retroactive legislation: ‘Retro- 


spective laws are, indeed, generally unjust, and, as has been forcibly said, neither accord 
with sound legislation nor with the fundamental principles of the social compact.” (See 
2 Story, “Constitutional Limitation” (5th ed., 1891), sec. 1398.) 
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the Director of the Tax Rulings Division of the Office of the Commissioner of | 


Internal Revenue issued a ruling, dated August 11, 1955, which unequivocally | ban 
stated, inter alia: | oon 
“(5) The holders of class A common stock will not realize any taxable income 


as a result of the payment of subsequent dividends of class A common gtock 
(sec. 305(a) of the 1954 Code).” the 
Thereafter, because of certain revisions made in the proposed amendment to 
the certificate of incorporation, a supplemental ruling was requested, and, indeed, 
issued on December 21, 1955, which declared: “The proposed changes in the C 
plan of recapitalization will have no effect on our ruling dated August 11, 1955, 
and such ruling will remain in full force and effect.” 
In April 1956, the tax counsel for Citizens Utilities Co. was informed that the 
the ruling of August 11, 1955, was under reconsideration. Following a confer. | 


ence held on May 16, 1956, between representatives of the Service and of Citizens wis 
Utilities Co., and the submission of memorandums of law and additional data 
during the months of May and June 1956, the matter remained under advisement t 
until March 21, 1958, when the Assistant Commissioner of Internal Revenue 20 
advised tax counsel for Citizens that the rulings remained undisturbed, stating: i 
“In view of all of the facts and circumstances involved and in the absence me 
of statutory changes in the applicable provisions of the Internal Revenne _ 
Code of 1954 or any modification of the existing regulations, it has been decided ote 
that the case of Citizens should be placed in the inactive files.” oe 
It will have been noted that the original ruling explicitly and uncondition- whi 
ally declared that “subsequent dividends” of series (class) A common stock ov 
would be nontaxable (in accord with sec. 305(a) of the 1954 code), and the 8 S 
correctness of such ruling was affirmed in 1958. And, as has been made Clear 19% 


in the statement of Richard L. Rosenthal, president of Citizens Utilities Co., sub- | 
mitted to the committee, Citizens Utilities Co. and thousands of its shareholders the 
have relied on such rulings. to h 

In these circumstances, indeed unique, Congress should, if it decides to make tion 
any changes in the rules governing the tax treatment of stock dividends in 
respect of two-class common capitalizations, make clear that any new rules bene 
adopted should not be applicable tu a situation, like that of Citizens Utilities — as i 
Co., where the two-class common recapitalization had been completed in accord- | 
ance with a plan approved in the ruling issued prior to the consideration of new to a 
legislation. Such a provision would be in accord with the uniform policy fol- all | 


lowed by Congress in the adoption of new rules. This policy of Congress is N. 
reflected in a host of provisions embodied in our tax laws. We shall deal here ,  oyq 
only with those which have particular relevance. { ton 


In the 1954 codification of the tax laws, Congress deemed it desirable to not 
tax the interest earned on life insurance proceeds paid in installments. The tem, 
new rule, however, was made applicable only to cases where the insured died A 
after the date of enactment without disturbing the tax-exempt status of post- the 
1954 installments received under pre-1954 insurance settlements (sec. 101, Inter- Thor 
nal Revenue Code of 1954). | defir 

Again, in the 1954 code, Congress determined to extend the denial of an defir 
interest deduction in certain cases not covered by existing law. Under then sepa 
existing law, no interest deduction was allowed in the case of indebtedness pare 
incurred, or continued, to purchase a single-premium life insurance or endow- ager 
ment contract. In addition, if substantially all the premiums of a life insur inter 
ance or endowment contract were paid within 4 years from the date the contrac oper 
was purchased, it was treated as a single-premium contract and the same rule this 
applied. 

Pthe existing law, however, did not extend the denial of the interest deduce J ona 
tion to indebtedness incurred to purchase single-premium annuity contracts. So 
Congress thereupon enacted legislation which extended the same treatment to 
such indebtedness as indebtedness incurred to purchase single-premium life | tices 
insurance or endowment contracts. Significantly, however, the denial of the 
deduction was made applicable only as to annuities purchased after March 1, Fina 


= 


1954 (sec. 264, 1954 code). Congress did not disturb the deduction for post-1954 se 
interest payments on indebtedness relating to pre-March 1, 1954, annuity whic 
contracts. the ] 


The principle has also found expression in the 1954 statutory changes made the ; 
by Congress in the treatment of alimony and separate maintenance payments. coulc 
Under the 1939 code, the wife was taxable on periodic payments received from been 
her husband subsequent to a decree of divorce or separate maintenance if such 1954 
payments were received in discharge of a ‘egal obligation imposed on the hus 
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pand under the decree or under a written instrument incident to the decree. 
Congress deemed it desirable to extend this principle of taxation to periodic 
payments received by a wife under a written separation agreement, whether or 
not the agreement was an instrument enforceable in a court of law. However, 
the new rule was made applicable only to payments under a written agreement 
executed after the date of enactment (August 16, 1954) of the new legislation 
(sec. 71). Congress did not disturb the tax-free status of post-1954 payments 
received by a wife under a pre-August 16, 1954, agreement. 

Congress also determined to extend this principle of taxation to payments 
received under any type of decree, even though the decree did not designate 
such payments as maintenance payments. However, here, too, Congress limited 
the application of the new rule to decrees entered after March 1, 1954. Like 
wise, here, Congress did not disturb the tax-free status of post-1954 payments 
received by a wife under a decree entered before March 1, 1954. 

The policy of preserving prevailing rules for future transactions contem- 
plated in existing arrangements is also reflected in section 1240 of the 1954 
code. Therein, Congress eliminated prospectively the provision, then contained 
in section 117(p) of the 1939 code, which accorded long-term capital gains treat- 
ment to proceeds of an assignment or release by an employee of his rights to 
receive a percentage of future profits. Congress, however, altered the rule in a 
way so as not to affect individuals who prior to 1954 had entered into employ- 
ment contracts relying on the application of the 1939 provision. Thus payments 
which might be made years after the enactment of the 1954 code would still be 
governed by the rules in effect at the time the basic contract was executed. 

Section 655(b) (8) of the 1954 code, which removed distributions under pre 
1954 trusts from the “5-year throwback” rule, affords yet another instance of 
congressional avoidance of retroactive legislation. The rule, first introduced in 
the 1954 code, has so been named since excess distributions by trusts are deemed 
to have been distributed inversely in the 5 years preceding the year of distribu- 
tion to the extent the trust had undistributed income in those years. Under the 
S-year throwback rule, the amount which would have been includible by the 
beneficiary if the distribution had been made in the prior year(s) is treated 
as includible for the prior year (see secs. 665-668, 1954 code). The throwback 
rule was aimed at curbing the shifting of tax from a high tax bracket beneficiary 
to a lower tax bracket trust in alternate years even though the beneficiary for 
all practical purposes was receiving the income annually. 

Notwithstanding these compelling reasons for the throwback rule, Congress 
excluded future distributions made pursuant to pre-1954 trusts from the applica- 
tion of the new rule. Thus, post-1954 distributions under pre-1954 trusts were 
not adversely affected by the new rules. The analogy to the distributions con- 
templated in Citizens’ two-class common recapitalization is self-evident. 

Another striking instance is revealed in congressional legislation dealing with 
the definition of a “property” for purposes of computing the depletion allowance. 
Though the depletion allowance is computed by properties, the 1939 code did not 
define what was a “property.” The 1954 code (sec. 614) introduced a statutory 
definition which adopted the general rule that a “property” consisted of each 
separate interest owned by the taxpayer in each mineral deposit in each separate 
parcel or tract of land. To this rule two exceptions were made permitting 
aggregation of separate interests. The 1954 code permitted a taxpayer owning 
interests in mineral resources to make one aggregation of part or all of his 
operating mineral interests within an operating unit, and permitted him to treat 
this aggregation as one property. It also allowed the taxpayer owning non- 
operating mineral interests in a single tract, or in contiguous tracts, in hardship 
cases to treat these nonoperating interests as one property. 

Some taxpayers contended that the 1954 code rules deprived them of rights 
they previously had under the 1939 code, regulations, court decisions, or prac- 
tices. Congress deemed it proper to enact remedial legislation (sec. 37, Tech- 
nical Amendments Act of 1958). In explaining the relief provision, the Senate 
Finance Committee report stated : 

“* * * Since, under the 1954 code, there was no intention to remove any rights 
which taxpayers had, the House bill restored such rights as taxpayers had under 
the 1939 code. The House bill accomplished this by adding a new subsection to 
the section dealing with the definition of property to the effect that a taxpayer 
could elect to treat any property as if the present 1954 code definition had not 
been enacted, and as if the 1939 code rules still applied. Thus, with respect to 
1954 and subsequent years, a taxpayer was given two choices—he could apply 
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the 1954 code rule in determining what constituted a property within an oper. oug: 
ating unit or he could apply the 1939 code rules.” (S. Rept. 1983, 85th Cong, T 
2d sess. (1958), 58). cor! 

The Senate Finance Committee was in agreement with the House committee's of § 
objective. However, it was of the opinion that, under the 1939 code, regula. exte 
tions and practices, the rules as to what constituted a property were not too _ acti 
clearly established. Hence, it substituted specific rules to be followed in deter. ¢ 
mining what constituted a property for 1958 and subsequent years. These ruleg on | 
for 1958 and subsequent years were to be a substitute not only for 1939 code that 
rules, which the House bill would have made available for such years, but also bilit 
for the 1954 code rules. For the period from 1954 to 1958, Congress granted whi 
taxpayers their choice—taxpayers were free to follow the 1954 code rules or the 
new 1958 code rules. 

The choices thus made available to taxpayers apply to mineral interests clar 
extracted through a mine and do not include oil and gas extracted through a to a 
well. In the case of oil and gas, Congress deemed the rules followed under the 195+ 
1939 code to be sufficiently explicit and, hence, not requiring a redefinition of cast 
property for purposes of oil and gas depletion. Accordingly, the Senate Finance ruli 
Committee accepted the House provision in the case of oil and gas, permitting how 
taxpayers for 1954 and subsequent years to choose between the 1954 code rules wer 
and the 1939 code rules. elec 

Thus we see a comprehensive pattern laid down by the Congress to restore the 
rules prevailing prior to a change. In the remedial legislation thus enacted, mer 
Congress was concerned that rules and practices, even though not exact, with thei 
respect to existing properties, should not be altered to the taxpayers’ detriment, Cont 
How much more compelling is the case of Citizens Utilities Co. which relied on _ "I 
specific rulings which expressly covered subsequent distributions and where, Con 
indeed, thousands of shareholders have acted on reliance on such clear and witl 
unconditional rulings. 

Again, in section 22 of the Technical Amendments Act of 1958, Congress  tl0 
restored the 1939 code rules to transactions planned under the 1939 code, eS 
relating to redemptions through the use of related corporations. The 1939 code,  &F@ 


it will be recalled, treated the purchase by a subsidiary of a parent corpora- | a st 
tion’s stock as a redemption of the parent corporation’s stock (sec. 115(g) (2), afte 
1939 code). The 1954 code retained that provision but expanded the rule to | ined 
include cases of so-called brother-sister corporations (sec. 304, 1954 code), © that 
The effect of the operation of section 304 was to characterize, as redemptions, , %™ 
distributions which were cast in the form of sales. rata 
Where the sale of stock to a related corporation was made before June 22, - 
1954, on an installment basis and installment proceeds were to be received ina se 
period coming under the 1954 code, the 1954 code, as originally enacted, provided 9 
that the tax treatment of these installment proceeds was to be governed by the t 4 
1954 code rules, notwithstanding the fact that the sale was made prior to the | 
change in the law, and the parties to the sale relied upon the law in effect at the | reg 
time they made the sale. to , 
A similar situation existed in the case of sales of stock to related corporations mar 
where contracts to sell the stock were entered into before June 22, 1954, but Cod 
he actual sale occurred after that date. Under the 1954 code, as originally en- in 
acted, the 1954 code rules clearly applied to such a sale, notwithstanding that “F 
transactions of this type were not alterable on or after June 22, 1954. on 
Congress concluded in 1958 that, in the case of the transactions of the two pea 
types described above, where the terms of the contract were firmly established ne! 
when only the 1939 code tax rules could be relied upon, it was only proper that — wach 


the 1939 code rules should continue to apply even though the contemplated | 
transactions were completed or the installments received after the enactment , dete 
of the 1954 code. 


Thus, post-1954 transactions that would have been considered taxable distribu: pa 
tions under the original 1954 code are, under the 1958 amendments, to be governed | 7 ry 
by the tax treatment prescribed by the 1989 code rules, where the arrangement ‘ re 


was established when only the 1939 code rules could be relied upon. The con th 
gressional policy reflected in such legislation indicates how truly unfair it would dist, 
be to alter the tax treatment of future distributions by Citizens Utilities Co. deed 
which, together with thousands of shareholders, relied on explicit, unconditional 
rulings that such future distributions would not be taxable. 

Congress has been particularly concerned that the adoption of new rules of 3 
law should not disturb the status of rulings. Reliance by a taxpayer on rulings 318 | 
is a cardinal principle of government. Just a century ago, a learned judge ob 
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served: “Men naturally trust in their government, and ought to do so, and they 
ought not to suffer for it.” * 

The recognition of this principle was long ago implanted by Congress as a 
cornerstone in the administration of tax laws. In respect to the predecessor 
of section 7805(b) of the Code, authorizing the Commissioner to prescribe the 
extent to which “any ruling, regulation * * * shall be applied, without retro- 
active effect”, the conference committee stated : 

“It is hoped that this provision will prevent the constant reopening of cases 
on account of changes in regulations or Treasury decisions, and it is believed 
that sound administration properly places upon the Government the responsi- 
pility and burden of interpreting the law and of prescribing regulations upon 
which the taxpayer may rely.” * 

In recasting the provisions governing reorganizations under the 1954 Code, 
Congress was zealous not to disturb situations affected by ruling. Thus, it de 
dared the general rule that new legislation dealing with reorganizations was 
to apply only in respect of plans of reorganizations adopted on or after June 22, 
1954 (sec. 393(a)). However, Congress provided a special rule applicable to 
eases where a plan of reorganization had been submitted to the Secretary for 
ruling prior to June 22, 1954, and where the plan of reorganization had not, 
however, been adopted before that date. In such a case the corporations which 
were parties to the reorganization could have the 1954 Code rules apply, or could 
elect to complete the reorganization in accordance with the plan submitted (in 
the event a ruling was issued with respect to such plan) and have the tax treat- 
ment, both as to the corporations which were parties to the reorganization and 
their shareholders and security holders, determined under the 1939 Code in ac- 
cordance with the contents of such ruling (sec. 393(b)(2)). Thus, even in 
respect of a reorganization consummated after the enactment of the 1954 Code, 
Congress provided for honoring future rulings in respect of plans in being, not- 
withstanding the intervening adoption of new rules. 

Moreover, this principle of excluding future transactions contemplated in situ- 
ations in being from the application of new rules was carried forward with 
respect to distributions made in connection with a planned reorganization. Con- 
gress, in the 1954 Code, developed the concept of “section 306 stock” to prevent 
a stockholder from receiving a nontaxable stock dividend, and selling it there- 
after under a plan the purpose of which was to avoid the reporting of dividend 
income—often referred to as the preferred stock “bail out.” Congress provided 
that if such section 306 stock was disposed of (other than be redemption), the 
amount realized was treated as ordinary income to the extent of such stock’s 
ratable share of a corporation’s earnings at the time of its issuance. If such 
stock was redeemed, the amount received was to be taxed as any other corporate 
distribution of property, so that the amount of the corporation’s earnings at the 
time of redemption would determine the extent of ordinary income realized by 
the stockholder. 

Congress, however, expressly provided that the new provisions were not to be 
applied unless the stock was received in a distribution or reorganization to which 
the 1954 Code applied. Congress removed from the application of the new rules 
stock received in a distribution or reorganization to which the 1939 Code applied 
even though such stock would have been considered section 306 stock if the 1954 
Code applied to the distribution or reorganization. The Senate Committee report, 
in explaining the purpose of subsection (h) of section 306, stated : 

“For example, section 393(b) (2) allows an election to have the Internal Reve- 
nue Code of 1939 apply to certain reorganizations with respect to which a ruling 
was requested by the Secretary before June 18, 1954. If this election is made, 
stock which would otherwise be section 306 stock will not be characterized as 
such even though distributed some time in 1955. Subsection (h) also provides 
that the tax treatment of the disposition or redemption of this stock shall be 
determined as if the Internal Revenue Code of 1939 (as modified by the 1954 
Code without regard to section 306) continued to apply in respect of such 
disposition or redemption.” (S. Rept. No. 1622, 83d Congress., 2d sess. (1954), 
p. 246. ) 

Congress thus made clear that distributions would continue to be governed by 
the rules in force at the time the reorganization was planned, even though such 
distributions might be made subsequent to the adoption of new legislation. In- 
deed, the law in force at the time the ruling was requested would continue to 


2 Menges v. Dentler, 33 Pa. 495, 500 (1958). 
3H.R. Rept. No. 1882, 70th Cong., 1st sess., 22 (1928), quoted in Helvering v. Griffiths, 
818 U.S. 371, 397, n. 49 (1943). 
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control, even though the reorganization was consummated after the enactment 
of new legislation. Thus the law in force at the time the primary act was planned 
was deemed by Congress to be the proper rule applicable, even though the distri- 
bution might not take place until after the adoption of new legislation; and 
indeed, even though the disposition of such stock so distributed might occur in 
a series of transactions years and years after the enactment of new legislation, 

Manifestly then, Congress should not deviate from this policy in a situation 
such as Citizens, where not only was an unconditional ruling issued with respect 
to future distributions—long before any new legislation was contemplated and 
only after the most extensive exploration by the Treasury and the Commis. 
sioner—and where, indeed, thousands of shareholders have made irreversible 


decisions in reliance upon such rulings. 

Mr. RosentTHAL. I am appearing here with respect to section 6 of 
the revised report of the subchapter C advisory group and the related 
proposed amendments, as revised, of the group as section 305(b) (8) 
of the code. I was also here yesterday when the representatives of 
the American Institute of Certified Public Accountants testified with 
respect to this specific section of the report and the proposed section of 

e code. 

I think I can state more authoritatively than anyone else that the 
question of tax avoidance to which the advisory group refers on page 
15 of its revised report was no part, not even a part, of a motivating 
factor with respect to Citizens Utilities recapitalization creating its 
two-series common stock capitalization. 

The purpose of Citizens’ recapitalization and the purpose of the 
two-serles arrangement was to enable us to obtain at the lowest possible 
cost the very large aggregate of equity capital which a rapidly growing 
utility requires, and to obtain that equity capital with the least possible 
dilution of present shareholders’ interest. The capital requirements 
of growing utility companies in an expanding economy are literally 
enormous; and the origin and genesis of the two-series capitalization 
which he innovated, was the problem of capital formation and ca ital 
provision, particularly equity capital. The element of so-called tax 
avoidance was not present. I noted also that when the accountants 
discussed this question yesterday they made the point that the advisory 
group recognized the validity of the two-series capitalization and 
recognized what it achieved, but expressed the fear that it might be 
abused and therefore amend this legislation in an effort to 
prevent such abuse. 

The accountants yesterday stated that in their judgment there should 


| 


be no legislation unless and until there was such abuse. I would take — 


that discussion a step further. I believe that the Treasury now has 


the tools to make sure there is no abuse. It has those tools with respect — 


to the so-called business purpose tests of reorganizations on which 
ruling are sought, tax-free reorganizations for existing companies. 
It has the tools with respect to undue accumulation of earnings, so 
that if a corporation were to attempt to adopt the two-series common 
stock capitalization and it were so seeking for purposes that were not 
valid and for purposes that were primarily tax avoidance, the Treas- 
ury now has the tools with which to deal with the problem in almost 
every respect except one, which I will come to in Just a moment; so 
that I think the accountants could have added to their contention 
not only has there been no abuse, but if there were to be abuse and if 
tax avoidance were the motivation, the Treasury now has the tools to 
deal with it. 
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The one area in which that is not true is the formation of new 
companies. I would like to suggest to your committee if it contem- 
lates any such legislation as is recommended by the advisory group 
inthe form of 305 i b) (3), that it make clear that such legislation would 
not apply to corporations with valid business purpose who are achiev- 
ing valid business ends by the two-series capitalization; and I think 
itcould do that quite readily by either superimposing on this proposed 
305(b) (3) some test such as the personal ho ding company test for 
the application of 305(b)(3) or perhaps a test less rigorous in its 
extent. 

What I mean by that is that it might be appropriate to apply 
$05(b) (3) to a corporation where one interest owned more than 20 

reent of the outstanding stock and there are less than 500 share- 
olders in aggregate in that corporation. 

If in fact the intention or desire is to deal with the possible abuse 


- of this and with respect to possible tax avoidance—which I can see 


could take place in a smaller closely held corporation—then in addi- 
tion to the present tests and tools that the Treasury has, I would sug- 
gest that there be added to this proposed amendment to the code a 
provision which would make it clear that peor) (2) was intended 
in its application only to those circumstances where tax avoidance 
was the primary motivation; and that it did not apply to those cor- 
porations which had valid purposes for it, large equity capital require- 
ments, and a broad extent of share ownership withious domination 
by one principal interest. I can tell you, for example, in our own com- 
pany that nobody owns as much as 5 percent of our outatanding shares, 
e have 1,100,000 shares in aggregate outstanding. The market eval- 
uates the equity of our company at some $30 million. We have some 
7250 shareholders. So that these possibilities of abuse or the possi- 
bilities of tax avoidance as the principal motivation which the advisory 
up sees in this mechanism are not present with respect to Citizens 
tilities Co. They played no part in the origin of our plan. I suggest 
that it would not be appropriate for this committee to kill the cow 
in order to try to get a glass of milk by adopting legislation of this 
broad omnibus character that is suggested by the advisory group here. 
My formal statement and the material 1 submitted last year deal 
further with the public policy and economic considerations with ref- 
erence to this section and recommended legislation. I, therefore, 


_ should like to spend the rest of my allotted time dealing solely with 
_ the Citizens Utilities situation. 


I appear before you gentlemen not only as the president of Citizens 
Utilities Co., but in my concept of the responsibilities of corporate 
administration I appear representing Citizens Utilities Co.’s 7,250 
shareholders. Three thousand of our present shareholders are share- 
holders who have become such since our reorganization in April 1956, 
pursuant to two favorable Treasury rulings on this two-series capi- 
talization. With respect to both our older shareholders and our 3,000 
newer shareholders, they relied on the Treasury rulings. The rulings 
were sent to the older shareholders, the shareholders at the time of the 
en and because of the fact that this matter was widely 

ublicized and because of the fact that brokerage firms are share- 
holders in our company also, the rulings became available to the 
Investment community generally. I think it would be highly inap- 
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propriate for this committee to say to our older shareholders and 
our newer shareholders, “You should never have relied on the Treas- 
ury rulings. You should have assumed that at some time or another 
their application would somehow or other be terminated.” 

The Treasury in its ruling of August 1955 specifically provided 
that our future stock dividends on our series A, which is the stock 
dividend paying segment of our capitalization, would be free of tax 
upon receipt and would be nindedet capital transaction classification 
upon sale. Some of you gentlemen may know that at the instance of 
the Treasury Department there was a rereview of the rulings granted 
us and that review went on for some 2 years. And in March 1958 the 
Office of the Commissioner of Internal Revenue advised us that the 
review had been completed, the matter had been completely surveyed, 
that it was returning the case of Citizens Utilities to its inactive files 
and that the rulings stood. So that our bona fides, our motives, the 
facts we presented, everything in relation to this matter, has from the 
viewpoint of the Treasury withstood the most rigorous primary and 
subsequent examination. 

I therefore think it is incumbent upon this committee, in the inter- 
est of equity and justice and in accord with its prior policy that if it 
should adopt this legislation recommended without the modifications 
that I have here today suggested, that it exclude from the impact of 
305(b) (3), if adopted the situations which came into being prior to 
the date of the adoption of that legislation pursuant to specific favor- 
able Treasury rulings. There only are two such situations. The first 
was Citizens Utilities Co., and then there is a small trucking company 
in Ohio with very limited investor interest which got a favor- 
able tax ruling immediately after ours. But I think that it would be 
entirely consistent with congressional policy and the policy of this 
committee that there be excluded from the impact of any such broad 
legislation like this, if adopted—despite what I believe are very sub- 
stantial public policy reasons to the contrary—that you exclude from 
the impact of this legislation the two situations in which there was a 
recapitalization and the creation of these two series capitalizations 
pursuant to specific favorable Treasury rulings before the legislation 


was adopted. There are a host of precedents along these lines in | 


which your Ways and Means Committee has excluded from the im- 
pact of legislation future events which flow from a situation in bein 
at the time of legislation. The memorandum of counsel to whic 
I refer will highlight the major ones for your attention. I would 
merely refer here to one example and that is the annuity example 
under the 1954 code, section 264, in which Congress provided that if a 
single premium annuity on which there was borrowing existed at the 
time that the 1954 code prohibition against the deduction of interest 
on such situations came into being, that with respect to those situa- 
tions in existence at the time, future interest payments would continue 
to be a deduction as if under the 1939 code. As I say, there are other 
examples and the memorandum of counsel will cover those. 

In summary, for all of the reasons outlined in the written mate- 
rial we have submitted and additional reasons covered here very 
quickly by me today, I think that the broad blunderbuss type of legis- 
lation recommended by the advisory group in section 6 is inappro- 
priate. It fails to distinguish valid and legitimate business purpose 
from invalid and illegitimate business purpose. 
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If, nevertheless, your Ways and Means Committee should decide to 
ass this legislation, I urge you, in the interest of equity and justice 

to our shareholders and, incidentally, in support of our ability to 
render adequate public service, that there be a specific exclusion with 
respect to our situation, which is in being pursuant to favorable 
Treasury rulings and which requires certain future events. 

Thank you. 

The CHarrman. Mr. Rosenthal, are you aware of the statement made 
by Mr. Lindsay last week on behalf of the Treasury Department indi- 
cating that the Treasury Department approved of this recommenda- 
tion contained in the advisory group’s list of recommendations ? 

Mr. Rosentruau. Yes; I am generally aware of it, sir. 

The CuarrMan. You will recall that he stated that the two-class 
common-stock arrangement— 
permits those investors who choose to invest in the class of stock entitled only 
to stock dividends to obtain their share of the corporation’s dividend distribu- 
tions at capital-gain rates by receiving the stock dividends tax free and then 
selling the stock dividend at a capital gain. 

You are well versed in these matters. Is this not a real problem 
for the future in its possible effects upon revenues ? 

Mr. Rosentuat. I think that it is a much more real problem in its 
total application than it is in a two-series capitalization. I think 
what both the Treasury and the advisory group failed to recognize 
is that there are some 400 large American corporations with broad 
investor interest which pay stock dividends. I think that the impact 
of section 6 and the recommended 305(b) (3) would be to force a trend 
toward more stock dividend payments and less cash dividend pay- 
ments, and in so doing the effect on the revenue would be just the oppo- 
site from what the advisory group intends and the Treasury seeks. 

The Cuarrman. How could that result occur? 

Mr. Rosenruar. Because in a two-series capitalization, sir, in the 
event that the payment of stock dividend on one series and cash divi- 
dends on another series were proscribed, companies with such capital- 
ization would go to all stock dividend payments and, therefore, that 
portion of the dividend payments which at the present are in cash and 
subject to tax at ordinary rates would become stock and would be 
in the classification of a capital transaction. 

The Cuarrman. Do you have reference to the language in the ad- 
visory group report of December 1958 on page 16 ? 

The advisory group likewise considered the problem of stock dividends 
periodically declared, with or without cash dividends. The advisory group 
makes no recommendation for a statutory change at this time. If it should 
develop that the issuing corporations are supporting the market for such stock 
or otherwise actively participating in converting the shareholder’s stock 
— into cash, it may be necessary to give the matter further considera- 

n. 

Mr. Rosenruar. No, that isn’t my total reference, Chairman Mills. 
There are a number of major American corporations and I would 
refer merely to International Business Machines, Dow Chemical, Sun 
Oil, and a host of others which do not support the market and do 
not do any of the things to which the advisory group report refers, 
but which do declare stock dividends and those stock dividends 
are converted to cash by their shareholders by sale in the market. 
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The Cuarrman. You mean that is a widespread practice at the 
moment ? 


Mr. Rosenruat. I say that there is a widespread practice, with 
over some 400 American corporations declaring stock dividends with- 
out having a two-series capitalization, and I think that the addition 
proposed by section 6 would create more stock dividends and less eash 
dividends than the ability under the two-series capitalization to de- 
clare both stock dividends on one series and cash dividends on an- 
other series. 

The Cwarman. Actually, had you been on the advisory group, 
you probably would have reached the conclusion that this practice is | 
so widely used at the moment that some remedial legislation should 
be considered now rather than, as the advisory group suggested, 
sometime in the future. 

Mr. Rosentuau. No, I would not, because the distinction that I 
would like to make—and I think it is a very fundamental one and I 
think it is one that you have very well stated in your public appear- 
ances before the Tax Foundation and elsewhere—is that there are 
areas of legitimate capital need for business and that when tax policy 
impedes the provision of that capital on an equitable basis and when 
tax policy unnecessarily interferes with savings and the provision of 
capital for growth, the tax policy is incorrect. 

I think that the question you asked me falls right into that area, 
T think the Treasury now has the tools, Chairman Mills, to distinguish 
between stock dividends which have a valid and legitimate purpose 
and stock dividends which do not. 

The Cuarrman. I do not think I ever went so far as to say that it 
should be possible under the tax law for a corporation to issue divi- 
dends in the form of stock and thereby convert what would other- 
wise be ordinary income into a possible capital gain. 

Mr. Rosenruau. I don’t think that is the purpose of stock 
dividends. 

The CHatrman. May not that be the result ? 


Mr. Rosenruar. That is a result, and I think that the single result 
may not be viewed just by itself. The other results, sir, are that the | 
shareholder who desires to reinvest, reinvests automatically without 
having to pay inordinate costs so to do, and the shareholder is thereby 
encouraged to provide additional capital to the corporation at the 
lowest possible cost. 

The Cuarrman. In dealing with this problem, I have a lot of sym- 
pathy for the position that you and the other group you mentioned | 
are in, because you did rely on a provision of the law. You did rely 
on a specific Treasury ruling that permitted you to commence this | 
practice. 

Mr. Rosentnar. Yes, sir. 

The Cuatrman. What you are suggesting in your modifications 
with respect to a so-called grandfather clause is if we are to act to stop 
this with respect to the future, that we not upset this practice in the 


case of corporations that are acting pursuant to Treasury rulings per- 
mitting them to do this? ' 
Mr. Rosenrua. Yes, I am. 
The Cuatrman. There is a further problem, though, involved in 
doing that, as I see it. What would be the effect of such a limitation 
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upon the effective date of the change? Would that mean that the 
stock of these two or so corporations could be traded—bought and 
sold—and that any stock dividend on the stock of these corporations 
having two classes of common stock outstanding could not be taxed 
as ordinary income? 

Mr. Rosenruau. The stock dividend ¢ 

The Yes. 

Mr. Rosenruar. No differently from the way stock dividends are 
treated with respect to the 400 American corporations much larger 
than ours which declare stock dividends. 

The Cuatrman. I am talking about corporations having two classes 
of common stock. 

Mr. Rosenruan. Yes, sir; it would. 

The Cuatrman. Would that present any real problem ? 

Mr. Rosenrnat. None honestly that I can discern, and I think 
it accords the equity to our situation which necessarily should flow, 
because, as you suggest, our company, and, more importantly, our 
shareholders, relied on these Treasury rulings in scrambling some 
eggs, and once the eggs are scrambled I don’t know how to put 
them together whole again. 

The Guattica®, I do not either. That is the reason I was asking 
you the questions. 

Are there any further questions ? 

If not, we thank you, Mr. Rosenthal, for this discussion. 

Mr. Rosentruan. Thank you very much. 

May I just add one other point that counsel suggests to me, lest I 
left it unclear. 

I want to make erystal clear that we do not support the market 
for our common stock, nor do we buy it, nor do we in anywise affect 
it. I think that was implicit in everything I said, but I want to make 
sure I said it explicitly. 

The Cuarrman. Thank you, sir. 

Our next witness is Mr. Bernard Wolfman. 

Mr. Wolfman, for purposes of the record, please identify yourself 
by giving us your name, address, and the capacity in which you 
appear. 


STATEMENT OF BERNARD WOLFMAN, APPEARING ON BEHALF 
OF LAW FIRM OF WOLF, BLOCK, SCHORR, & SOLIS-COHEN 


Mr. Wotrman. My name is Bernard Wolfman, a member of the 
Philadelphia bar, partner in the firm of Wolf, Block, Schorr, & 
Solis-Cohen, on whose behalf I am appearing this morning. 

The Cuarrman. Mr. Wolfman, I do not see a copy of your state- 
ment. 

Mr. Wotrman. As a result of a virus which came upon me over 
the weekend, it is not ready, but I would like the opportunity to 
submit a statement within a few days after this hearing. 

The Cuarmman. All right. You may have that permission and it 
will appear at this point in the record without objection. 

(Prepared statement of Mr. Wolfman was not available at time 
of goin to press. ) 

r. WotrMan. Thank you. 
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I should like to discuss the proposed changes to sections 382 and 
269 of the Internal Revenue Code of 1954. 

As I see it, there are two basic premises or philosophies of the 
Internal Revenue Code, both historically and currently. They are 
reflected essentially in section 172, which provides for the 3-year 
carryback and the 5-year carryforward of net operating losses. 

Those two philosophies are that a taxpayer be permitted to ride 
the hills and the valleys of business conditions in determining its 
net tax bill for the 9-year total tax period—the current 3 years back 
and 5 years forward. 

In effect, section 172 and all of its predecessors recognize that the 
strict adherence to the annual accounting concept will work a hard- 
ship and distort the actual economic net income of a corporation or 
taxpayer over a reasonable period of time. That is_ the 
basic philosophy. 

Then there is a second premise, a second philosophy, which is not 
legislatively drafted completely except in section 269 perhaps, but 
underlies much of the feeling of the Treasury particularly and the 
courts, and I would say has been implicit in many of the congressional 
actions, and that is the feeling that hte benefit of the loss carryover 
should be available to those who economically suffered the loss rather 
than to strangers to the loss. 

It is in the interaction of those two basic premises or philosophies 
that much of the difficulty in the loss carryover field comes about, and 
sometimes, in an attempt to give furtherance to the second premise, 
we lose sight of the first. And also, in giving effect to the second 
premise, namely, to prevent those who did not sutfer the loss from 
getting the benefit of the carryover, we frequently find that we are 
at the same time destroying any hope in the hands of those who suf- 
fered the loss from getting any benefit from it. 

Therefore, a resolution of these two perhaps superficially conflict- 
ing philosophies is necessary. 

What has the advisory group proposed ? 

It has proposed that the loss carryover be reduced proportionate 
to the consideration paid for a corporation with a loss carryover if 
there is a 50 percent or greater change in the ownership of the loss 
corporation. 

It would appear to us that such a rule tends to penalize unfairly and 
unduly businesses which have lost substantial sums of money relative 
to the net worth of those businesses at the date of the sale, and I can 
illustrate what I mean by two examples: 

If you have two corporations, corporation A, and corporation B, 
and say each of them at a given point has a net worth of a million 
dollars, and each of them at that time has lost a half-million dollars, 
at that given point each of those corporations could be sold for pre- 
cisely heir net worth under the proposed legislation and the 


corporations would retain their carryovers intact, but let’s suppose 
that in one of those two corporations, corporation B, its stockholders 
haven’t yet lost heart. They want to try to make a go of their business 
if they can, and so on this evaluation date that we have just talked 
about here, it doesn’t sell its business, but it keeps in business for a 
while, and through the exigencies of the situation or recession, poor 
judgment or poor management of whatever you want, it loses, say, an 
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additional half-million dollars, so that a year later or 6 months later 
its net worth is only a half-million dollars, but it has a loss carryover 
ofa million dollars. 

That. first corporation, the owners of which did not have the cour- 
age to keep going, can get its net worth from a sale, or perhaps even 
a little bit more, something for the loss carryover, maybe 10 percent, 
maybe 20 percent. We don’t know what the market would give it, but 
it could get at least its net worth, we assume, and something more be- 
cause its carryover is intact. 

With respect to this other corporation which has a net worth now 
of a half-million dollars, because it decided to try to make the road, 
its loss carryover in the hands of the acquirer will not be even the 
half-million dollars which it would have been 6 months or a year 
earlier, but it will now be at the maximum $250,000 under the rules 
proposed by the advisory group’s report, whether or not the new 
corporation, the new owners, keep it in the same business or not. 

This arbitrary rule which limits the carryover to the consideration 
paid has the effect necessarily, it would seem to me, of favoring those 
corporations which lose money, but were wealthy in relative net worth 
at the beginning point, and will penalize those corporations which 


_ Jost so substantially that their net worth is no longer large in propor- 


tion to the existing carryover. It will encourage people to leave the 
business operation in which they are and turn it over to others with 
more massive capital at an earlier date than perhaps the economy 
would otherwise require. It discourages further risk on the part of 
those who are in a losing business, for otherwise they will be in a dif- 
ferent position from those who sel] at an earlier date. 

This whole approach is — inconsistent with the legislative 
approach manifested just last September by Congress in increasing the 
carryback from 2 years to 3 years, in encouraging small businesses to be 
able to take ordinary losses in the issuance of section 1244 stock and 


_ the like. This is inconsistent with that philosophy. 


In reorganization areas, the advisory group proposes that the con- 
tinuity of interest required of the shareholders of a loss corporation 
before there is any diminution in the amount of the carryover be in- 
creased from 20 percent to 50 percent. 

This, too, seems to me to be imposing a tremendous hardship on 
the owners of the loss corporation, whose money it is, after all, which 
was lost and to whom we should give the greatest opportunity to re- 
this lost investment. 

If you have a corporation which has lost money and it is relativel 
small, either because of the loss or in any event, and it is to be amal- 
gamated with a larger corporation, perhaps in the same line of busi- 
ness, Why should the shareholders of that corporation get less stock 
in the surviving corporation because their loss carryover can’t be 
evaluated if they are only entitled to a 20 percent interest in the sur- 
viving corporation than those shareholders in a corporation whose net 
worth is so great that they will be entitled to a 50 percent interest in 
the surviving corporation ? 

This rule of increasing the required proprietary interest does noth- 
ing to further either of the basic premises underlying our loss carry- 
over concept in the law, but does penalize those shareholders who have 
lost money in relatively small corporations. 
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It would seem to me that the 20 percent test of continuity of interest 
is more than adequate, as established in the 1954 code. 

Bear in mind that in the reorganization area the mere fact that 
ou have complied literally with the tests of a reorganization as out- 
ined in section 368 and the fact that you have a 20 percent interest 

as presently outlined in section 382, that isn’t sufficient to make a good 
reorganization. 

The courts and Treasury rulings have required two other things, 
They have required a business purpose and they have required con- 
tinuity of business enterprise, administratively and judicially in 
drafted rules which are essential to a good reorganization. Those 


rules, plus the 20 percent continuity of interest rule, would seem to be — 


ample protection to see to it that the two basic premises or philos- 
ophies of the loss carryovers are preserved without hurting unfairly 
ose people who own stock in loss corporations, 

I would agree that the same tests applicable to the A and C reorgani- 
zations should be applicable to the B reorganizations and to a 351 
situation. I don’t think that you should have artificial distinctio 
but as the 1954 code perhaps does in a free reorganization todeail 
think that should be changed as the advisory group requests, but I 
do think that the 20 percent continuity of interest rule, which inei- 
dentally is more than most courts require just for a reorganization 
to be tax free, is a more than adequate and sufficient rule. 

In the purchase area, whether you call a transaction a purchase or 
a reorganization has meaning in your reorganization areas as to 
whether there will be recognized for deferral of gain or loss, but in 
this area where you are looking for continuity of interest, it would 
seem to me, as the advisory group says, that it is irrelevant whether 
the transaction be dubbed a reorganization or a purchase. That being 


so, the same continuity of interest should be required in each instance, | 


and here, too, a 20 erage continuity of interest would seem to me to 


be more than enough to preserve the safeguards which everyone has in 


mind in these situations. 

A larger continuity of interest where you have business purchase 
and continuity of business enterprise will only serve to hurt those 
very persons whom we give lip service to, wishing to help. 

So far as the requirement of continuity of same business, the ad- 
visory group is completely right in my judgment in suggesting that 
section 269 be changed to eliminate the presumption based on basis 
of assets, which is, after all, in most business transactions an irrele- 
vancy, but it substitutes instead a test as to whether the same business 
is continued. That seems to me to be again an artificial test. 

If you have a corporation which has assets, but has lost substantial 
money in a business because perhaps it hasn’t kept up to date in 
technological change, and a variation in that business is necessary to 
convert a bad situation into a good one, then a change in business is 
desirable. 

The test should be, it would seem to me, whether, if a corporation 
has financed assets, substantial assets, those assets are devoted to a 


business. We want to avoid a situation where a corporation is pur- | 


chased and the day after that its fixed assets are liquidated and all you 
have is a corporate shell, or where the fixed assets are liquidated im- 
mediately before the transaction. But I do not, it would seem to me, 
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want to inhibit the technological change which is desirable and may 
be necessary to convert a losing proposition into a profitable one. 

For example, take a sweater business which has lost money knitting 
woolen sweaters. Should that corporation be denied its loss carry- 
over because it goes out of the woolen sweater business and into the 
miracle fibers ? 

As of now the Bureau, at least informally, would indicate that that 
is a change of business and the only test which it has for a change 
of business‘is the one-sentence test set forth in the Finance Committee 
report which accompanied the 1954 code. It is a very restrictive 
test. 
It would seem to me that the question of change of business should 
properly be in 269, but should be limited to the question of whether 
a business is continued with substantially the same fixed assets as the 
business had prior to the date of the transaction, not whether it is 
conducted in the same location, as the Finance Committee report says, 
where you may have an unfavorable location which may be causing 
you to lose the money, or whether you really have a business purpose in 
going forward with the transaction. 

Finally, I would agree that if any provisions are made, the effective 
date provisions of the advisory group’s report are appropriate in 
denying retroactively, but I think one thing should be clarified. In 
determining what is an option, the advisory group report suggests 
that an option not be treated as ownership unless the option is exer- 
cised, in which event the change of ownership will date back to the 
date on which the option was acquired, but there is no definition of 
what really is an option. And if a shareholder has a right to acquire 
stock, but not until, we will say, 8 years, 9 years hence, the actual 
date on which he is deemed to have the option to acquire stock should 
not ke deemed to occur until the time has elapsed when he can in fact 
reduce that stock to possession. Thank you. 

The Cnarrman. You suggest that the advisory group’s proposal 
to increase the continuity of interest requirement to 50 percent before 
there is diminution in the amount of loss carryovers would be a detri- 
ment to those whose operating losses are large in relation to net worth 
and — favor companies whose losses are small in relation to net 
worth. 

Mr. Wotrman. Yes, sir. 

The Cuarrman. Do you believe that a rule affecting both types of 
companies alike would be preferable ? 

Mr. Wotrman. I do. 

I think that a rule which looks not to the question of the considera- 
tion paid at all, but to the question of a realistic continuity of interest, 
such as 20 percent, and the making of a business both before and 
after the transaction, should be a sufficient test to preserve the safe- 
guards which are desired, the separation of the concept of corporate 
entity and shareholders as separate taxpayers and the leveling of a 
corporate taxpayer’s tax bill over a period of 9 years. I think the 
question of the consideration paid is a gross irrelevancy. 

_ The Cuarrman. It has been suggested by some that so long as there 
isa pack Y of 50 percent or more of stock ownership in a loss com- 
pany within a certain period of time, say 2 years, this should be 


enough to cause the elimination of the loss carryovers. 
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Do you agree with this thought ? Pr 

Mr. Wotrman. No, I do not, because I think it denies to too sub- 
stantial a group of people, namely, the other 50 percent owners of 
the loss company who have sold, the one opportunity that they may 
have to recoup at least a portion of the capital which they have in 
fact lost, namely, through a sale of the stock of a going corporation 
which would have a tax attribute if they still had some money of 


their own to put into it, but they have lost so much money that they | 


need people with more capital to come and run this corporate enter. 
rise, 

P Therefore, we should not deny them the only opportunity that 

they have of recouping something by the sale of the stock of a cor- 

poration which does have this tax attribute. 

The CHarrman. Since you do not agree with that suggestion, and 
you do not agree with the advisory group recommendation, what rules 
would you suggest to us that we might adopt to prevent this traffick- 
ing in loss corporations ¢ 

r. WoLFMAN. I would suggest, first of all, on the question of 
whether or not there is trafficking in loss corporations. There have 
been a great number of statements to that effect. I have not seen 
statistics or just how many transactions have been consummated 
where shells have been sold and where they have succeeded under 
existing law in maintaining the loss carryovers. 

I would doubt that there have been any transactions since the 
1954 code where shells have been sold and the carryovers have been 
maintained. I don’t know how that could be done under existing law, 
but my recommendation would be if the law is to change, that there 
be a continuity-of-interest-rule of 20 percent, that there be a going 
business in effect at the time of the transaction, be it reorganization or 
purchase, and that after the transaction there be a going business in 
effect in which (if the corporation is one in which capital is a sub- 
stantial income-producing aspect of the business, the fixed assets 
not be liquidated within a given period, say 6 months or a year. 

The CuHarrman. In an example you used, you said that the loss 
carryover of one of the corporations would sell for 10 or 20 percent, 


T believe. 

Mr. WotrMan. I beg your pardon? 

The Cuatrman. Did you not give an example that of the case where 
the loss carryover of one of the corporations would sell for only 10 or 
20 percent ? 

r. WotrmMan. The example I gave, sir, assumed two corporations, 
each of which had a million dollars net worth and each had lost a half 
million dollars. Then at that point under the advisory group’s report, 
either of those corporations could be sold for, say, a million dollars and 
still have their loss carryovers fully available. They might be sold for 
something in addition to a million dollars, some price which would 
reflect the carryover. Whether that would be 10 percent or 20 percent 
or 30 percent, I do not know, but there would probably be something 
that the market would determine which would be paid in addition to | 
the asset value of that corporation, but if one of those companies lost | 
money thereafter, that corporation’s carryover would be immediately 
reduced because these el bhdave had the courage and the risk and | 


were willing to incur the risk of staying in business a little bit longer 
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than the stockholders of the former corporation. They would lose 
their carryover and take a discount rather than getting any premium 
for their business. 

The Cuamrman. Under existing law is it possible that the person 
who sells a loss carryover may get less benefit than the person who buys 
a loss carryover ? 

Mr. Wotrman. That is hard to say categorically. That would de- 

nd on the price to be paid, but normally if you were selling a going 

usiness which had a carryover, the owner of the loss corporation 
would get the going value of the stock plus the value of the tax credit 
which a carryover is discounted to present value, which is what I 
would regard as a desirable rule. If he gets less than that, he gets it 
because the seller convinces him that he is not sure whether he will 
be able to use the loss carryover because of the indefiniteness and vague- 
ness of current law, but if the buyer could not say that to the seller, 
if the buyer couldn’t in all good consideration say “I am not sure 
whether I can use the carryover,” but were completely sure that he 
could use it, then the seller would be able to get the exact value of the 
carryover to present worth. He would have an accommodation mar- 
ket in the sale of going businesses, which I might say is not completely 
unfamiliar practice. 

In Pennsylvania, for example, if a corporation is being sold it may 
have tax credits for refunds due under the corporation net income tax 
law or under the unemployment compensation law, and in those sit- 
uations when the carryover is fully available in the event of a sale 
and as a result an accommodation market results where the sellers get 
full value for the carryover it is discounted only for present worth, 
because the buyer’s couldn’t say “You must take a discount because we 
may have to litigate our right to maintain it.” 

larity in determining when the buyer may use the carryover and 
liberaley in stating when he may use it will be the greatest boon to 
the seller that the Congress can enact. 

The CHarrman. Let’s take the reverse situation. Have you con- 
sidered whether there is any special problem where a loss corporation 
purchases the stock or assets of a profit corporation ? 

Mr. Wotrman. Yes, sir. 

The CuHarrMAN. Suppose that the purchase price is determined by 
the future earnings of the acquired business. Because of the large 
losses of the acquiring corporation these earnings will not be taxed. 
In this case are not the shareholders of the selling profitable corpora- 
tion obtaining the benefits of the loss corporation’s loss ? 

Mr. Wotrman. Only in the most incidental way. It may be that 
when one person benefits another person benefits also. 

The Cuatrman. No, it is not incidentally, as I see it. 

Mr. Wortrman. Well, I take the situation of a corporation which 
has lost substantial sums of money, but still it can without changing 
its own stockownership recoup its losses in one of two ways. It can 
start up its own business by buying a piece of real estate from John 
Jones, by buying machinery from someone else, getting labor from 
a third source, and materials and inventory from a fourth source. 
That is one way it can recoup, or it can buy a going business. 

In buying either the assets to start its own price, or a going busi- 
ness, on the other hand, financing it is an important factor. It can 
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finance it in one of two ways. If its credit has not been so badly 
impaired it can go to a bank and borrow and give as security the 
assets it acquires of the going business which it acquires. It will be 
able to pay off this bank loan out of the pretax profit, which will have 
a carryover, of the business which it develops or acquires. If it can- 
not get back credit and instead the sellers of the profitable business 
take back the equivalent of a purchase money mortgage and the 
provide the financing so that the buyer again can pay for that busi- 
ness out of its future earnings, there is no reason in the world to 
treat that buyer any differently. 

You have today situations, some which I have been involved with, 
two exactly, one where they can get insurance company or bank 
financing and another where they can’t get insurance company or 
bank financing, and so in the latter situation they get financing from 
the sellers, but the two situations are identical, and in each situation 
it would seem to me that it is the purpose and intent, and should be 
the purpose and intent, of section 172 to permit those people who 
have in fact lost money to recoup through diversification, which is 
part of what an expanding and burgeoning company would want 
to encourage. 

The CuHatrmMan. The example I gave where I said the purchase 
price is determined by the future earnings—— 

Mr. Wotrman. Determined, or payable out of ? 

The CuHairman. Determined by future earnings of the acquired 
business. To me this would be not an uncommon situation, and it 
is on all fours, as I see it, with a tax-exempt charitable organization 
acquiring a profitable business out of untaxed earnings. 

Mr. WorrMan. I am familiar with a number of situations and I 
have been involved with a number of situations where corporations 
which have lost money have purchased businesses and for a stated 
purchase price, but the payments, the installments of the purchase 
price, are measured by the future earnings with a due date of the final 
purchase price becoming due and with a fixed purchase price, and 
that is a financing arrangement no different in the one situation from 
that where the bank provides the financing or in the situation I have 
just indicated where the seller provides the financing. 

The CHairman. In the cases you describe, is not the purchase price 
larger than it would otherwise be? 

Mr. Worrman. I don’t think so. I think the seller will get paid 
back somewhat faster because of the loss carryover, but I do not be- 
lieve that the purchase price is larger because of the loss carryover. 

As a matter of fact, there is a situation with which I am familiar 
in which a corporation having a loss carryover purchased another 
company in 1957 for a stated price of $4 million payable out of future 
earnings, but with a fixed due date some 4 or 5 years from now. 
That purchase price was fully paid off in October of last year, a year 
and a half after the deal was made, because the business was far 
better than perhaps either of the parties thought, and the seller got 
a much lower purchase price than he would have gotten perhaps if 
he bargained harder with the company that had no loss carryover, 
a $4 million company payoff out of its own future earnings in less 
than 2 years by a loss corporation. 
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That is as frequent an occurrence as the situation where you wiil 
find a corporation paying it out over a longer period of time. 

The Carman. I want to understand you. I don’t want to mis- 
interpret your approach to this matter. However, your logic leads 
me to conclude that it is your opinion that actually what we should 
have in the law is a rule which permits free trading in loss carry- 
overs. 

Is that your position ? 

Mr. WortrMaAN. No, sir. 

The CuHairman. That would not be desirable, would it ? 

Mr. Wotrman. No; I don’t think so. I don’t know how you would 
accomplish it in the first place, but I certainly don’t suggest that. 
My position is that as long as there is a 20 percent continuity of 
interest of the stockholder interest in the loss corporation, if the 
profitable company buys it out, the law should be preserved as long 
as the loss corporation is in business before and after the transaction 
and with a 6-month or year period in both ends of it, but as far as 
the loss corporation is concerned, if there is no change in its owner- 
ship and it continues, its loss i ee should be fully available to 
the owners of that company who have lost money whether they can 
continue the same dead business, whether they can start up a new 
one, or whether they can buy one through a diversification approach, 
which is indicative of a growing and thriving economy. 

The Cnairman. You take just the opposite view then of the ad- 
visory group. 

Mr. Wourman. I take a view which differs from them. I don’t 
believe it is completely the opposite. 

The Cnamman. Your view, if we enacted it, would tend to liberal- 
ize in this area, would it not, in the case of sales ¢ 

Mr. Wotrman. I would think that existing law is satisfactory, al- 
though vague. I think it is superior to the approach suggested by 
the advisory group. If any change is to be made in existing law, the 
change that i would suggest would be to define and liberalize what 
constitutes a change of business. 

The Cuatrman. I had thought you wanted to change the 50 percent 
rule in the case of sales to a 20 percent rule, too. 

Mr. Wotrman. If any change is made in the proprietary interest 
then I think that should be reduced to 20 percent, but I don’t think 
it is essential. 

The Cuarrman. Would that be a reasonable liberalization ? 

Mr. WotrMman. Yes; it would be. 

The Cuarrman. Would it not be a liberalization if we defined the 
same business in a manner that would go in the direction of including 
some other business ? 

Mr. Wotrman. Change of business is not defined at all right now 
except in one sentence of the Finance Committee report, and it would 
seem to me that it is a liberalization if you were going to broaden 
what the Finance Committee report says is the same business. 

For example, under that report, sir, the mere change of location is 
a change of business, and, as ye if you have an unfavorable lease 


which is the cause of your losing money, changing to a more favorable 
location under the Finance Committee report could destroy entirely 
the loss carryover credit. 
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The Cuatrman. In your opinion, there is no real pressing public 
concern or interest that we might serve here by tightening this? Is 
this your point? 

Mr. Woirman. I think the real pressing concern and public interest 
which can very well be served is consistent with the public interest 
which was served last September and which was served in the 1954 
code; namely, putting such provisions into the law which will enable 
the economy to grow and which will enable people who have loss mone 
to recoup their investment by staying in business or by joining wi 
others in going businesses. 

The Cuarrman. However, here we are talking about the public 
interest being served by an individual going out of business through a 
sale. 

Mr. Wotrman. That is right. 

The Cuatrman. There is a lot of difference to me. 

Mr. Wotrman. However, that individual may have to dispose of his 
stock interest because he has lost money to people who can put more 
money into a business where his capital is lost. That is not the kind 
of individual who you just want to throw overboard and say, “You 
haven’t made the grade, fellow. We are no longer interested in you.” 
We want to give him an opportunity to recoup too in a way which 
will not destroy, in a way which will in effect marry him to the people 
who are going to put in the additional capital. 

The Cuarrman. If that is the purpose we want to serve, then why 
have any limitation? Why don’t we fix it so that there will be com- 
plete free transferability ? 

Mr. Wotrman. That might be an approach which perhaps should 
be considered, but I haven’t considered it, Mr. Mills. 

The CuHarrMan. You just said you did not want that, though. 

Mr. Wotrman. It does not seem to me that it is necessary. It does 
not seem to me that it will necessarily serve an interest beyond what I 
have indicated. I don’t see that it will serve any great purpose except 
selling credits on pieces of paper divorced from any business purpose. 

It seems to me that the maintenance of a business purpose through- 
out all of this is essential and desirable. 

The Cuarrman. You are very logical, but I just must disagree with 
you in the public interest that we have to serve and how we go about 
serving it. I do not believe in this area that we serve this public 
interest by liberalizing or going from a 50-percent rule to a 20-percent 
rule in the case of sales. Maybe we should better define this con- 
tinuity of interest than we have in existing law, but I think it should 
be defined in the direction of tightening rather than loosening. 

That is my own personal view. 

Are there any further questions? 

Mr. Mason. Mr. Chairman. 

The Cuatrman. Mr. Mason. 

Mr. Mason. I would say that our witness is very, very persuasive, 
but not altogether logical. 

The Cuarrman. Are there any further questions? 

We thank you, sir, for bringing to us this viewpoint. 

Mr. Wortrman. Thank you. I will submit a statement. 

The Cuarrman. Fine. 

Our next witness is Mr. Fredrick M. Eaton. 
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Mr. Eaton, for purposes of the record, please identify yourself 
by giving us your name, address and capacity in which you appear. 


STATEMENT OF FREDRICK M. EATON, ATTORNEY, NEW YORK 
CITY, N.Y., ACCOMPANIED BY JAMES R. ROWEN 


' Mr. Eaton. My name is Fredrick M. Eaton. I am an attorney 
practicing law at 20 Exchange Place in New York City, and I am 
here because of my interest in, and being a director of, several corpo- 
rations that might one day wish to take advantage of the spin-off 
provisions of the tax law. 

Inasmuch as recommendation No. 20 of the advisory group directs 
itself to section 355, I will address myself to this section. 

I have a statement here and if I may, Mr. Chairman, I will go down 
through it. 

The Cuarrman. You want to read the statement, or do you want 
it included in the record ? 

Mr. Eaton. I will summarize it. 

The CuHarrMan,. You are recognized, sir. 

Mr. Eaton. Section 355 as presently written permits a sole parent 
corporation to spin off tax free to its stockholders the stock of a sub- 
sidiary in which it owns 80 percent or more of the stock. I believe 
that section 355 should be amended to permit two parent corporations 
to spin off to their stockholders the stock of a subsidiary in which 
they jointly own 80 percent or more of the stock. 

There are today a number of corporations that were organized 
jointly by two parent corporations to engage in a new business, par- 
ticularly to develop and exploit a new process or product that would 
benefit from the experience of each of them. Many of these subsidi- 
aries have prospered and become substantial corporations in their own 
right. They have developed separate managements, a separate credit, 
and separate customers. They are separate corporate entities in every 
way. 

I have attached to my statement, which I would like to have in the 
record, a list of a few of those corporations. 

The Cuarrman. That is appended to your statement? 

Mr. Eaton. Yes. 

The Cuamman. Without objection, that will appear in the record. 

Mr. Karon. You will see how this has grown like Topsy since the 
war. Certain of these jointly held subsidiaries have reached a status 
of such independence that their parent corporations might one day 
consider distributing the stock of the subsidiaries pro rata to their 
stockholders. However, any such distribution is now effectively pre- 
vented by provisions of the Federal tax law that would tax any 
such distribution as ordinary income, and, therefore, the law is tend- 
ing to continue the concentration of economic power in the parent 
corporations. 

Section 355 should be amended to place a jointly owned subsidiary 
in the same position as the subsidiary of a single parent corporation ; 
two parent corporations of a jointly held subsidiary corporation 
should be allowed to spin off the stock of such subsidiary to their 
stockholders tax free. The amendment should apply in cases where 
the two parents together own 80 percent or more of the stock of the 
subsidiary. 
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A draft of an amendment that would accomplish this purpose is 
attached as exhibit B. The amendment is simple, and will not in- 
volve any drastic change in the present plan of the statute. In other 
words, it simply says if two corporations own 80 percent of the 
stock of a single subsidiary they can spin it off, whereas the present 
law says it has to be a single corporation that owns the subsidiary, 

The tax laws should not discourage the pooling of resources and 
experience for the development of new processes and products. Where 
a new corporate business is created by two parent corporations, the 
parent corporations should be permitted to transfer the subsidia 
to their stockholders tax free, to the same extent as if one of them 
had individually created and held the subsidiary. 

The present rule discriminates in favor of the very largest corpo- 
rations with limitless financial resources that are able to develop new 
processes and products without the help of others, and tends to dis- 
courage or discriminate against companies of medium or even sub- 
stantial size who put together their own resources to form an inde- 
pendent company. 

The tax laws should encourage the realinement of corporate in- 
terests where it is the purpose to simplify corporate structures and 
where the effect is to spread economic power among a greater num- 
ber of persons. There is an awful lot of effort going on both in the 
administration and Congress to disperse economic concentration. 

This present tax law that doesn’t permit two companies to spin off 
the single subsidiary tends to consolidate and continue economic con- 
centration where for perfectly good business purposes the two parents 
might well want to spin this stock off to their stockholders. 

If the parent corporations are permitted to spin off their jointly 
held subsidiary after it can stand on its own feet, they may thereby 
add to our industrial economy a new independent. corporation in a new 
business, and allow more persons to participate in our industrial 
management. 

The Senate Finance Committee in their report in 1951 in adopting 
section 112(b) (11) of the 1939 code, the predecessor of section 355, 
found as a fact that the then existing law did tend to continue con- 
centrations of economic power, and, in their language, that it was eco- 
nomically unsound to impede spin-offs. 

Incidentally, the Senate Finance Committee found at that time that 
small loss of revenues was expected as a result of the spin-off provi- 
sions. In fact, these companies are not going to distribute their sub- 
sidiaries as a taxable dividend, and therefore there will be no revenue 
loss if a tax-free spin-off is permitted. 

Although I have up to this point suggested a particular amend- 
ment. which would do the minimum to 355, namely to permit two com- 
a together to satisfy the existing control test, what I really be- 

ieve is that the 80 percent test of control, which is a purely artificial 
test, should be reduced to a practical control, which is 50 percent, and 
I urge that if at this session you are going to consider an amendment 
of section 355 you take a look at the basis behind the 80 percent con- 
trol figure, a purely artifical figure. How 80 percent got in the lawI 
don’t know. I am not sufficiently familiar with its history, but it is 
going to work hardships. It is going to impede the breaking down of 
these large units into smaller units. 
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I consider it particularly important that the jointly held subsidiary 
be placed in the same position for the purpose of section 355 as the 
subsidiary of a single parent, and therefore the draft of amendment 
would merely accomplish this end. However, if you are going to 
change the section, I suggest you also consider reducing this 80 per- 
cent test for control to 50 percent. 

If I may ask, Mr, Chairman, that my statement be included in the 
record together with these two exhibits, I would be glad to answer any 
questions which you might have. 

The CuairmMan. Without objection, your statement, exhibits, and 
copy of your amendment will be included in the record, Mr. Eaton. 

(Material referred to follows :) 


STATEMENT OF FREDERICK M. EATON ON AMENDING SECTION 355 To PERMIT THE 
TAX-FREE SpPin-OFrr OF A JOINTLY OWNED SURSIDIARY 


My name is Fredrick M. Eaton. I am an attorney practicing at 20 Exchange 
Place, New York, N.Y. 

I appear with refernece to section 355 of the Internal Revenue Code of 1954, 
relating to the tax-free distribution by a parent corporation to its stockholders 
of the stock of a controlled subsidiary corporation. 

Section 355 as presently written permits a sole parent corporation to spin off 
tax free to its stockholders the stock of a subsidiary in which it owns 80 percent 
or more of the stock. I believe that section 355 should be amended to permit 
two parent corporations to spin off to their stockholders the stock of a subsidiary 
in which they jointly own 80 percent or more of the stock. 

There are today a number of corporations that were organized jointly by 
two parent corporations to engage in a new business, particularly to develop 
and exploit a new process or product that would benefit from the experience 
of each of them. Many of these subsidiaries have prospered and become sub- 
stantial corporations in their own right. They have developed separate man- 
agements, a separate credit, and separate customers. There is attached as 
exhibit A a list of a number of such corporations, showing their businesses, and 
the names of their parent corporations. 

Certain of these jointly held subsidiaries have reached a status of such inde- 
pendence that their parent corporations might consider distributing the stock 
of the subsidiaries pro rata to their stockholders. However, any such distri- 
bution is now effectively prevented by provisions of the Federal tax law that 
would tax any such distribution as ordinary income. 

Section 355 should be amended to place a jointly owned subsidiary in the 
same position as the subsidiary of a single parent corporation; the parent corpo- 
rations of a jointly held subsidiary corporation should be allowed to spin off the 
stock of such subsidary to their stockholders tax free. The amendment should 
apply in cases where the two parents together own 80 percent or more of the 
stock of the subsidary. A draft of an amendment that would accomplish this 
purpose is attached as exhibit B. The amendment is simple, and will not involve 
any drastic change in the present plan of the statute. 

The tax laws should not discourage the pooling of resources and experience 
for the development of new processes and products. Where a new corporate 
business is created by two parent corporations, the parent corporation should be 
permitted to transfer the subsidiary to their stockholders tax free, to the same 
extent as if one of them had individually created and held the subsidiary. The 
present rule discriminates in favor of the very largest corporations with limitless 
financial resources that are able to develop new processes and products without 
the help of others. 

The tax laws should encourage the realinement of corporate interests where 
it is the purpose to simplify corporate structures and where the effect is to 
spread economic power among a greater number of persons. If the parent 
corporations are permitted to spin off their jointly held subsidiary after it can 
stand on its own feet, they may thereby add to our industrial economy a new 
independent corporation in a new business, and allow more persons to participate 
in our industrial management. 
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I consider it particularly important that the jointly held subsidiary be placed 
in the same position for the purpose of section 355 as the subsidiary of a single 
parent, and therefore my presently proposed amendment would merely accom. 
plish this end. However, in my opinion section 355 should also be amended to 
reduce the percentage test of “control” from 80 percent to 50 percent, both for 
the subsidary of a single parent and for a jointly held subsidiary. The spinoff 
of the stock of a subsidiary should be permitted in cases where a parent corpora- 
tion owns 50 percent or more of the stock of the subsidiary, or where two parent 
corporations together own 50 percent or more of the stock. Thus, there are some 
subsidiaries, which were originaly organized by a parent corporation or jointly 
by two parent corporations to develope a new process or product, which have 
subsequently raised additional funds through the sale of additional common 


stock to the public. 


The stock ownership of the parent corporation or the joint 


parent corporations in these instances has been reduced to less than 80 percent 
solely by reason of the sale of additional stock to the public. In my opinion the 
parent corporation or corporations in these circumstances should be permitted to 
spin off to their stockholders their stock in the subsidiary. All of the reasons 
of policy for permitting the spinoff of an 80 percent subsidary apply as well toa 


50 percent subsidiary in this situation. 


ExHIBIT A 


Subsidiary corporations jointly owned by 2 parent corporations * 


Name of subsidiary 


Business 


Name of one parent 


Name of other parent 


Titanium 


orp. 
APRA Precipitator Corp_-- 


Arizona Chemical 


Bendix-Westinghouse Au- 
tomotive Air Brake Co. 


Chemagro 


Chemstrand 
Columbia National Corp- -- 


Dow Corning Corp 


Goodrich-Gulf Chemicals, 


nc. 
Greenville-Evans Co_......- 


Jefferson Chemical 
Ketchikan Pulp 


Ketona Chemical Corp. 
Koppers Pittsburgh 
Lake Chemical 
Metal Chlorides Corp. 
Mobay Chemical Co-.....--. 
Nuclear Metals, Inc. 


Old Hickory Chemical Co-. 


Pan American Grace Air- 
ways, Inc 


Ecko-Alcoa Containers, Inc- 
Fretz-Moon Tube Co., Inc_. 


Titanium metal 


Electrostatic gas 
and smoke pre- 
cipitators. 

Chemicals and 
chemical prod- 
ucts. 


Agricultural 
chemicals. 

Textile fibers_.._.- 

Zirconium metal. - 


Silicone products... 
Aluminum foil 
containers. 
Motor fuel com- 
pounds. 
Buttweld tubing 
products. 
Petrochemicals... 


Rebuilds old 
freight cars. 

Solid fuels for 
rockets and 
missiles. 


Anhydrous 
ammonia. 
Phthalic 
anhydride. 
Copper chemicals - 
High-temperature 
furnace equip- 
ment. 
Isocyanate 
chemicals. 
Contractor- 
operator of 
atomic energy 
metallu gical 
research 
laboratory. 
Carbon bisulphide 


Commercial air 
transportation. 


See footnote at end of table. 


Kennecott Copper Corp... 
Manufacturing 
0. 


International Paper Co_... 


Westinghouse Air Brake 
Co. 

Pittsburgh Coke & Chem- 
ical Co. 

American Viscose Corp. 

Pittsburgh Plate Glass 


Co. 
Corning Glass Works. ..-- 
Aluminum Co. of Amer- 


ica. 
General Motors Corp- 
National Supply 
B. F. Goodrich Co-_....... 
Evans Products Co...---- 
Foote Mineral Co.......-.- 
American Cyanamid Co. . 
Puget Sound Pulp & 

Timber Co. 
Hercules Power Co-.....-- 
Koppers Co., Inc.-........- 
Harshaw Chemical Co---- 
Diamond Alkali Co_...... 
Monsanto Chemical Co-.-- 


Alleghany Ludlum Steel 
Corp. 


E. I. du Pont de Nemours 
0. 
W. R. Grace & Co.......-. 


Allied Chemical Corp. 
The Air Preheater Corp, 
(subsidiary of Combus- 
tion Engineering, Ine,), 
American Cyanamid Co, 
Bendix Aviation Corp. 
Bayer, A. 


Chemical Co. 
National Research Corp. 


Dow Chemical Co. 
Ecko Products Co. 


Standard Oil Co. of New 

Republic Steel Corp, 

Gulf Oil Corp. 

Greenville Steel Car Co, 

Electro-chemical 


Texas Co. 
American Viscose Corp. 


Alabama By-Products 
Corp. 

Pittsburgh Plate Glass Co, 

Calumet & Hecla, Inc. 

Salem-Brosius, Inc. 

Bayer, 

Arthur D. Little Co., Ine, 


Stauffer Chemical Co, 


Pan American World Alr- 
ways, Inc, 
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Subsidiary corporations jointly owned by 2 parent corporations *—Continued 


Name of subsidiary 


Business 


Name of one parent 


Name of other parent 


Petroleum Chemicals, Inc. . 


Petro-Tex Chemical Corp-- 

Pittsburgh-Corning 

Railroad Friction Products 

B-W Paper 


Royal Precision 
Saran Yarns Co..........--- 
Southern Minerals Corp-..- 
Stauffer-Aerojet 


Sylvania-Corning Nuclear 
Corp. 

Texas-U.S. Chemical 

Texas-Zinc Minerals Corp. - 

Titanium Metals Corp__.-.- 


Vitro Minerals Corp-...-...- 


Butadiene, anhy- 
drous ammonia, 
and ethylene. 


Glass building 
blocks and tile. 
Brake 


Glassine and 
greaseproof 
papers. 

Electronic com- 


puters. 
Saran fabrics.....- 


Oil, gas, and 
other minerals. 

Fuels for rockets 
and missiles. 


Nuclear energy 


Synthetic rubber 
Uranium 
Titanium 


Vacuum metal- 
ized paper and 
plastics. 

Vitreous enamel- 
ing of steel 
products. 

Uranium 


Cities Service Co........-- 


Food Machinery & Chem- 
ical Corp. 

Pittsburgh Plate Glass Co_ 

Johns-Manville 


Weyerhaeuser Timber Co. 


Royal McBee Corp- -..-.--- 
Dow Chemical Co........ 
American Cyanamid Co.. 
Stauffer Chemical Co. 


Corning Glass Works. - --- 
U.S. Rubber Co- _-....-...- 
New Jersey Zinc Co. 
National 


National Research - 


Youngstown Sheet & 
Tube Co. 


Vitro Corp. of America... 


Continental Oil Co. 


Tennessee Gas Transmis- 
sion Co, 
Corning Glass Works. 


Westinghouse Air Brake 


30. 

Rhinelander Paper Co. 
(subsidi of St. Regis 
Paper Co.). 

General Precision Equip- 
ment Corp. 

National Plastic Products 


Co. 
Pittsburgh Plate Glass Co. 
Aerojet-General Corp. 
subsidiary of G 
ire & Rubber Co.). 
Sylvania Electric Prod- 
ucts, Ine. 
Texas Co. 
Do. 
Alleghany Ludlum Steel 
Corp. 
Champion Paper and 
bre Co. 
Poor & Co. 


Rochester & Pittsburgh 
Coal Co. 


1 The information set forth herein is derived principally from Standard & Poor’s ‘“‘Corporation Records” 
and ae “Industrial Manual, 1958." The accuracy of the information has not been independently 


verified. 
subsidiaries. 


Exuisit B 


companies on this list represent only a small number of the total number of jointly held 


ProposeD DRAFT OF AMENDMENT TO SECTION 355 To PERMIT THE SPINOFF OF A 
JOINTLY OWNED SUBSIDIARY 


The proposed amendment may be effected by adding the following subpara- 
graph (4) to subsection 355(a), and by renumbering present subparagraph 


“(4)” to read “(5)”: 


“(4) If two corporations are jointly in control of another corporation within 


the meaning of subsection 368(c), each corporation shall be deemed to be in 
control of such other corporation for the purpose of this section: Provided, That 
each owns stock possessing at least 40 per centum of the total combined voting 
power of all classes of stock entitled to vote and at least 40 per centum of the 
total number of shares of all other classes of stock of such other corporation.” 

Mr. Eaton. Thank you. 

The Cuairman. As I recall, the 1939 code did not impose any per- 
centage of ownership for purposes of the spinoff provision. In 1954, 
this 80 percent rule was adopted, as I recall, for purposes of tightening 
the spinoff rule. It has had that effect, has it not? It has actually 


served to tighten the possibilities of tax-free spinoffs; has it not? 

Mr. Earon. That is my understanding. 

The Cuarrman. That is my recollection. 

Mr. Eaton. The 1951 amendment to the 1939 code included the 
first spinoff provision, as 112(b) (11). 

The Cuatrman. I think that is probably right, but, as I recall, there 
was not any percentage of ownership involved in that rule. 
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Mr. Eaton. That is correct. That came in first in the 1954 code, 

The Cuarrman. I had never thought of this problem and I appre 
ciate your bringing it to the attention of the committee, because Thad 
not thought in terms of joint ownership by two corporations of a third 
corporation, of that being considered a joint subsidiary in the sense 
that we refer to a subsidiary under the tax laws. 

I can see how it could be a subsidiary of the two and that, in a sense, 

ou are preserving the 80 percent ownership rule, but you are dividing 
it between two corporations that jointly own this third corporation. 

Mr. Eaton. That is correct. 

The Crarrman. So that, in a sense, you are not changing the 80 
percent ownership rule. You are merely making it apply in this 
specific case to this joint ownership. . 

Mr. Eaton. That is my specific recommendation, but I am saying 
that my own belief is that if you are going to make any change in 
section 355, you should also change the ownership rule from 80 percent 
to 50 percent, which is effective control. : 

The Cuarrman. However, that is with respect to the ownership of 
one corporation by one? ones 

Mr. Eaton. One by one, and two by two. I will give you a par- 
ticular situation. 

The Corning Glass Works and Owens-Illinois Glass Co. own a 
company called Owens-Corning Fiberglas. They formed it as a 
50-50 company. After they had been going about 10 years Owens- 
Corning Fiberglas, itself, sold additional stock to the public. This 
is healthy to do. 

However, having done that, Corning and Owens-Illinois couldn’t 
spin that off to their stockholders. Actually, even if a jointly held 
subsidiary were treated like the subsidiary of a single parent under 
present law that company today is larger than either one of the par- 
ent companies were when it was formed and today Corning and 
Owens-Illinois own 60 percent of that company. They ought to be 
able to spin the stock off and let that company operate on its own, 
although, so far as I know, they have no such intentions at this time. 

I can give you another example. Monsanto Chemical Co. owned 
all of Monsanto Chemicals, Ltd., which is the largest chemical com- 

any in Britain other than Imperial Chemical Industries. The Brit- 
ish subsidiary subsequently sold 40 percent of its stock to the public, 
which again is a healthy thing for the British economy and for our 
own relations with them. Monsanto couldn’t spin that off under this 
80 percent test. Although my specific recommendation is that if you 
are going to keep the 80 percent test, let it apply to two companies 
who together own 80 percent, I urge that you also consider reducin 
that test to 50 percent and then having it apply to a subsidiary own 
by one parent or by two parent companies. 

The eet I see. 


Let me ask you this: It just occurs to me as you present this sugges- 
tion that there should be some rules for allocation of earnings and 
profits of the distributing and controlled corporations under your 
proposal. There is that provision in existing law with respect to the 
one owning the one; istherenot? Or perhaps there is not. 

Mr. Eaton. I am not awful good on this technical business. I don’t 
know much about it. 
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The Cuarrman. I think I was right in the first instance. 

Mr. Eaton. I think under 355, if you own 80 percent of a company 
that you spin it off to your stockholders, that is the end of it, pro- 
vided that both businesses continue. 

The Cuarrman. Is there not an allocation of earnings and profits? 

Mr. Eaton. I don’t know. 

Is there an earnings-and-profit test in this statute, Jim? This is 
my associate, James Rowen. 

Mr. Rowen. Not when you spin off an existing subsidiary. If you 
put part of the business of the parent corporation into the subsidiary, 
then you have to allocate but not when you have a subsidiary already 

ing. 

The Crarrman. Here is the allocation rule with respect to such 
corporations—it appears in section 312(i) : 

In the case of a distribution or exchange to which section 355 (or so much of 
sec. 356 as relates to sec. 355) applies, proper allocation with respect to the earn- 
ings and profits of the distributing corporation and the controlled corporation 
(or corporations) shall be made under regulations prescribed by the Secretary 
or his delegate. 

Mr. Rowen. That takes in the situation where you take a part of 
the business and then put it into a subsidiary and then spin it off. 
Then tat have to allocate part of the earnings and profits to the 
subisidiary. 

However, when you have a subsidiary in existence already with its 
own earnings and profit, I do not believe you allocate any earnings 
and profits to the subsidiary. 

The Cuarrman. Will you identify yourself? 

Mr. Rowen. James R. Rowen. 

The Cuatrman. My aac is this: To the extent that that rule a 
plies in existing law, should we have such a rule applicable in the 
proposal of Mr. Eaton? 

r. Rowen. That is right. If ” have such a rule, then it would 
apply as well in this type of spinoff. 
he CuarrMAn. You would make it apply # 

Mr. Eaton. That is right. 

The Cuarrman. Just as it does in the case of the spinoff of an 80 
percent owned subsidiary ? 

Mr. Eaton. That is right. 

Mr. Kreocu. Mr. Chairman, I hope I will be forgiven if I have the 
record note that Mr. Eaton is a partner of one of the outstanding, 
oldest, and most reputable law firms in the city of New York, Shear- 
man, Sterling & Wright. 

Mr. Eaton. I thank you very much, Mr. Keogh. 

The Cuatrman. Are there any further questions ? 

If not, Mr. Eaton, we thank you, sir, for bringing this suggestion 
to us. 

Mr. Baker. 

Mr. Baxer. Mr. Eaton, you state that the spinoff of a jointly 
owned subsidiary would have the effect of spreading economic control 
among a greater number of persons, Would you care to enlarge on 
that statement? 

Mr. Earon. I don’t know how much I can enlarge on it, but at the 
moment, where you have this large number of subsidiary companies, 
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that management is necessarily under the top management of these 
parent companies. If you can spin them off, here is a new manage- 
ment that can move on its own. 

If you could have seven good strong independent stores in a town, 
you are better off than to have just one chain. 

In this age of technology it is increasingly difficult for any one 
company to develop many of these new processes. The Corning Glass 
Works and Sylvania Electric Products went together to do an atomic 
operation on a heat unit. It is hoped that the new company will one 
day grow up where it will be as large as the two of them. If so, the 
eg corporations should be permitted to spin it off if they desire 
to do so. 

Chemstrand is a $200 million company and it ought to be able to 
go off on its own one day if it becomes desirable businesswise. At 
my rate, the tax laws ought not to impede it. 

must emphasize that none of these parents that I have referred 
to have any present thought of distributing stock, but if in the future 
they should desire to do so, the tax laws should not impede it. 

Mr. Baxer. Then you feel that the formation of joint subsidiaries 
should be encouraged ? 

Mr. Eaton. Yes, I think it should be and will be if you don’t im- 
pede them spinning them off once they grow up to be of substantial 
size. 

Mr. Baxer. Could it be limited to cover those which were originally 
organized and created by the two parent corporations, or should it? 

r. Eaton. I haven’t any company in mind that that amendment 
would adversely affect. 

My own view is that I would not impede any kind of a spinoff, but 
certainly if that were the only limitation on it, I don’t think there 
would be any great harm from it. 

Mr. Baxer. That is all. 

The CHarrman. Are there any further questions? 

Tf not, Mr. Eaton, again we thank you, sir. 

Mr. Eaton. Thank you very much. 

The Cuatrman. Our next witness is Mr. Kernan Gorman. 

Would you identify yourself for the record. 


STATEMENT OF KERNAN GORMAN, APPEARING ON BEHALF OF F.C. 
HUYCK & SONS, RENSSELAER, N.Y. 


Mr. Gorman. My name is Kernan Gorman. I am an attorney 
practicing with the firm of Kelley, Drye, Newhall & Maginnes in 
New York City. Llappear on behalf of our client, F.C. Huyck & Sons, 
a New York corporation, of Rensselaer, N.Y., and ask that this state- 
ment be incorporated in the record of this hearing. 

At its plants in Rensselaer, N.Y., Aliceville, Ala.; and Arnprior, 
Ontario, F. C. Huyck & Sons manufactures items used principally in 
papermaking. The company is also engaged in the manufacture of 
eer instruments and contro] devices at Huntington Station at 

ng Island in New York, and Bristol, R.I. 

The company was founded in 1870, incorporated in 1907, and now 
employs over 1,600 persons. Currently its consolidated assets are 
about $20 million. Annual sales are about $20 million. 
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The er has a chronic shortage of capital. To supply its 
capital needs, the company wants to develop a common stock structure 
and a stock dividend policy which will enable it to retain a larger 
amount of its earnings after taxes and at the same time attract a 
variety of investors. We want to issue two class common stock, one 
class of which would ordinarily pay dividends in stock, the other of 
which would pay dividends in cash. Such a two-class system would 

rmit the company to sell one type of stock to investors interested in 
eash dividends and at the same time to attract those who are interested 
in the appreciation of their investment through growth of the com- 
pany, those investors who are more interested in seeing their invest- 
ments grow with the company. 

Under section 305, as all you gentlemen know, of the Internal Reve- 
nue Code, the common stock dividends are generally untaxable pro- 
vided no stockholder has an election to take his stock dividend in cash 
if he prefers. The statute presently does not cover the situation about 
which I will speak this morning. 

The statute says nothing about the situation wherein there are two 
classes of common stock paying different types of dividend, that is, 
one in cash and the other in stock, but where there is no election on 
the part of the shareholder to receive the stock or cash. 

e Treasury Department in 1956 sought to clarify its position b 
proposing an amendment to the regulations under section 305, whic 
states in effect that, if there are two classes of common stock out- 
standing and a dividend in stock is paid with respect to one and a 
dividend in cash with respect to the other, there will be deemed an 
election available to the shareholders; that is, the mere existence of 
two classes of common stock will of themselves be sufficient to render 
stock dividends taxable. 

That would put us in a situation wherein any distribution of common 
stock in a two-class system, when a cash dividend is being paid on the 
other shares, that stock dividend would be taxable. 

The proposed regulation has never been adopted in final form and 
it appears to us unwarranted under section 305. However, the mere 
existence of such a proposed regulation on the books has been sufficient 
so far as I know to deter every company who had some plans for 
instituting two-class common stock from doing it. That is, the regu- 
lation is standing in the background inhibiting this kind of capital 
stock structure. 

While the Revenue Service has made its position on two-class 
common stock fairly clear in this proposed regulation, the Subchapter 
C Advisory Group in its ovine report on corporate distributions 
doesn’t offer an interpretation of the tax status of stock dividends 
paid under a two-class common stock structure. 

However, the Subchapter C Advisory Group recommends that a new 
section, section 305(b) (8), be enacted, which would effectively convert 
into law the Treasury Department’s extreme position on the subject. 
That is, under the proposed 305(b) (3) to which we object, the mere 
case of two-class common stock would render stock dividends taxable 
when paid with respect to one class. 
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The advisory group has noted in its report that its position has 
been criticized as extreme and, just briefly if I may, I will quote from 
the advisory group report on page 16: 

The advisory group recognizes that there are arguments against the adoption 
of its proposal and that the proposal should not be adopted if it is desired ag 
a matter of congressional policy to facilitate corporate financing by making it 
possible for taxpayers desiring to escape the burden of the high tax brackets 
to hold common stock paying regular dividends in money. The advisory group 
is concerned, however, that if this type of capital structure Is sanctioned, it 
will become so widely used that it might in time endanger the revenue and 
lead to taxation of stock dividends, at least to the extent that they were taxable 
under the 1939 code. 

We do not agree with the advisory group’s statement that the 
widespread use of the two-class common structure would act to 
reduce revenue, and Mr. Rosenthal mentioned a variety of reasons 
for that this morning in his testimony. 

Nevertheless, we recognize that with the Treasury in opposition, 
and the Subchapter C Advisory Group in opposition, those are im- 
portant matters entitled to great weight and, as a representative of a 
smaller company, I am here this morning to offer frankly compromise 
legislation directed to assist small- and medium-sized corporations 
who have the greatest need to employ two-class common stock, and 
which respectfully urge that Congress follow a policy of facilitating 
the corporate financing of these smaller and medium-sized corpora- 
tions. 

We propose for your consideration a new section 305(c) which we 
believe will effectively encourage the use of two-class common stock by 
smaller companies through permitting stock dividends on one class 
to be received without the shareholder having to include such stock 
dividends in gross income for the year received. 

The text of our proposed amendment is annexed to my printed 
statement for your inspection at any time, and I ask that it be included 
in the record in this hearing. 

The Cuairman. Without objection, that, and your entire statement, 
will be included in the record. 

Mr. Gorman. Because the proposed section 305(c) is primarily 
an effort to give the smaller corporations a particular appeal in the 
money market through clarifying the tax status of stock dividends 
paid on one class of two-class common stock, the section proposes 
a limitation of $10 million on the dollar value of stock dividends to 
which the section would apply. That is, in the circumstances where 
stock dividends are paid on one class of two-class common, it would 
be clear under our proposed section that the stock dividends would 
not be taxable until the point at which the shares distributed as stock 
dividends exceeded $10 million in their aggregate market value. 
Market values for the purposes of applying the limitation would be 
determined at the dates of issue of the stock dividend shares. Draw- 
ing the limitation in the manner proposed, that is, using a dollar ceiling 
avoids problems of having to define what is small business and what 
is a medium-size business, and we feel that a dollar limitation will 
effectively discourage the very largest corporations from using this. 

In effect, it is just too small for them to bother with. The amount 
suggested, $10 million of this next stock dividend which may be 
distributed without current tax effect, is thought sufficient to enable 
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a company to utilize two-class common stock as a means of retaining 
funds during the period of most acute need for gross capital. When 
the $10 million limitation has been reached it may be expected that 
the companies will declare subsequent dividend on both classes, all 
in cash or all in stock, which would be perfectly in accord with the 
code as it presently is. 

However, we would like to emphasize that the amount as drawn in 
our section 3805(c) is presented to clarify the taxation of dividends 
paid in the circumstances covered by its terms. The subsection we 
propose does not imply that under present law stock dividends paid 
on one class of two-class common stock are taxable. The final sen- 
tence of the proposed amendment expresses this point. Enactment of 
the amendment at this time is recommended in order that appropriate 
steps may be taken by corporations with the need for two-class sys- 
tems who are now reluctant to adopt such systems in view of the posi- 
tion taken by the Treasury Department in regulations proposed 
under section 305. As has been said, the Treasury Department pro- 
poses to tax such stock dividends as dividends in property because of 
the mere existence of the two classes of common stock. 

This point has been raised by Mr. Rosenthal this morning and we 
are in agreement with him. However, we think that this two-class 
common stock situation should be clarified so at least the small and 
medium companies who are very much in need of this structure may 
adopt it presently. 

Enactment of the amendment it seems to us is necessary in view of 
the position of the Treasury Department in its proposed regulations. 
Currently no one in effect dares to try two-class common stock that 
does not already have it. 

The exclusion from gross income on receipts of these stock divi- 
dends shares will not be permitted if the shareholders to whom the 
stock dividends are payable have any election to receive cash or other 
property. However, a stockholder receiving a distribution in stock, 
otherwise within the provisions of proposed section 305(c), need not 
include the distribution in gross income merely because he has the right 
to exchange his shares for an equivalent number of shares of the other 
class. The right to convert shares of one class for another will not con- 
stitute an election within the meaning of section 305(b) (2). Presently 
on the books there is no election, we think, in the circumstances where- 
in the shareholder can obtain cash dividends only by surrendering the 
dividend shares he holds. 

The privilege to convert shares of the stock dividend class into 
shares of the cash dividend class is considered of great importance 
if an issue of two-class common stock is to be an effective method of 
equity financing. Without such a conversion privilege, shares on 
which stock dividends are ordinarily paid might not be readily sold 
since the market. for such shares would be continuously limited to 
those purchasers whose interest is confined solely to capital apprecia- 
tion; in addition the market value of common is often closely related 
to its expected cash dividend yield. 

Since the market for such shares would be continuously limited to 
those investors whose interest is confined solely to capital apprecia- 
tion. Also the market value of common stock is often closely related 
to its expected cash dividend yield. 
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No reference is made in our proposed amendment to situations in 
which shareholders have no right to convert one class of common stock 
into another. It is believed that the subsection need not expressly 
point out that the mere existence of two classes of common will not 


constitute an election subjecting dividends paid in stock to taxation 


as they are received. 

The chronic difficulties met by small companies in obtaining funds 
necessary for additional plant or greater inventory are well known 
and will not be stressed here. This problem has been pointed up off- 
cially in a report of the U.S. Senate Select Committee on Small Busi- 
ness; the report from which I will quote briefly, followed extensive 
hearings in 14 cities: 

“Many were the witnesses who complained of an inability to keep 


up with an expanding market simply because of an inability to obtain | 


the necessary funds for plant production or inventory expansion, 


These people have proved that they can compete with the best that — 
the bigger concerns can produce, but, unlike their larger competitors, _ 


they have not the ability to grow with their expanding markets.” 

In testimony given before this committee on February 4, 1958, 
Grenville R. Holden, president of F. C. Huyck & Sons, outlined the 
difficulties the company has met in its efforts to obtain equity capital, 
A two-class common stock structure was pointed up by Mr. Holden 
as being the best possible solution to the capital problems of F. C. 
Huyck & Sons ty other corporations facing continuing difficulties 
in raising capital funds. We shall be pleased to provide copies of 
Mr. Holden’s remarks to anyone requesting them. 

The chief advantage of a limited two-class system is that it will 
allow a corporation to attract two classes of investors, those who wish 
cash income and those more interested in the growth of the company 
and eventual taxable profit on sale or other disposition of their shares, 
There seems no question that there are many investors willing to 
forego current income for the prospect of enjoying appreciation on 
a long-term investment. Our amendment to section 305 has been 
drawn with the purpose in mind of attracting to the smaller corpo- 
rations just this kind of investor—who sie i 
incentive to purchase the shares of a small company in preference 
to those of a sen and well-established corporation. We respectfully 
request that our proposed amendment be given careful consideration. 

The Cuatrman. Are there any questions? 

Mr. Gorman, we thank you, sir, for coming to the committee and 
giving us this discussion. 

If there are no objections, your entire statement will be included 
in the record at this point. 

(Mr. Gorman’s prepared statement follows :) 


STATEMENT OF KERNAN GORMAN, APPEARING OF BEHALF OF F. C. Huyck & Sons 


e given an additional | 


Mr. Chairman and members of the committee, my name is Kernan Gorman. / 


I am an attorney practicing with the firm of Kelley, Drye, Newhall & Maginnes 


in New York City. I appear on behalf of our client, F. C. Huyck & Sons, a New © 
York corporation, of Rensselaer, N.Y., and ask that this statement be incor: | 


porated in the record of this hearing. 

At its plants in Rensselaer, N.Y., Aliceville, Ala., and Arnprior, Ontario, 
F. C. Huyck & Sons manufactures items used principally in papermaking. The 
company is also engaged in the manufacture of precision instruments and control 


devices at Huntington Station, N.Y., and Bristol, R.I. The company was founded — 
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in 1870, incorporated in 1907, and now employs over 1,600 persons. Currently 
its consolidated assets are about $22 million. Annual sales are about $20 million. 

The company needs capital. To supply its capital needs the company wants 
to develop a common stock structure and a stock dividend policy which will 
enable it to retain a larger amount of its earnings after taxes and at the same 
time attract a variety of investors. We want to issue two-class common stock, 
one class of which would ordinarily pay dividends in stock, the other of which 
would pay dividends in cash. Such a two-class system would permit the com- 
pany to sell one type of stock to investors interested in cash dividends and at 
the same time to attract those who are interested in the appreciation of their 
investment through growth of the company. 

Under section 305 of the Internal Revenue Code of 1954 common stock divi- 
dends are nontaxable—provided no stockholder has an election to receive cash 
or other property as a dividend instead of the stock. The statute presently 
contains no reference to a situation where there are two classes of common 
stock paying different types of dividends but involving no election on the part 
of the shareholders to receive stock or cash. However, on July 10, 1956, the 
Treasury Department published a proposed amendment of the regulations in 
effect under section 305 (21 F.R. 5104). No final action has yet been taken on 
the proposed amendment, which states in part: 

“Where a corporation having two classes of common stock outstanding, with 
respect to which dividends may be paid in stock on one class and in money (or 
other property) on the other class, makes a distribution (or series of related 
distributions) in money (or other property) as to one class and in stock as to 
the other, the distribution of stock is not under section 305(a) since there is a 
choice as to the medium of payment of any distribution by virtue of the ex- 
istence of the two classes of common stock.” 

Under this proposed regulation the mere existence of two classes of common 
stock would impute to a shareholder an election to receive stock or cash on his 
shares even though no actual right of election exists. Thus any distribution 
of common stock with respect to one class of common stock under a two-class 
common stock arrangement would be a distribution taxable to the shareholder 
upon its receipt. While this proposed regulation has never been adopted, and 
appears unwarranted under section 305, it existence in proposed form is suf- 
ficient to deter any company from instituting a two-class common stock struc- 
ture. 

On the other hand, the Subchapter C Advisory Group in its December 11, 1958, 
revised report on corporate distributions and adjustments does not offer an in- 
terpretation of the current tax status of stock dividends paid under a two-class- 
common-stock structure, but does recommend that a new section 305(b) (3) be 
enacted which would effectively convert into law the Treasury Department’s 
extreme position on the subject; that is, that the mere existence of two classes 
of common stock would render stock dividends taxable when paid with respect 
to one class. 

The advisory group notes, at pages 15 and 16 of its revised report that its 
position has been criticized as extreme and states: 

“The advisory group recognizes that there are arguments against adoption 
of its proposal and that the proposal should not be adopted if it is desired as 
a matter of congressional policy to facilitate corporate financing by making it 
possible for taxpayers desiring to escape the burden of the high tax brackets 
to hold common stock paying regular nontaxable stock dividends and those de- 
siring money dividends to hold a common stock paying regular dividends in 
money. The advisory group is concerned, however, that if this type of capital 
structure is sanctioned it will become so widely used that it might in time en- 
danger the revenue and lead to taxation of stock dividends, at least to the ex- 
tent that they were taxable under the 1939 code.” 

While we do not agree with the advisory group’s statement that widespread 
use of the two-class-common-stock structure would act to reduce revenue, never- 
theless we recognize that the concern of both the Treasury Department and the 
Subchapter C Advisory Group is entitled to great weight. Because of this im- 
portant opposition to what we consider an excellent method of equity financing 
we offer compromise legislation frankly directed to assisting small and medium- 
sized corporations who have the greatest need to employ two-class common stock 
and respectfully urge that Congress follow a policy of facilitating their corpo- 
rate financings. 
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We propose for your consideration a new section 305(c) which we believe wil] 
effectively encourage the use of two-class common stock by smaller companies 
through permitting stock dividends on one class to be received without the 


shareholder having to include such stock dividends in gross income for the year 
received. The text of our proposed amendment is annexed to my printed state 
ment for your inspection. 

Because our proposed section is primarily an effort to give the smaller corpora- | 
tions a particular appeal in the money market through clarifying the tax status 
of stock dividends paid on one class of two-class common stock, the section 
proposes a limitation of $10 million on the dollar value of stock dividends to 
which the section would apply. That is, in the circumstance where stock diyi- 
dends are paid on one class of two-class common, it would be clear under the 
section that stock dividends would not be taxable until the point at which the 
shares distributed as stock dividends exceeded $10 million in their aggregate 
market value. Market values for the purposes of applying the limitation would 
be determined at the dates of issue of the stock dividend shares. Drawing the 
limitation in the manner proposed avoids the problems of attempting to define | 
“small businesses” or “medium sized businesses” to which the section would be 
available. While by its terms the amendment does not limit its applicability 
to shareholders of a corporation of any particular size, it is believed that the | 
dollar ceiling on the market value of shares issued as stock dividends, at times | 
when distributions are made to another class of common in cash, will effectively 
disourage the larger corporations from adopting two-class common. The amount 
suggested, $10 million, is thought sufficient to enable companies to utilize two-class 
common as a means of retaining funds during the period of most acute need for | 
growth capital. When the $10 million limitation has been reached it may be 
expected that the companies will declare subsequent dividends on both classes 
all in cash or all in stock. 

At this point we wish to emphasize that the amendment as drawn is presented | 
to clarify the taxation of dividends paid in the circumstances covered by its 
terms. It does not imply that under present law stock dividends paid on one 
class of two-class common stock are taxable. The final sentence of the proposed 
amendment expresses this point. Enactment of the amendment at this time is 
recommended in order that appropriate steps may be taken by corporations with 
the need for two-class systems who are now reluctant to adopt such systems in 
view of the position taken by the Treasury Department in regulations proposed 
under section 305. As has been said, the Treasury Department proposes to tax 
such steck dividends as dividends in property because of the mere existence of 
two classes of common stock. 

The exclusion from gross income will not be permitted by our proposed section 
305(c) if the shareholders to whom stock dividends are payable have any election 
to receive cash or other property. However, a stockholder receiving a distri- 
bution in stock, otherwise within the provisions of proposed section 305(¢c), need 
not include the distribution in gross income merely because he has the right to 
exchange his shares for an equivalent number of shares of the other class. The 
right to convert shares of one class for another will not constitute an election 
within the meaning of section 805(b)(2). Actually there is no “election” in | 
the circumstances wherein the shareholder can obtain cash dividends only by — 
surrendering his shares. 

The privilege to convert shares of the stock dividend class into shares of the 
cash dividend class is considered of great importance if an issue of two-class 
common stock is to be an effective method of equity financing. Without such — 
a conversion privilege, shares on which stock dividends are ordinarily paid might | 
not be readily sold since the market for such shares would be continuously 
limited to those purchasers whose interest is confined solely to capital apprecia- 
tion; in addition the market value of common is often closely related to its — 
expected cash dividend yield. 

No reference is made in the proposed amendment to situations in which share- | 
holders have no right to convert one class of common stock into another. It is — 
believed that the subsection need not expressly point out that the mere existence | 
of two classes of common will not constitute an “election” subjecting dividends — 
paid in stock to taxation as they are received. 

The chronic difficulties met by small companies in obtaining funds necessary — 
for additional plant or greater inventory are well known and will not be | 
stressed here. This problem has been recently pointed up in a report of the 


U.S. Senate Select Committee on Small Business; the report followed extensive 
hearings in 14 cities: 
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“Many were the witnesses who complained of an inability to keep up with an 
expanding market simply because of an inability to obtain the necessary funds 
for plant production or inventory expansion. These people have proved that 
they can compete with the best that the bigger concerns can produce, but, un- 
like their larger competitors, they have not the ability to grow with their ex- 
panding markets” (S. Rept. No. 1237, 85th Cong., 2d sess. (1958) ). 

In testimony given before this committee on February 4, 1958, Grenville R. 
Holden, president of F. C. Huyck & Sons, outlined the difficulties the company 
has met in its efforts to obtain equity capital. A two-class common-stock struc- 
ture was pointed up by Mr. Holden as being the best possible solution to the 
capital problems of F. C. Huyck & Sons and other corporations facing continuing 
difficulties in raising capital funds. We shall be plased to provide copies of 
Mr. Holden’s remarks to anyone requesting them. 


CON CLUSION 


The chief advantage of a limited two-class system is that it will permit a 
corporation to attract two classes of investors, i.e., those who wish cash 
income and those more interested in the growth of the company and eventual 
taxable profit on sale or other disposition of their shares. There seems no 
question that there are many investors willing to forego current income for the 
prospect of enjoying appreciation on a long-term investment. Our amendment to 
section 305 has been drawn with the purpose in mind of attracting to the smaller 
corporations just this kind of investor—who must be given an additional in- 
centive to purchase the shares of a small company in preference to those of a 
large and well-established corporation. We respectfully request that our pro- 
posed amendment be given careful consideration. 

The CuairmMan. Our next witness is Mr. John W. Bodine. 

Please come forward, sir, and identify yourself for the record by 
giving us your name, address, and the capacity in which you appear. 


STATEMENTS OF JOHN W. BODINE, PHILADELPHIA, PA., AND 
HUGH SATTERLEE, NEW YORK, N.Y. 


Mr. Bopinr. My name is John W. Bodine. I am a member of the 
Philadelphia bar. I am a partner of the law firm there of Drinker, 
Biddle & Reath. 

I have invited, Mr. Chairman, Mr. Satterlee, who is the next wit- 
ness on your schedule, to come forward with me, sir, as he is interested 
in the same amendment on behalf of which I wish to speak. 

The CuarrMan. You are recognized, sir. 

Mr. Bopine. Thank you. 

Lam appearing in support of an amendment to the Internal Revenue 
Code which was rt. Sos by the advisory group on subchapter C, 
but on which they made no recommendation one way or the other, 
although they said it deserved further study. 

I request permission, sir, to file a written statement which has 
been prepared by Mr. Satterlee and myself and which sets out our 
position more fully. 

The CuarrMan. Without objection, that statement will be included 
in the record. 

(Statement referred to follows :) 


REDEMPTION OF PAID-FoR PREFERRED STOCK 


Statement of Hugh Satterlee, 30 Broad Street, New York, N.Y. and John W. 
Bodine, 1100 Philadelphia National Bank Building, Philadelphia, on behalf of 
themselves as individual lawyers specializing in Federal tax law 
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SUMMARY 


The Internal Revenue Code should be amended to permit the redemption of 
preferred stock to be relieved of treatment as an ordinary dividend to the extent 
that the amount distributed in redemption does not exceed the cash or prop- 
erty previously paid in for the stock being redeemed. 


EXAMPLE 


A father and two sons wish to go into business. They organize a corpora- 
tion to which each of them pays $10,000 in cash for one-third of the common 
stock. In addition, the father conveys to the corporation a building worth 
$50,000 for which the corporation issues to him preferred stock having a par 
value of $50,000. The sound business reason for issuing preferred stock to 
the father, rather than issuing to him a mortgage on the building or a note 
of the corporation, is that in getting the business started, the obligation to 
repay the mortgage or the note, together with any unpaid interest thereon, would 
be a liability of the corporation and would adversely affect its credit, whereas 
the preferred stock would not be a debt of the corporation, and any unpaid 
dividends on the preferred would likewise not constitute a liability. 

If the corporation is successful and has earnings in excess of $50,000 it could 
redeem the preferred stock. However, under the present statute the Treasury 
takes the position that the entire $50,000 received by the father upon such 
redemption will be a dividend to him and that this entire amount will be taxed 
to him as ordinary income. On the other hand, if a mortgage or note had been 
issued to the father instead of preferred stock, and if the mortgage or note were 
paid off, the entire $50,000 received by the father would be considered for tax 
purposes as a return of capital. Thus, the present law discriminates against 
preferred stock financing of closely held businesses, thereby inducing such 
businesses to go into debt more than they otherwise would, and also giving 
them a deduction for the interest paid on such debt which they would not get 
by paying dividends on preferred stock. 

Present statutory provisions and their background.—Section 301 of the 1954 
code includes dividends in gross income. Sections 302 and 346 provide for the 
treatment of distributions in redemption of stock and in partial liquidation 
as in part or full payment in exchange for the stock, and not as dividends, if 
not essentially equivalent to a dividend. Both sections contain clauses, new 
in the 1954 code, relating to special states of fact, but prescribe that the failure 
to meet the requirements of such clauses is not to be taken into consideration 
if in fact the distribution is not essentially equivalent to a dividend. 

The genesis of the general provision in the 1954 code was in the 1921 act, 
which in section 201(d), in connection with exempting stock dividends from 
tax, provided that the redemption of such stock should be treated as a taxable 
dividend if essentially equivalent to the distribution of a taxable dividend. The 
provision was extended in the 1926 act (sec. 201(g)) to the redemption of stock 
(whether or not issued as a stock dividend) at such time and in such manner 
as to be essentially equivalent to the distribution of a taxable dividend. 
The Ways and Means Committee report on the 1926 bill (repeated in the Finance 
Committee report) stated: 

“It has been contended that under existing law a corporation, especially one 
which has only a few stockholders, might be able to make a distribution to its 
stockholders which would have the same effect as a taxable dividend. For 
example: Assume that two men hold practically all the stock in a corporation, 
for which each had paid $50,000 in cash, and the corporation had accumulated a 
surplus of $50,000 above its cash capital. It is claimed that under existing 
law the corporation could buy from the stockholders, for cash, one-half 
of the stock held by them and cancel it without making the stockholders sub- 
ject to any tax. Yet this action, in all essentials, would be the equivalent of 
a distribution through cash dividends of the earned surplus. The amendment 
proposed to this subdivision is intended to make clear that such a transaction 
is taxable.” 

The 1926 language remained substantially unchanged in the 1939 code. 

In addition to the general provision, section 302 of the 1954 code prescribes 
that the distribution is not a dividend if substantially disproportionate (as 
elaborately defined in subsec. (b) (2)), or if in complete redemption of all of the 
shareholder’s stock in the corporation (as drastically qualified in subsee. 
(b)(3)). Section 346 also affords relief for a distribution on the termination of 
a business (as severely qualified in subsec. (b) ). 
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The special provisions of sections 302 and 346 contemplate primarily the redemp- 
tion of voting common stock. Section 302(b) (2) cannot apply to nonvoting pre- 
ferred stock. Section 306 is chiefly concerned with penalizing the redemption of 
preferred stock issued as a dividend or in exchange for common stock. No spe- 
cific provision anywhere is made for the redemption of ordinary nonvoting 

erred stock issued for value. 

It is evident from the 1926 committee reports quoted above that what Con- 
gress had in mind as essentially equivalent to a dividend was the ratable re- 
demption of part of the common stock of a corporation, as in the case of a 
dividend reducing proportionately the interest of each holder of common stock 
in the assets of the corporation and leaving each common share entitled to 
the same proportion of the remaining assets as each common share would have 
had in the event of a dividend without any redemption. So, also, the redemption 
of preferred stock issued as a dividend on common is essentially equivalent to 
a dividend if held in substantially the same proportions because in fact sur- 
plus earnings are distributed. If a corporation with $500,000 paid-in capital 
and $500,000 of earnings declares a stock dividend of $500,000 in preferred 
stock and then redeems such preferred stock, its accumulated earnings have ob- 
viously been distributed. 

The redemption of ordinary preferred stock, if issued for full value and not 
as a stock dividend, is quite another matter, even though held by the same stock- 
holders and in the same proportions as the common stock. Compare the situa- 
tion of a corporation with $500,000 of common stock and $500,000 of preferred 
stock, issued for value, which earns $500,000 and then redeems its preferred 
stock. In that case the interest of the holders of common stock in their $500,- 
000 of capital and $500,000 of earnings is not diminished by the preferred stock 
redemption and the redemption cannot be essentially equivalent to a dividend. 

Unintended hardship in Treasury construction of present provisions.—The 
Treasury Department, disregarding the clear and practical distinctions between 
a redemption of common stock or of preferred stock issued as a dividend on 
common, and a redemption of preferred stock issued for full value paid into the 
corporation, refuses to give any assurance that the latter will be treated 
as a return of capital rather than as a dividend. Plainly the 1954 code, which 
so meticulously prescribes for other situations, is guilty of a serious omission 
in making no provision for the redemption of ordinary preferred stock issued 
for value, as distinguished from stock subject to section 306. It may be that a 
redemption of common stock must be left to the Commissioner’s judgment of the 
facts in the particular case, but surely taxpayers should be afforded relief from 
oe and confusion in the case of ordinary preferred stock issued for 

1 value. 

Preferred stock of the character above described is sui generis. It is un- 
like common stock and unlike bonds. In Elko Lamoille Power Co. v. Comnvis- 
sioner (50 F'. (2d) 595), the court held, as often cited : 

“The distinction between common stockholders and preferred stockholders 
may be said to be that the common stockholder is an owner of the enterprise 
in the proportion that his stock bears to the entire stock, and entitled to par- 
ticipate in the management, profit, and ultimate assets of the corporation * * *, 

“A preferred stockholder is a mode by which a corporation obtains funds for 
its enterprise without borrowing money or contracting a debt, the stockholder 
being preferred as to principal and interest, but having no voice in the man- 
agement * * *,” 

Preferred stock is usually issued for a purpose which is hoped to be tempo- 
rary, hence the normal provision for optional redemption. It is a hybrid kind of 
security, having features of both stock and debenture. With a limited dividend, 
similar to interest, the preferred stockholders never become entitled to share 
generally in the earnings of the corporation. If their fixed dividends are paid, 
the preferred stockholders have only an interest in the capital of the corporation 
to the extent derived from the issue of the preferred stock, similarly to debentures. 
Redemption of such stock, unlike the redemption of common stock, but similarly to 
the redemption of debentures, leaves the investment and the surplus belonging 
to the common stockholders unimpaired and unaffected. It bears no resem- 
blance to a dividend, which is defined in section 316 as a distribution of property 
made by a corporation to its shareholders “out of its earnings and profits.” 

The injustice of treating paid-for preferred stock like common stock is espe- 
cially marked in the situation of corporations organized some years ago, when 
ho one supposed that the Treasury would seek to tax as a dividend the re- 
demption of paid-for preferred stock—that is, the partial liquidation of a cor- 
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poration through the return of the capital invested in the preferred stock. In 
the case of personal holding companies, first subjected to additional taxes on 
undistributed income in 1934, Congress provided relief to corporations with 
existing indebtedness by permitting them a deduction from their undistributed 
income for payments on such indebtedness (1954 code, sec. 545(b)(7)): but 
companies which issued preferred stock instead of bonds and since 1934 haye 
heen compelled to distribute all their earnings (except capital gains) in divi- 
dends on their common stock as well as on their preferred stock cannot now 
even redeem their preferred stock without serious danger of that capital dis- 
tribution being taxed as a dividend. As to ordinary corporations the aceumnu- 
lated earnings tax (1954 code, sec. 531) would be a sufficient deterrent to the 
redemption of preferred stock following an unreasonable accumulation of earn- 
ings on the common stock. 

The Treasury, when approached for its view, relies, we believe irrelevantly, 
on lack of business purpose and insufficient diversity between the holders of 
common and of preferred stock. Since the holders of common stock have the 
ultimate equity interest and the corporation is operated primarily for their 
benefit, it should be a sufficient business purpose that the redemption of the 
preferred stock would relieve them of a prior charge against the corporate 
earnings. Since present law gives no clear criterion for diversity of interest in 
the case of redemption of ordinary preferred stock, and it should have no 
bearing, the Treasury’s guess is substituted for the law and the bizarre result 
may be achieved in the same redemption of taxing some preferred stockholders 
as receiving a dividend (e.g., those with common stock) and others as not 
receiving a dividend (e.g., those who own no common stock), thus confounding 
confusion. 

In the case of large, publicly held corporations, this problem ordinarily does 
not apply, because most of their preferred stock is usually held by persons who 
hold no common stock and are not in any way related to those who hold the 
common stock. In the case of closely held corporations, however, many of 
which are small enterprises, the preferred stock is often held by persons who 
also hold common stock. Even where in both cases the preferred stock was 
issued for full value paid in, the preferred stock of the large corporation can 
be redeemed without dividend treatment, whereas the amount paid in redemp 
tion of the preferred stock of the small corporation, despite the fact that it isa 
return of capital, is liable to be treated as a dividend to the extent of the ecor- 
poration’s accumulated earnings. Thus the present rule discriminates unfairly 
against small businesses. 

Through oversight taxpayers have suffered unintended hardship in their in- 
ability to deal with ordinary preferred stock as its nature permits and requires. 
Why should not investors in a corporation, whether large or small, be entitled 
to recover their investment in preferred stock without being subjected to tax 
on a return of capital? If the stock in question is really preferred, has no vote, 
and is limited in dividends and on redemption, we believe that the property 
paid in for it should be returnable on redemption without being treated as a 
dividend. The only exception should be when the issue of preferred stock was 
so large in proportion to the paid-in common stock that the corporation might 
be treated as a “thin” corporation, similarly to the case of a corporation with 
a nominal stock issue and heavy indebtedness. 

Threat to the revenue in present situation —In addition to the hardship to tax- 
payers who have put their money in preferred stock with the reasonable ex- 
pectation that they would receive their capital back intact, the present attitude 


of the Commissioner toward the redemption of preferred stock leads to serious © 


loss of revenue. Today comparatively few individuals familiar with taxes who 
contemplate organizing a corporation would think well of creating preferred 
stock to be issued for temporary present needs beyond the common stock. They 
are induced by the present tax situation to issue bonds or other form of in- 
debtedness, the principal of which could be recovered without tax penalty and 


the interest on which would be deductible by the corporation, as against earnings © 


taxed to the corporation before distribution as preferred dividends. 
Moreover, the shareholders of closely held corporations which have preferred 


eapital they do not need in their business fear to redeem the preferred stock | 


because of the drastic penalty of taxing the return of capital as dividends. 
Their capital which might better be employed elsewhere is stagnant. The loss 
to the revenue through the resort to bonds instead of preferred stock and the 
freezing of capital is much more serious than the effect of allowing legitimate 


preferred stock redemptions without taxing as ordinary income what in fact is | 


capital. 
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Present situation discourages equity investment in small corporations.—It 
is not the great corporation which suffers from the present Treasury attitude, 
put smaller, closely held businesses which it is the policy of the Government 
to encourage. If a prospective investor knows that if he invests in the stock 
of a large corporation, with many stockholders, he can by sale of his stock or 
through redemption of its preferred stock incur tax only on capital gain, but 
if he invests in the stock of a small, closely held corporation, he is likely to 
be charged on redemption of its preferred stock with ordinary income to the 
full extent of his capital investment, has he any real choice? Thus small 
business is discriminated against for the benefit of the big corporations whose 
stock is widely held. Small business has a legitimate cause for complaint 
against the shortsighted policy of the present statute as interpreted by the 
Treasury. 

Advisory group report.—We welcome the consideration given to this problem 
by the Advisory Group on Subchapter C. At page 11 of its report to the 
House Ways and Means Committee dated December 11, 1958, the advisory 
group recognized the inequity of the Treasury’s position. We agree with the 
advisory group that the small corporation must normally look to its stockholders 
as the only market for its preferred stock and that those preferred stockholders 
are exposed to a very real likelihood of dividend consequences on the redemption 
of their preferred. We believe that it would be quite unreasonable and unduly 
restrictive to limit any remedial provision to preferred stock issued for cash 
as distinguished from preferred issued for property having a demonstrable 
market value. We entirely disagree that a proposal such as that discussed 
above by ourselves and such as that considered by the advisoryegroup would 
be a deliberate exception to the general policy of subchapter C regarding the 
taxation of distributions having the effect of dividends, as we believe that a 
proposal to permit the redemption of paid-for preferred free of dividend tax 
would be entirely consistent with the theory of our income tax, which is after 
all a tax on income and not on a return of capital. We believe that it is very 
unlikely that any revenue would be lost by adopting such a proposal, except 
taxes payable by stockholders who are unfamiliar with the Treasury’s posi- 
tion. If a preferred stockholder knew that the entire amount received by 
him on the redemption of his preferred stock would be taxed as a dividend, he 
would certainly not want to see his stock redeemed. Instead of producing a 
loss of revenue, an amendment permitting the redemption of preferred stock 
without taxing the return of capital as a dividend would inevitably encourage 
the issue of such stock in lieu of bonds or notes, and would thereby reduce the 
amount of interest deductible by the corporation. Such an amendment would 
also permit the distribution of capital now frozen in many small businesses and 
permit that capital to be used productively elsewhere in a manner which, in 
many cases, would lead to greater income and therefore increased revenue. 
Such an amendment would have, we believe, a favorable effect on the financial 
well-being of small business generally. We therefore strongly urge the Ways 
and Means Committee not only to consider this problem, as the advisory group 
recommended, but also to act upon it unequivocally. 

The advisory group, at page 5 of its report dated December 11, 1958, makes a 
recommendation which was apparently intended to clarify the law for the benefit 
of preferred stockholders of large publicly held corporations, but which may 
have the result of still further restricting the position of the preferred stock- 
holders in small, closely held corporations. This recommendation, which is 
embodied in news paragraph 302(b) (5) of H.R. 4459, would permit the redemp- 
tion of preferred stock free of dividend treatment if the holder of the preferred 
holds, after the redemption, less than 1 percent of the corporation’s outstanding 
common stock and voting stock. While we naturally concur that a person who, 
after redemption of his preferred, owns less than 1 percent of the common ought 
not to be taxed at dividend rates on the amount received by him on redemption 
of his preferred, we are very much concerned that, if the proposed amendment 
is enacted without also enacting the amendment for which we contend, the 
Treasury Department will be all the more adamant in treating as ordinary 
dividends the amounts received in redemption of proferred stock by stockholders 
in small corporations who also own amounts of common stock which are small, 
such as 5 percent of the total, but which exceed the proposed 1-percent limitation, 
even though such preferred stock was fully paid for in cash or property when 
issued. This view is shared by the Committee on Taxation of the Association of 
the Bar of the City of New York in its “Comments on the Proposals of the 
Subchapter ( Advisory Group,” at page 7 of its report dated June 1958. 
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Proposed amendment.—In view of the foregoing, we submit that the redemp. 
tion of nonvoting preferred stock, not subject to section 306, should be facilj- 
tated, not penalized; that the issue as to whether such a redemption is essep- 
tially equivalent to a dividend should not be left to the Treasury’s shortsighteg 
policy of discouraging the flow of capital; and that the statute should be clarified 
by adding either to section 302(b) a new paragraph in the form set forth at the 
end of this statement or to section 346 a similar new subsection. Such a pro. 
vision would give statutory recognition to the indisputable fact that the redemp 
tion of preferred stock of the character specified cannot, in fact, be essentially 
equivalent to a dividend. It would further the stated purpose of the 1954 code 
to encourage investment in corporate enterprises through the acquisition of 
stock instead of bonds or other securities, and would thus benefit the revenue 


and end the present discriminatory treatment of small, closely held corporations | 


whose stock has no market. 


Comments on proposed amendment.—Our interest in making this proposal is © 


based on our interest in the general proposition that the statute should expressly 


permit a redemption of preferred stock to be considered a payment in exchange | 


for the stock, and not the distribution of a dividend, to the extent that the 
amount distributed in redemption does not exceed the cash or property paid in 
for the preferred stock. Although our sole interest is in this general proposition, 
in drafting the proposed amendment an attempt was made to cover certain other 
aspects of the problem which would naturally occur to a legislative draftsman. 
These other aspects do not arise in any matter for which we are responsible, but 
it seemed to us that those in authority would doubtless wish to cover them in 
this connection. These collateral points are as follows: 

1. Definition of preferred stock.—As a definition of preferred stock we have 
suggested stock which is, at the time of its redemption, and was at the time of 
its issuance, without voting rights, which is limited (i.e., non participating) and 
preferred as to dividends and as to distributions in liquidation. We believe that 
stock should be treated as preferred stock even though it would have voting 
rights, for example, upon certain arrearages of dividends, whether or not there 
in fact have ever been sufficient arrearages to give the stock voting rights, so 
long as at issuance and at redemption it cannot vote. 

2. Amount received which is not to be treated as ordinary dividend.—The draft 
of proposed amendment set forth at the end of this statement would permit the 
receipt in exchange for preferred stock, and not as an ordinary dividend, of money 
and property having a fair market value at the time of receipt which does not 
exceed in the aggregate the money and fair market value of property paid in 
for the stock redeemed, such value being taken at the time such property was so 
paid in. The question may arise whether any special provision is required where 
appreciated property is paid in for preferred stock in a tax-free transaction. 
In our opinion no such special provision would be required. Presumably such 
appreciated property would continue to have a low basis in the hands of the 
corporation, so that the appreciation, if realized by the corporation, would be 
taxable to it. Presumably the preferred stock issued for such appreciated 
property would also continue to have a low basis in the hands of the original 
holder, so that on his sale of that stock for full value, or on his receipt of par, 


for example, on the redemption of the stock by the corporation, the original — 


appreciation in the property would be taxable to him as on a sale or exchange. 
We would have no objection if it were believed that a special rule would be 
required where the original appreciation might be taxed at ordinary rates if 


realized, such as in the case of inventory or accounts receivable. The question — 
may arise whether the amount to be received in redemption which is not to be © 


treated as an ordinary dividend should be limited to the basis of the property 


paid in to the corporation in the hands of the person to whom the preferred | 


stock was originally issued. Such a provision seems to us to be illogical and 
impractical, as it might have arbitrary results, for exemple, in the case of a stock- 
holder who bought the preferred stock at full value from the person to whom it 


was originally issued, and might present administrative problems where the © 


holder of the preferred stock at redemption was unable to learn the basis to the 
original stockholder of the property paid in. 


8. Thin corporation—The proposed amendment attached to this statement — 


provides that it should apply only to cases where the amount paid in at issuance 


for the preferred stock being redeemed, when added to the amount paid in at or © 


prior to such issuance for all other preferred stock of the corporation then 


outstanding, does not exceed the fair market value of all other stock of the 


corporation then outstanding. 
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4. Nontaxable exchanges.—As rather arbitrary results might ensue if no such 
provision were made, we assume that the proposed amendment should extend 
to preferred stock which was received for other preferred stock in a nontaxable 
exchange, but we see no reason in principle why the amendment should extend 
to preferred stock received in exchange for nonpreferred stock, such as ordinary 
voting common stock, or nonvoting common stock which is not preferred as to 
dividends or as to distributions in liquidation. 

5. Partial redemptions.—In view of possible administrative difficulties with 
a series of distributions, each in a small amount, the draft of amendment sub- 
mitted with this statement provides that it should apply only to amounts dis- 
tributed in redemption of preferred stock in a year in which all of the preferred 
stock then outstanding is completely redeemed. 

6. Earnings and profits —Since we believe that a distribution in redemption 
of preferred stock, to the extent that it did not exceed the cash or property 
paid in for such stock, would be properly chargeable on the books of the cor- 
poration against such capital paid in, we do not believe that that portion of the 
distribution would or should have any effect on the earnings and profits of the 
corporation. We accordingly do not propose any amendment in section 312(e). 

7. High redemption price.—It is the intent of our amendment to bring within 
section 302(a), and therefore to preclude dividend treatment of, the amount 
received in redemption of preferred stock to the extent that it does not exceed 
the value paid in for such stock. We recognize that the amount received in 
redemption may be in excess of the value paid in or in excess of the basis of the 
stock to the holder. We do not, however, advocate any particular treatment of 
such excess, aS our concern is only that the holder of preferred stock be permitted 
to receive in redemption, as a return of capital and not as a dividend, an amount 
equal to the value of cash or property paid in for that stock. 

8. Retroactivity.—We are not suggesting that any amendment be made which 
would apply to redemptions occurring before the date of enactment of whatever 
statute is now under consideration, but we do believe that the principle in which 
we are interested should apply to redemptions occurring after that date, regard- 
less of whether or not the preferred stock in question was issued before that 
date. 

We are interested only in the general principle set forth above. We offer the 
comments in the numbered paragraphs, one through seven, but without advocat- 
ing any particular solution to the problems presented in those numbered 
paragraphs. 

Conclusion.—The 1954 code lacks any clear provision permitting the redemp- 
tion of preferred stock to be relieved of treatment as an ordinary dividend to the 
extent that the amount distributed does not exceed the cash or property paid 
in for the stock. The Treasury Department declines to give assurance that 
such redemptions will be relieved of treatment as dividends. This situation 
results in an unintended hardship, as the history of the precursors of section 
302 shows that it was intended to remedy other situations and not to discourage 
redemptions of paid-for preferred. The result is an undue incentive for debt 
financing, especially in the case of small corporations. This has three undesir- 
able effects: A reduction in the revenue because the interest paid on such debt 
is deductible by the debtors; a diversion of small business from sound equity 
financing; and a deterrent to the distribution of excess capital in redemption of 
paid-for preferred. A proposed amendment to section 302 is attached. 


PROPOSED ADDITION TO SECTION 302(B) 


(6) REDEMPTION OF NONVOTING PREFERRED STocK.— 

(A) In GENERAL.—Subsection (a) shall apply to the amount distributed to 
any shareholder in redemption of preferred stock to the extent that such amount 
does not exceed the amount paid in to the corporation on the issuance of such 
stock. 

(B) Lrurrations.—This paragraph shall apply only— 

(i) if, at the time of issuance of any shares of any preferred stock of the 
corporation being redeemed, the amount paid in for such shares, when added 
to the amount then or theretofore paid in for all other preferred stock of the 
corporation then outstanding, did not exceed the then fair market value of 
all nonpreferred stock of the corporation then outstanding; and 

(ii) if all preferred stock of the corporation outstanding at any time 
during the taxable year of the corporation within which such redemption 
occurs is completely redeemed during such year. 
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(C) Derrnirions.—For purposes of this paragraph— 

(i) “preferred stock” shall mean nonvoting stock which is limited and 
preferred as to dividends and as to distributions in liquidation; 

(ii) the amount paid in for preferred stock redeemed shall include 
amounts paid in for preferred stock for which the stock redeemed was ex. 
changed in a transaction on which no gain or loss to the shareholder wag 
recognized under any provision of this subtitle ; and 

(iii) “the amount paid in” and “the amount distributed” shall mean the 
amount of money and the fair market value of property paid in or dis- 
tributed, such fair market value to be determined in each case as of the 
time of such payment or distribution. 

(Appropriate amendments would be required to section 302(a) and section 
302(b) (5), or the equivalent subparagraphs, to include references to the above 
provisions. ) 

Sec. 305. DISTRIBUTIONS OF STOCK AND STocK 

(a) GENERAL RuLE.—Except as provided in subsection (b), gross income 
does not include the amount of any distribution made by a corporation to its 
shareholders, with respect to the stock of such corporation, in its stock or in 
rights to acquire its stock. 

(b) In oF Money.—Subsection (a) shall not apply to a 
distribution by a corporation of its stock (or rights to acquire its stock), and 
the distribution shall be treated as a distribution of property to which section 
301 applies— 

(1) to the extent that the distribution is made in discharge of preference 
dividends for the taxable year of the corporation in which the distribution is 
made or for the preceding taxable year: or 

(2) if the distribution is, at the election of any of the shareholders (whether 
exercised before or after the declaration thereof), payable either— 

(A) inits stock (or in rights to acquire its stock), or 

(B) in property. 

(New) 

(c) Two Crass Common Stocx.—If (i) a corporation has outstanding two 
classes of common stock and makes a distribution in its stock with respect to 
one class and in property with respect to the other class and (ii) the share 
holders do not have an election as to whether the distribution is payable either 
in stock of the corporation or in property but have a right to exchange their 
shares for shares of the other class of common stock, in respect of which dis- 
tribution is paid in property, subsection (a) shall, notwithstanding paragraph 
(b) (2), apply to such distribution in stock to the extent that the aggregate of 
the fair market value of such distribution in stock plus the fair market value 
of all previous such distributions in stock, all at the times when made, shall 
not exceed $10,000,000. All distributions in stock of the distributing corpora- 
tion to which this subsection (c) does not apply shall be governed by subsection 
(a) or subsection (b), as the case may be, as though this subsection (¢c) had 
not been enacted. 

Mr. Bopine. The amendment to which I want to call your attention 
has to do with preferred stock of a corporation which was originall 
issued for cash or other property; that is, the person to whom this 
preferred stock was originally issued paid cash or valuable property 
to the corporation for the stock. 

Some preferred stock is issued as a stock dividend, or an exchange 
for common stock or preferred stock might be issued for services ren- 
dered to the corporation, but I am not talking about that kind of 
stock. I am talking only about preferred stock which was originally 
issued for cash or valuable property and I referred to this stock as 
paid-for preferred stock because the person to whom it was originally 
issued paid something valuable to the corporation for it. 

The purpose of the amendment in which Mr. Satterlee and I are 
interested can be stated quite simply. It seems to us that the statute 
should clearly provide that where paid-for preferred stock is re- 
deemed by the corporation, the holder of the stock should be able to 
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receive from the corporation an amount equal to the value originally 
paid in for the stock without being taxed on that amount as a divi- 
dend, and I would like to illustrate if I may what we have in mind 
with a simple example. 

Suppose a father and two sons decide to go into business together 
and they decide to set up a new corporation for that purpose. They 
each pay $10,000 of cash into the corporation and for that payment 
the corporation issues to each of them one-third of its common stock. 

In addition, the father conveys to the corporation a piece of land 
with a building on it and the land and buildings are worth $25,000, 
and in return te the land and building the corporation issues to the 
father preferred stock with a par value of $25,000; and, of course, that 
will be paid for preferred within my definition because the father paid 
in valuable land and buildings for that preferred stock. 

Now, suppose the business prospers and although it pays regular 
dividends it has more than $25,000 in its surplus account; that is, it 
has more than $25,000 of earnings and profits on hand, and suppose 
the parties at that point want to pay off or redeem the father’s pre- 
ferred stock and they pay him $25,000 and call him and cancel his 
preferred. 

Under the present statute, there is a good chance that the entire 
$25,000 would be taxed to the father as an ordinary dividend. We 
think that is wrong. We think that the father should be able to 
get back the value that was originally paid in for the preferred stock 
without being taxed on that value as a dividend. 

Of course, this situation is not a problem to big publicly held cor- 
porations. They sell both their preferred and their common stock to 
the public ordinarily. The preferred is usually held by people who 
are different from the people who hold their common stock and if 
these big publicly held companies redeem their paid-for preferred 
stock, the value originally paid in for that stock is paid out to the 
holders without being considered a dividend. 

But the small closely held corporation whose stockholders are often 
related to each other and whose stockholders often own some pre- 
ferred and also some common, just like the father in the illustration 
I gave, that corporation cannot redeem its paid-for preferred under 
present law without risk that the amount distributed in redemption 
will be taxed as an ordinary dividend. 

Now, what do people do about this situation under present law? 

The usual practice when setting up a small corporation is not to 
issue paid-for preferred stock, but rather to issue a debt of the cor- 
poration for the property or cash paid in. 

In other words, in the illustration I described to you, the common 
stock would be issued for cash, but the corporation would issue de- 
bentures for the land and buildings paid in by the father and then, 
when the corporation has prospered, it can pay $25,000 to the father 
in discharge of that debt and he will not be taxed on the $25,000 as a 
an no, matter how much earnings and profits the corporation 

as. 
_ In other words, the result of the present law is that many people 
in deciding on the capital structure of a small closely held corporation 
do not issue preferred stock even though they might prefer to do so, 
but instead they put the corporation into debt by issuing debentures 
or some other form of indebtedness. 
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What are the bad results of this situation ? 

In the first place, the law as it stands now gives an artificial incen- 
tive to small companies to go into debt when it would often be more 
sound financing for them to issue paid-for preferred stock instead, and, 
further, the interest paid on the corporate debt is deductible by the 
corporation from its taxable income and reduces the corporation’s 
tax, whereas the dividends payable on preferred stock would not reduce 
the corporation’s tax. 

In other words, if these small corporations had a greater incentive 
to issue preferred stock, as many of them want to do because it is a 
more conservative method of financing, the result would be an increase 
in the taxes paid by those corporations, and we do not honestly think 
that any amount of revenue is being produced by the present rule 
that in many such cases the amount paid in redemption of paid-for 
preferred is to be taxed as an ordinary dividend. 

The decision whether to redeem the preferred stock or not is purel 
voluntary and people are not going to have their preferred st 
redeemed if there is a risk that the property paid in for the stock will 
be taxed on the redemption asa dividend. 

The result in many cases is that money which isn’t really needed in 
a corporation is locked in, whereas, if it could be paid out in redemption 
of the paid-for preferred stock, it could be put to use making profits 
elsewhere, and we believe that this would increase the revenue. 

The Advisory Group on Subchapter C, at page 11 of their most 
recent report, dated December 11, 1958, discussed the proposal which 
I have been discussing here and they agreed that the small corporation 
often sells its preferred stock to its common stockholders and that 
there is real danger that the redemption of that preferred stock would 
produce dividends to the holders, but they decline to make any recom- 
mendation on this problem because they thought our proposal, as the 
said, would be an exception to the general policy of subchapter C, 
and because they were afraid of a possible bad effect on the revenue, 
Now, we don’t see that our proposal would be an exception to the 
policy of the statute, as the income tax is, after all, a tax on income 
and not a tax on the return of capital paid into a corporation. I have 
already explained that we think our proposal would have a favorable 
effect on the revenue by encouraging companies to issue preferred 
stock rather than debt on which the interest is deductible, and we don’t 
think the Government is really getting any amount of money to speak 
of now by taxing redemptions of paid-for preferred as dividends, 
except from people who are ignorant of the law. 

Now, we recognize that such an amendment as we propose would 
require safeguards to prevent abuse. We have tried to suggest a 
number of these in our written statement and we have included in 
our written statement a proposed draft of an amendment which we 
have tried to draft to protect against abuses which we thought might 
be possible if our proposal were made. We have also included a 
historical analysis of how we think the statute got the way it is. 

In conclusion, we think that the committee should include in the 
statute an amendment clearly permitting redemption of preferred 
stock to be relieved of treatment as an ordinary dividend to the extent 
that the amount distributed in the redemption does not exceed the 
cash or property paid in for the stock being redeemed. 
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The Cuarrman. Mr. Satterlee, since you are discussing the same 

int, would you like to add to Mr. Bodine’s statement before we 
interrogate either of you on this point ? 

Mr. Satreruer. Yes. 

Mr. Bodine stated it better than I could, but I might add some- 
thing to it. As a matter of fact, I should like to state that I am a 
member of the law firm of Satterlee, Browne, Giaconne & Dickerson, 
of New York, and have been practicing Federal tax law for 40 years, 
and I originally went to Washington in 1918 when Commissioner 
Roper was Commissioner of Internal Revenue, and in my opinion he 
was the best Commissioner we have ever had. He had a principle 
that I do not think has always been followed since, but which he made 
all his subordinates recognize, and that was this: He said not only 
must we be fair to the taxpayers, but we must convince them that we 
are being fair tothem. On this matter of preferred stock, as a matter 
of fact, the 1954 act is silent. It does not have anything in it that 
is directly applicable to preferred stock of the ordinary kind that 
Mr. Bodine has mentioned. Of course, the preferred stock or any 
stock mentioned in section 306 in which the stock was issued as the 
dividend or in exchange for common stock, that is a different matter. 
We are not concerned with that. We are concerned with the standard 
kind of stock nonvoting, usually limited as to dividends, and simply 
sharing in assets up to the extent of the par value of the stock or the 
amount paid in. In this proposed statute, as a result of the recom- 
mendation or the suggestion by the advisory group, there is an amend- 
ment to section 302, a new paragraph 5, which does speak specifically 
of preferred stock, but it seems to us that it is entirely inadequate 
a in fact, a very dangerous amendment, because it is limited to 
this extent: That the shareholder owns less than 1 percent of the 
voting stock of the corporation and less than 1 percent of the common 
stock of the corporation immediately after the redemption. 

Well, that would be fine for the big corporations, as Mr. Bodine 
said, but in smaller corporations, where the stockholders sometimes 
own both classes of stock, that would be fatal, because it has been our 
experience with the Commissioner’s office under the 1954 act that 
unless the situation can be brought within one of the specific excep- 
tions in section 305, no favorable ruling will be issued, with the result 
that if there is any redemption of preferred stock not precisely within 
those exceptions, and the most important one about diversity of 
interest can’t apply to preferred stock in any event, why, there is no 
ruling, and the taxpayer is up against the proposition of expending 
part of its capital in redemption of its preferred stock without know- 
ing just what the Commissioner will do. We well know how the 

mmissioner will rule, but without knowing if it goes to court what 
decision the Tax Court would make, in most of these small corpora- 
tions taxing preferred stock redemptions at ordinary rates as a divi- 
dend would be fatal. 

It would be much more than a corporation could stand, and certain] 
much more than the stockholders could stand. Therefore, if any sith 
provision as that in paragraph 5 of the proposed amendment to sec- 
tion 302 were adopted, at least it should increase the percentage. Such 
4 provision might not be so bad if, instead of owning not less than 
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1 percent, it were made to be not less than 50 percent, so that unless 
a man had control the redemption by the controlling voice of the cor- 
oration would not amount to any risk to the minority stockholders, 
ut we think, as I have said, because this is a dangerous provision as 
it stands, that careful consideration should be given to our proposed 
amendment, which so far as we can figure out covers all the possibili- 
ties to prevent any abuse of it. I think that is all. 

The CuarrmMan, Just so that the record will be complete, is not the 
rule of present law with respect to the taxation of cash dividends that 
all such distributions are taxable if they are out of current earnin 
and profits or are out of post-1913 accumulated earnings and profits? 
That is the general rule; is it not? 

Mr. Sarrer.ee. Yes. 

The Cuarrman. What you are suggesting is that we write an excep- 
tion to the general rule so that, in the case of redemptions of at least 
some types of preferred stock in the hands of common stockholders, 
we will provide capital gains treatment. 

Mr. Boptnr. May I comment on that, sir? 

The Cuatrman. Yes. 

Mr. Boning. It is not our thought that the amount we are talking 
about would be “ree op against earnings and profits. We are talking 


about a distribution by a corporation in redemption of preferred stock, _ 


that preferred stock having previously been issued for cash or prop- 
erty paid in. The cash or property paid in would naturaly have gone 
into the capital of the corporation and the part of the distribution we 
are talking about is the part that would be charged against that capital, 
sir. 
The Cuatrman. However, the point I am getting at is this: You 
are asking for an exception to the general rule that I just stated, which 
you both agree is the present rule of law, so that these will not be 
taxable as a distribution of current earnings; is that not right? 

Mr. Sarrervec. If I may say, the 1939 code had the same provision 
that all distributions should be regarded as being out of earnings and 
profits, but it also had a provision for the treatment as a capital gain 
or redemptions of stock, and that was not regarded as derogating from 
the ordinary rule where there was an actual redemption, and as Mr. 
Bodine has said, in this case there would be no distribuiton of earnings 
or profits, but only a distribution of capital, as pointed out in the 
illustration mentioned in our statement. 

If a corporation issues, we will say, $500,000 of stock of one class 
and then makes $500,000 and redeems any of that one class stock, 
that is substantially equivalent to a dividend because the stockholders 
remain the same and in the same proportions as they did before and 
there has been no distribution of capital, but, if preferred stock is 


issued of $500,000 and the corporation then makes $500,000 and later — 
redeems that $500,000 of preferred stock, the common stockholders | 


still have the entire interest in the $1 million representing their $500, 
000 that they paid in and the $500,000 of earnings. There has been no 
distribution of earnings there. There has been simply a distribution 
of that part of the capital paid in by the preferred stock. 

The CuarrmMan. I am trying to understand how you want this excep- 
tion to this general rule to work and I think you have helped me. You 


want us to reverse in this particular case the effect of the general rule | 
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and hold that this distribution even though there may be current earn- 
ings in exactly the same amount, is not a distribution of those earnings, 
but rather is a return of capital paid in in the first instance for this 


preferred stock. 


Mr. Sarrerter. That is right. 

Mr. Bopine. That is correct. We would not consider that so much 
a reversal, sir, as a recognition of the basic fact that capital was paid 
in for this stock and that capital is coming back out again. 

The Cuatrman. The present rule, though, is just the reverse of 
that, as I understand it, because whatever is paid out is first consid- 
ered to be the earnings and the capital is considered paid out last. 

Mr. Sarrerter. As you know, in section 302 after giving these spe- 
cific exceptions, the first one is the broad one that if it is not essen- 
tially equivalent to a taxable dividend, then it shall not be taxed ag 
such, and in applying that first general provision it is specifically 
stated in the statute that the fact that the situation does not meet 
one of the other tests shall not be taken into consideration in deter- 
mining whether or not it is essentially equivalent to a dividend, and 
I say that it is simply a fiction to say that a redemption of preferred 
stock for which adequate value has been paid can be damental equiva- 
lent to a dividend because that is entirely contrary to any corporate 
accounting of any sort. 

In the redemption of preferred stock it is obviously applied against 
the capital represented by the preferred stock and not against any 
earnings or profits. It seems to be an apparent exception to the gen- 
eral rule, but the rule itself if literally applied is simply contrary to 
fact and contrary to sense. 

The CuatrmMan. But it has been the rule, as I understand, for some 
time, Mr. Satterlee. 

Mr. Sarrerter. Not under the 1939 code, and the 1954 code simply 
has omitted any mention of preferred stock. 

The Crairman. I was under the impression that the regulations 
under the 1939 code in this respect were identical with the provision 
of the 1954 code. I could be wrong. At any rate, I am merely try- 
ing to understand. You say you have certain limitations as to when 
this would apply and that one of them is that the preferred stock 
qualifying your rule could not exceed of the paid-in 
equity of the corporation. 

Mr. Sarrerter. Yes. That is to take out of the rule as to thin 
corporations, 

he Cramman. Would it also be desirable under this limitation to 
take into account shareholder debt ? 

Mr. Boptne. Do I understand by that, sir, that you mean debt that 
is owed by the corporation to shareholders ? 

The Cuarrman. Yes. 

Mr. Boptne. I don’t think, so far as we are concerned, that we 
would think that affected the basic principle in which we are inter- 
ested. 

If it would seem to the committee that some such safeguard was 
desirable, I don’t think that that would particularly concern us. 

The Cuarrman. I am asking these questions because I have had 
some interest for some time in this matter of trying to make it a 
little easier for small business to obtain equity capital, as through 
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the sale of preferred stock. This may be more difficult if the pur- 
chaser of the oreferred stock may be treated as having received 
a cash dividend under certain circumstances wherein the small busi- 
ness may no longer need to retain for operating purposes some of its 
earnings and so redeems the stock. However, if we do anything, J 
think we must be mindful of the fact that it must be done under ve 
specific limitations or else the thought expressed by the advisory 
group would come into existence, namely, that it would have a very 
adverse effect upon the revenue. 

Mr. Boprne. Sir, if it it not disrespectful, we concur entirely with 
the statement you have just made. In other words, we are concerned 
about the principle which we have discussed. We recognize that if 
this amendment were to be made it would have to be done under very 
careful safeguards. We have tried from such knowledge as we had 
of ar problems confronting the committee to suggest certain safe- 

iards., 

I believe there are seven enumerated in our statement. We have 
tried to embody them in the draft which we tendered for your con- 
sideration. It could well be that the thought that you mention about 
debt owed to shareholders should be added. It could be that there are 
other safeguards that have not occurred to us which should be included, 
All we are interested in is that consideration be given to the funda- 
mental principle which is that it should be clearly possible under the 
act to redeem paid-for preferred stock without the amount equivalent 
of what was paid in coming back out as a dividend. 

Mr. Satrertee. Preferred stock of course is different from common 
stock and different from bonds. It occupies an intermediate position, 
but I have never been able to see why the corporation, if it wanted to 
raise additional funds for arbitrary purposes, and this is usually the 
reason why preferred stock is issued, because it is practically always 
made redeemable, why the people who put that money up, whether they 
are already stockholders or not, they should not be slits to get their 
principal back. 

The Cuarman. I am disturbed somewhat however—not with re- 
spect to these widely held corporations—but with respect to closely 
held corporations. Suppose, for example, you and I own the corpor- 
ation and each of us has preferred stock representing cash advances 
to the corporation at some time when the corporation needed some 
additional capital. Ina given year the corporation may have earnin 
equivalent to the amount that is returned to each of us at that time, in 
redemption of our preferred stock. Since we own the corporation, 
and we are getting money out of the corporation, I can see why the rule 
of sadahineal taecctieet what we get out of the corporation first are the 
existing earnings—is probably an appropriate one. Otherwise, there 
is the possibility that we will be obtaining earnings for which we pay 
no tax and still own all of the remaining assets of the corporation as 
a result of owning the stock of the distributing corporation. There- 
fore, I think we must be careful, if we go into this field that we do 
not open it up to abuse. 

Mr. Sarrertee. That is trust and we aren’t asking to open it up. 

The Cuarrman. I know you are not. You want to limit it because 
you recognize this problem I have just referred to. 

Mr. Curtis. 
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Mr. Curtis. As I understand, what you are asking is that redemp- 
tion should be treated as a redemption of bonds as far as preferred 
stock. Is that what you are saying? 

Mr. Sarrerter. Yes. It should be treated as a return of the capital 
paid in for pronees stock which is an entirely different thing than 
paying it in for common stock. 

Mr. Curtis. As to the limitations where you limit that to a par- 
ticular kind of | pleseabny stock, that which has a fixed value and that 
which has a fixed interest rate, cumulative ? 

Mr. Sarrerter. Yes; we are talking about preferred stock, usually 
nonvoting, although that isn’t so important, I don’t think, but for 
eh an amount has been paid in equivalent to the par value of the 
stock. 

Mr. Curtis. It has a fixed par value and a fixed rate of return ? 

Mr. Satrerter. And which is limited as to dividends, a fixed rate of 
dividends, and on redemption or on dissolution of the corporation 
sharing not as common stockholders do in all the assets, but sharing 
only in the assets to the extent of the amount actually paid in. 

Mr. Curtis. I am just trying to understand why there is the dif- 
ferential between using a preferred stock issue instead of a bond 
because of course if you do use the bonds to finance you can gain this 
advantage that you are talking about. 

Mr. Sarrerver. Yes. 

Mr. Curtis. The purpose of preferred stock in lieu of bonds, of 
course, I would suggest is that you might not have cumulative divi- 
dends and you might pass the dividend. Is that the reason ? 

Mr. Bovine. Very often it is more prudent for the corporation from 
a business point of view to issue preferred rather than bonds because, 
if bonds are issued, as you well understand, that would constitute a debt 
and its credit is thereby affected, and as the claim has indicated, it is 
often sounder for a small company to get its financing by issuing equity 
interest such as preferred rather than by issuing debt. As Mr. Sat- 
terlee has pointed out, our interest is in describing the preferred stock 
that we are talking about by clearly providing that it should be non- 
Pst ing, that is, its interest in the ordinary income in the form of 

ividend and in what is left over at the end of the company or when 
it is redeemed has a ceiling on it. 

Mr. Curvis. Has a fixed amount? 

Mr. Sarrercee. Yes. 

Mr. Curris. That was one thing I wanted to be sure of. 

Taking your example of a father putting in land and buildings at 
$25,000, suppose his cost basis of the land and buildings is $10,000 
when you put it in and gets back $25,000 worth of preferred stock. 
Has he then paid a capital gain on $15,000 ? 

Mr. Bopinn. My understanding is this: That if the land and build- 
ings had a low basis in his hands for tax purposes, that low basis 
would be in effect transferred to the preferred stock which he gets out. 

In other words, he would get. preferred, in the illustrations, having a 
par value of $25,000, but which taking your figure has a cost to him of 
only $10,000. 

If later in my illustration the corporation pays out $25,000 to him 
in redemption of that preferred, all we are interested in is that that 
$25,000 should not come in as ordinary dividend. We assume that the 
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present act and the desire of the committee would be that the $15,000 
gain that he then gets would be taxed to him as capital gain. 

Mr. Curtis. Now we are getting to the nub. Why do you think 
that should not be ordinary income but rather capital gain? If he 
pays a tax in the beginning, I could see that we might regard it asa 
capital gain, which he could do. 

Mr. Bodine, may I point this out? If the appreciation in the land 
and buildings to which we are referring occurred before the father 
put the land and the buildings into this company, then why isn’t that 
the time he should pay a capital gain tax ? 

Mr. Boprne. I am not necessarily arguing one way or the other as 
to whether the present rule should: be changed to tax to the father, 
at the time he contributes that appreciated property to the corpora- 
tion, the gain which he then has. The point which it seems to me 
should be recognized is the fact that there has not been a distribution 
to him of a part of the earnings of the corporation and that all the 
appreciation we are talking about occurred before the corporation 
ever acquired that. . 

Mr. Curtis. Here is our problem, as I see it. From a tax collecting 
standpoint who is going to say that the plant and buildings were 
worth $10,000 or $25,000 ¢ 


Mr. Boprne. We have that problem frequently throughout the act, — 


It occurs every day that we have to determine the fair-market value 
of property. 

Mr. Curtis. Yes, but you would be asking us to try to determine 
that maybe 5 or 10 years later as to the time when the transfer of the 
land and buildings for the $25,000 of the preferred stock occurred, 
and that is asking I think quite a burden on the tax collector. 

Mr. Boprne. I would have thought, sir, that we have many compar- 
able problems in evaluation, retroactive valuation of property if you 
wish. 

Mr. Curtis. The thing I can’t understand is, if it is going to be 
land and buildings that have a cost basis to the father of $10,000 
and he gets $25,000 in stock in return for it at the time, why not take 
it at that point ? 

Mr. Boprne. I don’t believe that would affect the problem we are 
talking about. 

Mr. Curtis. You are eliminating service. You can see in services 
a device whereby you might convert that which would be ordina 
income into capital gain. If the father were in the real estate busi- 
ness, this is a device whereby he could convert what would be ordinary 
income into capital gain. 

Mr. Boprne. In our statement one of the safeguards that we sug- 
gested for consideration of the committee was that, if the property 
paid in was of the type that ordinarily represents ordinary income 
such as inventory or accounts receivable, that then the rule for which 


we are speaking should not apply, and possibly that should be ex- 
panded to the case where the father is a dealer in real estate such as 
you mentioned. 

We have no brief for the use of this device to convert what would 
otherwise be ordinary income into capital gain. 

Mr. Satrertee. There is one thing I would like to mention as show- 
ing the incongruity of the present treatment of the matter. I did 
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have a corporation some of the preferred stock of which was owned 
by an estate and the estate wanted to have that redeemed so that it 
could help out with its franchise with its estate taxes and so forth, 
but the interest of the estate and corporation was not equal to the 
35 percent, so it would be treated like any ordinary redemption. I 
discussed that with the people in the Internal Revenue Service and 
fortunately in this particular case, fortunately on this point, but not 
for the corporation, the corporation had a capital and surplus deficit 
at the time. 

Mr. Curtis. Yes, but here is the point. If it is worth $10,000 and 
you get. $25,000 preferred stock for it, in effect you are giving yourself 
an opportunity of getting $15,000 which could be acquired otherwise 
as What would be ordinary income and not really capital gain. You 
are putting the real estate into a going concern and you expect to 
make $15,000 not from the increased value of that asset, but that asset 
in a going concern, and that in my judgment is ordinary income. If 
you really want a debt device you can do it through bonds or, if you 
want to give it flexibility, which I can see preferred issue would 

ive you instead of bonds, then why not declare the cost to be $10,000 
in exchange for preferred stock worth $25,000? Although, you may 
say the preferred stock isn’t worth it, it puts a burden on the taxpayer 
of trying to appraise what the land and buildings is worth at the 
time he gets back $25,000, 

Mr. Sarrercee. In a case like that if the corporation sold the real 
estate it would realize the tax over and above the $10,000 base to the 
person who turned it in. 

Mr. Curtis. That is a very good example because then it could go 
on and make earnings on something entirely different and pay out 
$15,000 which would be regarded as capital gain under this and not 
what it really is, which is ordinary income. 

Mr. Sarrerter. We haven't any objection to that, but if I may add 
to what I started to say there, I applied for a ruling in this case 
where the estate turned in some of the preferred stock and we got a 
ruling which it seems to me was incongruous, although it helped us. 
It stated that the redemption was essentially equivalent to a taxable 
dividend, but since the corporation had no earnings and profits, it 
would not be taxed. I say that every redemption of preferred stock 
cannot be essentially equivalent to a taxable dividend, that it is return 
of capital and to the extent of the capital paid in over and above 
that we don’t care. 

The Cuamman. Have you any further questions? 

Mr. Curtis. No. 

The Crarrman. Are there any further questions? 

If not, Mr. Bodine and Mr. Satterlee, we appreciate the testimony 
you have given us on this point. 

Mr. Thank you. 

Mr. Sarrercer. Thank you. 

The Cuamman. Our final witness for today is Mr. Stanley H. 
Ruttenberg, director of research, American Federation of Labor- 
Congress of Industrial Organizations. 

Mr. Ruttenberg, will you come forward, please, sir 

Mr. Rurrenserc. Thank you, Mr. Chairman. 
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STATEMENT OF STANLEY H. RUTTENBERG, DIRECTOR, DEPART. 
MENT OF RESEARCH, AMERICAN FEDERATION OF LABOR AND 
CONGRESS OF INDUSTRIAL ORGANIZATIONS 


Mr. Rurrenserc. My statement today deals solely with the sub- 
ject of the net operating loss carryover, covered in section 29 of the 
report of the Advisory Group on Subchapter C. 

At its 1957 convention, the AFL-CIO adopted a comprehensive 
resolution on taxation, outlining recommendations for needed changes 


in existing tax legislation. Among the recommendations was the — 


following: 
Eliminate the carryback, carryforward provisions of the corporate income tax 


which grant special tax windfalls to purchasers of corporations with heavy | 


losses. 


We are not proposing that the carryback-carryforward provision— 
net operating loss carryover—be eliminated as such. But we do ur 
the ahistinntion of the windfalls. These windfalls arise out of the 
general facts that (1) accumulated operating loss deductions are, in 
effect, transferable from one business enterprise to another and (2) 
the tax credits permitted under the provision can continue to be used 
even though the business operations which produced them have been 
completely liquidated. 

I wert id need document to this committee the spectacular windfalls 
accruing to certain corporate taxpayers and the drain on Federal 
revenues arising out of the abuses of the loss carryover provision. 
For the latest rundown, I refer the committee to the December 8 
article in Barron’s entitled “Red Ink Assets.” 

Simply by merging a loss corporation with a profitable one, the 
loss corporation’s carryovers become available as offsets against the 

rofits of an entirely different business. Further, the assets of the 
oss business can then be sold off and title to the tax credit retained 
for continued use. Under section 382(b), the only caveat is that 
the shareholders of the loss corporation retain a 20 percent interest 
in the new combination, a proviso that has no inhibiting effect what- 
ever on these objectionable transactions. 

The advisory group on subchapter C has made a stab at the prob- 
lem, but unfortunately it is no more than that. What it proposes, 
in effect, is to restrain profiteering in the loss corporation traflic by a 


rule that would reduce the available loss carryover of any acquired | 


corporation to 50 percent of the amount paid for the corporation. 
This would apply in any case where there is a 50 percent. change in 
the ownership of the loss corporation, whether by stock purchase, 
stock exchange, or other tax-free reorganization. 

The only virtue of this rule is its simplicity and its consistency. 
The rule may be simple, but its effects are likely to be complex, arbi- 
trary, and inequitable. As such, it is subject both to evasion and to 
further pressure for amendments to remedy particular situations. 
But worse than that, it does not even begin to deal with the real 
problem. 

1. In the first place, the formula deals solely with situations in 
which there is an acquisition or a change in ownership of the loss 
corporation. It does not cover the equally frequent case in which 
the loss corporation is itself the acquiring party, liquidating its own 


acqui 
letter 


oper 
acqui 
this f 
| Th 
pes 
| whic] 
comp 
and i 
ing 1 
the st 
acqui 
the n 
to be 
and s 
ares 
for “ 
expal 
tinul 
9. 
tax | 
party 
the n 
busin 
case, 
prese 
One 
sion 
yet re 
sold it 
Suppl 
Accor 
to be 
Th 
will 3 
from 
it of 
add 1 
whic 
be th 
a pre 
of th 
parti 
of pr 
is all 
bad | 
moti 
In 
over 
belie 


AMEND INTERNAL REVENUE CODE 877 


operations and applying the tax loss credit to the profits of the 
acquired enterprise. Surely the transaction is as objectionable in 


this form as it is in reverse. 


The Textron and Botany Mills empires have been built on both 
types of operations. Or take the recent case of Food Giant Markets 
and Magic Chef. Magic Chef was a producer of a line of gas ranges, 
which had been losing money for several years because of intense 
competition in its field. It began contracting operations in 1955, 
and in August 1957 brought its remaining assets and its net operat- 
ing loss carryover—$4 million at the end of 1957—into a merger with 


- the supermarket chain of Food Giant Markets. Magic Chef was the 


acquiring party, and it stockholders retained major ownership of 


the merged organization. Magic Chef’s stove properties continued 
to be sold off, and finally the entire stove operation was sold for cash 


and short-term credit on October 1, 1958, to Dixie Products Co. As 
a result of this latter transaction, a reported $414 million was freed 
for “further acquisition” in connection with the company’s west coast 
expansion program. ‘The company is now entirely in the super- 
market business—under the name of Food Giant Markets—but is con- 
tinuing to use the old stove credit, estimated to last until mid-1959. 

2. Not only does the advisory group recommendation fail to cover 
tax benefit mergers in which the loss corporation is the acquiring 
party, but it fails to deal effectively with the fact that entitlement to 
the net operating loss carryover lasts beyond the operating life of the 
business from which it was originally derived. The Magic Chef 
case, related above, is one illustration of how this works under the 
present law. And Barron’s reports as follows: 

One of the more interesting aspects of the Internal Revenue Act is the provi- 
sion which enables a company to sell the assets of an unprofitable subsidiary, 
yet retain valuable tax-loss credits. Thus earlier this year, Allied Paper Corp. 
sold its Allied Albany subsidiary—acquired the year before—to American Linen 
Supply Co., but retained Albany’s tax-loss carry forwards of some $2.7 million. 
According to management, this credit should permit future Federal incomes taxes 
to be reduced by about $1.25 million. 

The advisory group’s 50 percent mechanism, even when applicable, 
will not prevent a corporation, once having acquired a loss enterprise, 
from forthwith disposing of it, keeping it only long enough to strip 
it of its tax credit. To take care of this, the advisory group would 
add new language to section 269, the provision of present law under 


_ which a loss carryover can be disallowed if tax avoidance is found to 


be the main purpose of an acquisition. This addition would establish 
a presumption of tax avoidance intent, if the acquired loss corporation 
does not continue to carry on substantially the same business after 
acquisition as before. But section 269 has been notoriously a dead 
letter. It is not only necessary to prove subjective intent on the part 
of the taxpayer, but also that tax evasion was the main purpose of a 
particular transaction. Quite apart from its ineffectiveness, this type 
of provision embodies the highly doubtful proposition that a windfall 
is all right so long as the taxpayer was not really trying to get it, but 
bad if he was. e think a windfall is a windfall, regardless of the 
motivation of its beneficiary. 

In our view, the cure for the abuses of the net operating loss carry- 
over provision lies along a different line. The cure does not, we 
believe, lie primarily in restrictions on the movement of the credit 
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between different shareholders or legal corporate entities. It seems 
to us that fundamentally the rot in attaching the credit firmly 
to the actual business operation which produced it. 

We are not in a position to say to the committee specifically what 
would be the best way of putting this principle into effect. There ig 
probably more than one way of getting at it, so that section 382 would 
as far as practicable limit the availability of loss credits to the business 
which incurred the losses. 

One approach would be to require that, in case of a merger, the 
net operating loss carryover be available only against the specific in- 
come of the particular business component from which it was de- 
rived. In other words, the parties to a merger would continue to be 
treated as separate entities as far as the availability of the premerger 
loss carryover is concerned. In this way, the amount of the loss carry- 
over would be limited, since it could not be shifted to the profitable 
part of the new combination. If the loss component continued to lose 
money, or if its assets were sold off, the tax credit would automatically 
lapse. Under such a rule, the tax benefit would no longer be a factor 
in merger decisions, since there would be no greater tax advantage 


to be obtained by either party from merging than from not merging, — 
The rule would apply regardless of which party, the loss corporation _ 


or the profitable one, is the acquiring organization. Under the general 
authority of the law, rules could be devised by the Treasury for allo- 


cating the amount of income attributable to a former loss business in | 


cases where, after a merger, it no longer has any kind of separate oper- 
ational identity. 

_ Something of this approach is already applicable under the regula- 
tions governing consolidated returns for unmerged subsidiaries. As 
we understand it, the preaffiliation net operating loss carryover of a 
newly acquired subsidiary may not be used to offset the current profits 
of other companies in the consolidated group, but is available only 
against its own income. 

In short, we are suggesting that the committee take as its starting 
point the principle enunciated under the 1939 Code by the Supreme 
Court in the Libson Shops case in 1957 in which it held that— 
petitioner is not entitled to a carryover, since the income against which the offset 
oe counet was not produced by substantially the same business which incurred 

e LOSS. 

This principle, we submit, is sound, and we do not believe the me- 
chanical difficulties of working out an appropriate application of it 
are insurmountable or should be regarded as some kind of Chinese 
wall. So long as companies are free to mix back operating losses 
with profits of other companies, via the merger route, so long will the 
windfalls continue. 


In conslusion, let me refer to the fact that the advisory group has © 


rejected the Libson Shops approach on the grounds that it would — 


result in— 


too narrow a rule, not in harmony with the general carryover scheme in the | 
statute, and that it would be very difficult to draft and apply. 


However, we believe the evidence points to the conclusion that the 
rule should be narrow ; it has been virtually wide open up to now. 
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The Cuarrman. Mr. Ruttenberg, we ——— very much your 
coming to the committee and presenting the views of your organiza- 
tion with respect to this very important matter. 

Are there any questions? If not, we thank you so much for your 
appearance, sir, 

Mr. Rurrenserc. Thank you. 

The CHamman. The Chair also understands that Mr. Solomon 
Barkin does not desire to appear today and that he has filed a state- 
ment in lieu of a personal appearance. That statement may appear 
at this point in the record without objection. 

(Mr. Barkin’s prepared statement. follows :) 


TEXTILE WORKERS UNION OF AMERICA, 
RESEARCH DEPARTMENT, 
New York, N.Y., 


PROPOSALS OF THE TEXTILE WORKERS UNION oF AMERICA, AFL-CIO, FoR AMEND- 
MENTS TO SECTIONS 381 AND 382 OF THE INTERNAL REVENUE CODE IN ORDER TO 
PREVENT ABUSE OF THE LOSS CARRYOVER PRIVILEGE 


1. Paragraph (2) of section 381(a) should include transfers in connection 
with reorganizations as defined in section 368(a)(1)(B); i.e., which are the 
result of exchanges of stock for stock. 

2. Paragraph (1)(A) of section 382(a) should recognize as a “purchase of 
corporation” any change in ownership in a corporation’s stocks which results 
in any 1 or more of the 10 persons with the greatest percentage of the fair 
market value of the corporation’s stock owning 50 percent or more of its stock 
at the end of a taxable year when such person or persons owned less than 50 
percent at the beginning of such taxable year or at the beginning of the 2 
prior taxable years. 

3. The period of time during which a change in the trade or business (after 
the purchase of a corporation) would result in disallowance of a loss carry- 
over under paragraph (1)(C) of section 382(a) should be extended to 3 tax- 
able years subsequent to the purchase. 

4. In the event of a change in business at any time during the 3 taxable 
years subsequent to the purchase of a corporation, the carryover should be 
denied for each of the prior years in which a net operating loss deduction was 
claimed by the acquiring corporation. 

5. Paragraph (6) of section 382(b) should provide that ownership of stock 
of an acquiring corporation (or of the continuing loss corporation in the case 
of a section 368(a)(1)(B) reorganization) shall be attributed to former stock- 
holders of the loss corporation only in proportion to their ownership of stock 
of the parent corporation following the reorganization. 

6. A subsection to section 382(b) should be provided which would deny the 
loss carryover where former stockholders of the loss corporation owned, di- 
rectly or indirectly, less than 50 percent of the stock of the reorganized cor- 
poration immediately after the reorganization and a business carried on by the 
loss corporation was terminated in any of the 3 succeeding taxable years. 


(Reprinted from the Journal of Taxation, May 1958, vol. 8, No. 5] 
TWUA Research Publication No. E-92 


TEXTILE UNION ASKS DENIAL OF ACQUIRED Loss CARRYOVER UNLESS BUSINESS Is 
CONTINUED 


Sound tax advice for long-range planning doesn’t always depend on a current 
assessment of the likely position of the Internal Revenue Service and the courts 
on doubtful matters of law. Sometimes the tax man must be aware of the 
pressures that may be brought on Congress for changes. The practitioner con- 
cerned with the technicalities of the corporate reorganization must give some 
thought to the way the rules are influencing our economy and who is hurt or 
helped by them. That the textile industry has been going through a period of 


mergers and has been suffering substantial losses (and that these two are not 
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unrelated) has long been common knowledge. It may be news that the Textile 
Workers Union has been studying these phenomena and has urged Congress to 
make changes in the loss carryover rules to prevent what it sees as damage to 
its own members and to the industry. At the House Ways and Means Com. 
mittee hearings in February, Solomon Barkin made an elaborate analysis of 
the law and its effect on the industry, and proposed considerable revision in 
the rules governing use of loss carryovers (secs, 881 and 382). 

In explaining his view, Mr. Barkin pointed out that “section 381 of the code 
permits the carryover of net operating losses and certain other tax attributes 
by successor corporations in the case of specified tax-free reorganizations and 
tax-free liquidations of a subsidiary. Section 382 is designed to limit the sale 
of corporate net operating loss carryovers as such, and to place appropriate limi- 
tations on the use of loss carryovers by successor corporations. In practice, 
however, these limitations to date have not prevented the “trafficking in corpora- 
tions with operating loss carryovers, the tax benefits of which are exploited by 
persons other than those who incurred the loss,” referred to by the Committee 
on Ways and Means in its report on the Internal Revenue Code of 1954. (Report 
on H.R. 8300, p. 42.) 

He quoted Business Week (Jan. 14, 1956) : *’Tax-Loss Mergers Bloom Again.” 
Citing the plethora of advertisements appearing in the Wall Street Journal and 
other financial publications, inviting buyers and sellers of “loss corporations,” 
Business Week noted that “business is picking up again in the buying and sell- 
ing of companies that have tax-loss credits. * * * For a year or so (after the 
adoption of the 1954 code), traffic in tax-loss companies fell off. The ads and 
the merger announcements got sparser. Now, however, corporate tax experts 
have had a good chance to analyze the revised rules and they’re ready to go 
ahead again with mergers involving tax-loss situations. * * * Robert S. Holz- 
man, professor of taxation at New York University’s business school, says: ‘There 
are just as many profitable companies seeking loss situations today as there were 
before 1954—probably more.’ ” 

“The abuse of the carryover provisions by persons intent on obtaining a tax 
advantage,” Mr. Barkin said, “has had particularly deleterious effects on the 
textile industry. The owners of corporations which had suffered losses from 
operations during the recent periods of depressed demand have been discouraged 
from rehabilitating their businesses. New interests have acquired control of 
these corporations and have proceeded to liquidate part or all of the loss cor- 
poration’s assets. In spite of the fact that these persons had not suffered any 
losses, they have avoided taxes on their profitable businesses by applying the 
loss carryovers of the liquidated corporations against the profits of the successor 
corporation. 

“The wholesale exploitation of the loopholes in sections 381 and 382 of the code 
has accelerated the demise of the textile industry. Many millions of dollars 
in taxes have been avoided through the use of a variety of carryover devices, 
Such tax avoidance is clearly not in the public interest. It is essential that see- 
tions 381 and 382 be revised to eliminate loopholes so that the intent of the 
Congress in enacting these provisions shall not be evaded. 

“Instead of preserving equity among taxpayers, removing impediments to 
risk-taking, and increasing the countercyclical effects of taxes, the application 
of sections 381 and 382 of the code has created windfall tax gains for certain 
taxpayers, discouraged enterprises from making investments necessary for their 
survival, and encouraged the liquidation of existing business. This perversion 
of the purposes of the loss carryover provision has caused severe distress among 
thousands of workers who have lost their jobs as a result of plant liquidations, 
In the textile industry, which has been suffering from the impact of several ma- 
jor factors tending to depress the economy of the industry, the use of section 
381 of the code as an additional spur to mill liquidations has aggravated the in- 
dustry’s problems of adjustment and accelerated its demise. Instead of serving 
to stimulate constructive efforts to rehabilitate the industry, loss carryovers 
have been made use of by financial manipulators to the detriment of the industry 
and the public interest.” 


Impact of section 381 

Mr. Barkin pointed out that “the adoption of section 381 of the Internal Reve | 
nue Code of 1954 injected a new and disturbing element into this situation. The 
owners of corporations which had suffered substantial losses found that they 
owned a valuable asset in their corporate tax-loss position. People who were 
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operating a profitable enterprise were anxious to acquire the loss corporation’s 
“tax shoes’’ so they could reduce their tax liability. Lured by the blandishments 
of attractive offers of tax-free exchanges of stock, complete with the advan- 
tages of obtaining stock in a listed corporation in place of securities of a closed 
corporation, many could not resist the opportunity of selling out. Why con- 
tinue the competitive struggle with its demands for new investments for mod- 
ernization when selling out yields a handsome and quick return? 

“In many cases the interests which acquired these loss corporations had no. 
interest in continuing the operation of the company’s facilities. Once the right 
to the loss carryover was achieved, the acquired plant or plants were liquidated. 
Frequently the funds yielded by textile mill liquidations were used by the new 
owners to buy up nontextile companies. Thus the resources of this depressed 
industry were diverted from the much-needed task of rebuilding it. * * * 

“Information on the effects of the use of the carryover device is necessarily 
limited. Many of the deals are made between closely held corporations and 
details are not divulged. Information made available by public corporations is 
also limited. Nevertheless, sufficient information has been made public to yield 
aclear picture of some of the patterns which have developed in the exploitation 
of this tax loophole in the textile industry.” 


Defects in purchase rule 

Turning to the code provisions that permit these results, Mr. Barkin criti- 
cized the looseness of the “purchase” rule of section 382(a). That subsection 
denies a corporation the carryover of net operating losses from prior years if 
the 10 largest shareholders of the corporation as of the end of the year have 
increased by 50 or more percentage points their ownership of the market value 
of the stock within a 2-year period and the corporation does not continue to 
carry on substantially the same business. As to that subsection, Mr. Barkin said: 

“Section 382(a) defines purchase so narrowly that it does not apply to many 
cases in which effective control is purchased. Before disallowance of the carry- 
over is imposed, paragraph (1) (A) of this section requires that any 1 or more 
of the 10 persons who own the greatest percentage of the fair market value of 
a corporation’s stock at the end of the taxable year must have increased their 
holdings by at least 50 percentage points over their holdings at the beginning 
of the taxable year or the beginning of the prior taxable year. This means that, 
if such persons increased their holdings from 10 percent of the total to 50 per- 
cent (an increase of 40 percentage points), the limitation of section 382(a) 
would not apply. Obviously, ownership of 50 percent of a corporation’s stock 
represents control; this is the measure of control recognized in section 269 of 
the code, relating to the acquisition of control of a corporation to evade or avoid 
income tax. 

“The period of time during which a change in the trade or business (after the 
purchase of a corporation) would result in the disallowance of a loss carry- 
over under section 382(a) is inadequate. The limitation of section 382(a) to 
cases in which stock ownership has changed since the beginning of the cur- 
rent taxable year or the beginning of the prior year means that the old 
business need often be continued for only a little more than a year. For ex- 
ample, assuming that a corporation’s taxable year is the calendar year, if its 
stock changes hands in December 1956, then the business carried on by the 
corporation at that time need be continued only until January 1958. In special 
cases this period may be even further reduced. For example, if the stock of 
the loss corporation had been owned prior to its sale by another corporation with 
which consolidated returns had been filed on a calendar-year basis, the period 
from the beginning of the calendar year to the date when the sale of stock 
broke the affiliation would be a period for which a return should be filed and, 
therefore, a taxable year within the definition in section 441(b) of the code. 
The period from the date of sale to the end of the calendar year might be a 
separate return period and also, by definition, a taxable year. If the sale took 
place on November 30, 1957, and the loss business was terminated on January 2, 
1958, it might be argued that there had been no change in stock ownership since 
the beginning of the taxable year 1958 or the beginning of the prior taxable year 
on December 1, 1957, and that séction 382(a) accordingly had no application. 

“If a change in the nature of a business occurs within the specified period 
after a corporation’s purchase, the loss carryover is denied under section 382(a) 
for the year in which the change in business occurred ; however, any net operat- 
ing loss deductions made in prior years are not affected. This means that a 
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corporation can purchase a loss corporation, offset the entire amount of the carry- 
over against profits in the first taxable year or two, and then terminate the 
business of the former loss corporation without penalty.” 


Defects in reorganization rule 


Subsection 382(b) serves to reduce the loss carryover of a corporation if its 
shareholders wind up with less than a 20 percent interest in the combined entity; 
it requires a pro tanto reduction of the carryover to the extent that the share. 
holders’ interests fall below this 20 percent mark, the carryover being reduced 5 
percent for each 1 percent it falls below 20 percent, so that, if the shareholders 
of the loss corporation have 19 percent of the stock of the combined company, 
the carryover is reduced 5 percent. 

Mr. Barkin criticizes subsection 382(b) for two main reasons: There is no 
requirement that the business be continued if the loss is to be used; further, 
the exclusion of the liquidation of a subsidiary permits the purchaser to acquire 
the loss corporation as a subsidiary and then liquidate it and use its losses 
without limitation. 

As we reported to you here last March (8 JTAX 146), the Advisory Group of 
Practitioners to the Mills Subcommittee raised this question of using liquidation- 
of-subsidiary route as a means of avoiding the limitations on loss carryover, 
They said, “Can taxpayers avoid both subsections of section 382 by acquiring 
the stock of the loss company in a section 368(a) (1) (B) [stock for stock.—Ed,] 
reorganization and then liquidating the company under section 322, where acqui- 
sition of the assets directly in a section 368(a)(1)(C) [stock for assets.—E4d.] 
reorganization would bring section 382(b) into play? Can the shareholders of 
the acquiring company purchase the stock of the loss company and then merge 
it into the acquiring company relying on the common-ownership provisions of 
section 382(b) (3) to escape the limitations of the section? It is very clear that 
present law has created a very difficult situation for the Service.” That group 
eonsidered recommending a rule similar to that underlying the recent Lisbon 
Shops decision that carryovers can be applied only against income from the busi- 
ness which suffered the loss, but finally decided to recommend limiting loss 
earryovers of acquired companies to 50 percent of the price paid for them. 

Mr. Barkin makes no such recommendation, for such a recommendation in- 
volves no fundamental change. He would require that the business be continued 
after a reorganization. He said: 

“Under section 382(b), relating to the limitations on loss carryovers where 
changes in ownership are the result of a reorganization, there is no requirement 
that the successor corporation continue to carry on the same trade or business. 
This omission creates a most significant loophole since it permits persons desir- 
ing to obtain tax loss carryovers to do so without regard to the disposition of the 
business of the acquired loss corporation.” 

In addition, he would treat a stock-for-stock reorganization like a purchase. 
As to this, he said: 

“In listing the types of reorganizations which are subject to the limitations 
of section 382(b), the statute omits transfers which are the result of exchanges 
of stock for stock [sec. 368(a)(1)(B)]. This means that the owners of the loss 
corporation involved in this type of reorganization need not obtain a 20 percent 
interest in the successor corporation in order for the latter to use the carryover. 
The successor corporation can achieve this end either by transferring income- 
producing assets to the loss corporation or by liquidating it so that the carryover 
would go to the parent company. In the latter case, the transaction should be 
treated in the same manner as a purchase of stock and be made subject to 
section 382(a). 

“While the Senate Finance Committee’s report on H.R. 8300 states that ‘the 
20 percent (continuity of interest) requirement [in sec. 382(b)] cannot be 
watered down by inserting one or more corporate entities between the corpora- 
tion with the loss and the corporation deducting the loss,’ it is silent on the 
possibility of watering down the 20 percent requirement through other devices. 
For example, in a reorganization in which substantially all the assets of a loss 
corporation are acquired by a subsidiary (which can be newly created) of a 
profitable corporation in exchange for the latter’s stock, the continuing interest 
of the loss corporation’s stockholders can be watered down as long as they receive 
stock in the parent company as a value of 20 percent of the fair market value 
of the subsidiary. The parent company can then make use of the loss corpora- 
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tion’s carryover by transferring income-producing assets to the subsidiary which 
nad acquired the loss corporation’s assets,” 


Section 269 no bar 

Mr. Barkin, like most of those who have studied the problem, places little 
reliance on section 269 (sec. 129 of the 1939 code). The old section was widely 
regarded as impotent in view of the Treasury’s failure to win a single case 
under it. And the 1954 addition (a presumption that the purpose of an acquisi- 
tion is avoidance if the price of the stock is low in relation to the tax basis of its 
assets and its tax benefits) is complicated and untested. Furthermore, there is 
the remark of the committee report on this section that it is not applicable if 
382(b) applies. Does this mean that giving the old stockholders only 19 percent 
and accepting a 5 percent cut in the carryover will make section 269 ineffective? 
Mr. Barkin concluded that “the only effective remedy for the widespread abuse 
of the carryover provisions is to close the loopholes in sections 381 and 382. 
This can he accomplished by denying use of the carryover in the case of a 
change in ownership of a corporation if a business is terminated at any time 
during the 3 years subsequent to the date of the change. This rule should be 
applied whether the change in ownership is a result of a purchase of the cor- 
poration’s stock or a reorganization. This would put an end to the exploitation 
of tax benefits by persons other than those who incurred the loss through traf- 
ficking in corporations with loss carryovers.” 


Criticizes Mills group 50 percent proposal 

“The remedy proposed by the Advisory Group on Subchapter C of the Internal 
Revenue Code of 1954 would limit the available carryover of an acquired busi- 
ness to 50 percent of the consideration paid for that business and would delete 
the requirement for continuation of a business from section 382(a) (1) (C), sub- 
stituting a provision in section 269 making it a presumption that an acquisiton 
is for a purpose condemned under that section if the business of the acquired 
corporation is discontinued. 

“Unfortunately, this remedy appears to create more problems than it solves. 
The proposed limitation of carryovers to 50 percent of the consideration paid 
for a business is at best arbitrary. At worst, it could operate capriciously in 
permitting certain corporations the full benefit of carryovers in spite of the tax 
avoidance motive involved in an acquisition while preventing other corporations 
from utilizing their full carryover rights where no abuse is involved. The rela- 
tionship between carryover and the amount paid for a loss corporation is not the 
crucial consideration. A loss corporation with relatively substantial net assets 
might well be acquired by another corporation at a price several times the amount 
of its carryover (thus assuring allowance of the full carryover) yet subsequent 
events might clearly establish the abusive character of the transaction. The 
crucial question is whether the business formerly conducted by the loss corpora- 
tion is continued by the acquiring corporation. It is the liquidation of such 
businesses that has constituted the gross abuse of the carryover provisions, with 
its dire consequences for the affected workers and communities. 

“The advisory group recognizes that ‘the proposed mathematical tests would 
not reach such cases (acquisition of a “shell” corporation or a going business 
with no idea of continuing it).’ However, the protection which the advisory 
group suggests against this type of abuse is actually weaker than the present 
provision. Under section 382(a)(1)(C) a purchased corporation which has not 
continued the trade or business conducted before its purchase automatically 
loses its carryover. The advisory group would delete this objective rule and 
substitute for it a general proposition that the discontinuance of the corpora- 
tion’s trade or business shall be considered ‘a presumption that (the) acquisition 
is for one of the purposes condemned by section 269.’ 

“We have commented above on the ineffectiveness of section 269 as a bar to 
abuse. The addition of the presumption in subsection (c) in the 1954 revision 
of the code has not materially enhanced the effectiveness of section 269. The 
addition of another presumption can hardly accomplish the stated purpose of 
the advisory group. Indeed, the group’s report admits that the proposed addi- 
tion ‘is cast in general terms which are uncertain in application to specific 
cases’,”’ 


the 
its | 
ty; | 
d5 
ers 
ny, 
er, 
ire 
Ses 
of | 
on- 
er, 
ing 
d.] 
jui- | 
a.) | 
of 
rge 
of 
hat 
up 
on 
OSS 
in- 
ed 
Pre 
ont 
SS. 
the 
se, 
ns 
res 
ISS 
nt 
er. 
ne- 
er 
be 
to 
he | 
be 
| 
he 
SS 
st 
ve 
ue 
| 


884 AMEND INTERNAL REVENUE CODE 


Conclusion 


“The Congress has recognized the need to restrict the carryover of losses ip 
accordance with economic realities rather than such artificialities as the lega) | 
form of a reorganization. It has sought to insure that the benefit of the carry. 
over shall not be exploited by persons other than those who incurred the logs | 
However, the limitations provided in section 382 of the Internal Revenue Code of 
1954 have proved to be too loose to accomplish its purpose.” 

Mr. Barkin produced for the committee a number of case histories of acquisi. AD\ 
tions of textile companies by others, showing the tax benefit flowing to the pur. TE 
chasing company as a result of the acquisition. These will be published in the 
proceedings of the Ways and Means Committee hearings, which should be avail. | 
able soon from the Government Printing Office. These case histories, together | 


with excerpts from annual reports of purchasing companies, should make useful 
reading for practitioners concerned with operation of tax loss carryovers. 


STATEMENTS ON RELATED SUBJECTS BY SOLOMON BARKIN, DIRECTOR OF RESEARCH, 
TEXTILE WORKERS UNION OF AMERICA, 99 UNIVERSITY PLACE, NEW YORK, N.Y. 


E-79. “Regulation of Charitable Trusts,” before the Rhode Island Specia) | 
Committee on Charitable Trusts, Sept. 21, 1949. TI 

B-53: “Tax Exemption of Charitable Foundations and Trusts,” before Con- room 
gress on behalf of the CIO, Feb. 14, 1950. presi 

F-96, Supp. 4: “Need for Revision of the Internal Revenue Code of 1954 Relat- 
ing to Carryovers of Net Operating Losses,” before the House Ways and Means 0 
Committee, Feb. 4, 1958. . 


The Cuarrman. The call of the calendar having been completed, | ca 
the committee adjourns until 10 a.m. tomorrow. NH 


(Whereupon, at 12:50 p.m., the committee was recessed, to recon- | “ ‘p, 
vene at 10 a.m. Wednesday, March 4, 1959.) 
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= | WEDNESDAY, MARCH 4, 1959 

on, House or ReEepresENTATIVES, 

a | CoMMITTEE ON Ways AND MEANS, 
Washington, D.C. 

cial The committee met at 10 a.m., pursuant to recess, in the committee 

yon. room, New House Office Building, Hon. Wilbur D. Mills (chairman) 

iding. 

lat The The committee will pleasecome toorder. 

ans —_ Our first witness this morning is Prof. George E. Lent, es 

wa, _ professor of business economics and director of research, Amos Tuc 


hool of Business Administration, Dartmouth College, Hanover, 
N.H 
on 


Professor Lent, we are gratified to have you with us this morning 
and you are recognized, sir. 


STATEMENT OF GEORGE E. LENT, VISITING PROFESSOR OF BUSI- 
NESS ECONOMICS AND DIRECTOR OF RESEARCH, AMOS TUCK 
SCHOOL OF BUSINESS ADMINISTRATION, DARTMOUTH COLLEGE, 
HANOVER, N.H. 


Mr. Lent. Thank you, Mr. Mills. 

Iam glad to have an opportunity to discuss a problem that has con- 
cerned me for some time and I am sure has troubled some of the mem- 
bers of this committee. 

The Internal Revenue Code of 1954 not only failed to achieve one 
of its objectives of eliminating traflicking in loss corporations; it has, 
rather, provided a blueprint to avoidance. Passage of the law was 
quickly followed by a succession of mergers by loss corporations with 
profitable companies that could absorb the loss carryovers. Exploita- 
tion of loss carryovers through mergers in the textile and other indus- 
tries aroused the interest of a congressional committee and the Federal 
Trade Commission. 

The committee staff concluded that the textile merger wave presents 
“an excellent case study of the powerful role played by tax considera- 
tions. If it is desirable to control the tide of mergers in textiles,” it 
_ stated, “the next question to be answered is whether these mergers 

should be further subsidized by the tax laws.” 

More recently public attention has been called to the significance of 
_ these tax provisions by Studebaker-Packard’s plans to acquire other 

businesses as a means of recouping prior-year tax losses of $124 mil- 
lion. And many corporate shells traded on the stock exchanges owe 
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their speculative value to acquisitions of profitable companies that 
can absorb their losses. a 

The full implications of the tax provisions governing the purchase 
of losses and their carryover from one business to another need re- 
examination not only with respect to their influence on corporate 
mergers. Further analysis of their principles is also needed from the 
point of view of their equity and economic justification. 


THE 1954 CODE PROVISIONS 


The 1954 code provided statutory authority for the carryover of a 
net operating loss from a predecessor to a successor corporation in 4 
tax-free reorganization or liquidation. This was in response to the 
need for definite statutory rules that would provide for the uniform 
treatment of this and various other tax benefits in the hands of the 
transferee without regard to the legal form of the reorganization. 
Provisions were also enacted to curb the tax-avoidance traflic in logs 
corporations. 

n the enactment of this legislation consideration was given to two 
alternative approaches: 

(1) The principles followed in consolidated return regulations 
whereby preaffiliation losses, and separate return losses, could be 
offset only against profits attributable to the business realizing 
the loss; and 

(2) A continuity-of-interest principle, according to which a 
carryover would be recognized to the extent that shareholders in 
the loss corporation continued an interest in the successor cor- 
poration. The latter theory was adopted for tax-free reorganiza- 
tions. 

The code provides that in a corporation’s acquisition of assets of 
another corporation, whether in a tax-free liquidation of a subsidiary 
or in a tax-free reorganization, the acquiring corporation shall sue- 
ceed to the net operating loss of the transferor or distributor corpora- 
tion—section 381. 

However, the full tax benefits of such loss carryovers are limited 
to reorganizations where owners of a loss corporation receive a 20 
percent or more interest in the successor corporation; loss carryovers 
are _s down ratably for less than a 20 percent interest—section 
382(b). 

If, for example, shareholders of the loss corporation receive only a 
10 percent share in the successor, the loss carryover is reduced by 50 
percent. 

One of the most troublesome problems under the 1939 code was the 
trafficking in loss carryovers. This generally took the form of a pur- 
chase of a corporate shell, with little or no assets other than a net 
operating loss carryover, to cloak the operations of a profitable busi- 
ness. Congress had attempted to curb this form of tax avoidance by 
the enactment of section 129 in the Revenue Act of 1943. 

Section 129 provides that where a corporation is acquired by a 
person or other corporation not in control immediately prior to the 
acquisition, for the principal purpose of avoiding or evading Federal 
income or excess profits taxes, the Commissioner of Internal Revenue 
is authorized to disallow the benefits of a deduction, credit, or allow- 
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ance which would not otherwise be enjoyed by the acquiring person 
or corporation. However, largely because of the necessity of proving 
that the receipt of a tax benefit was the principal purpose of an 
acquisition, section 129 has been ineffective. 

The 1954 code attempted to remedy this defect by eliminating a 
net operating loss carryover where there is a change in the ownership 
of a corporation by 50 percentage points or more within a period of 
2 years, and the corporation does not continue to carry on a trade or 
business substantially the same as before—section 382 (b) ; 

This section is intended to apply where the stock of a corporation 
is purchased and its basis is determined solely by reference to its cost 
tothe holder. 

In addition, Congress added a new subsection (c) to section 269— 
old section 129—which provides that, in the acquisition of property 
or a corporation not previously controlled, the payment of a consid- 
eration substantially disproportionate to the sum of the adjusted 
basis of the property acquired and the benefits not otherwise avail- 
able shall be prima facie evidence of the purpose to evade or avoid 
Federal income tax. 

This subsection is intended to apply to cases where the considera- 
tion is substantially less than the aggregate of the tax basis of the 
assets and the tax value of other tax benefits, such as loss carryovers. 

Section 269 thus continued in effect old section 129’s original 
philosophy of denying the transfer of tax benefits from one taxpayer 
to ieicthes where control of the business was obtained ineiaalld for 
purposes of avoiding or evading Federal income tax. ‘The new sub- 
section (c) was intended to strengthen the hand of the Government 
in the courts. 

ACQUISITION BY LOSS COMPANLES 


The most serious fault of the new code was the failure to correct 
the abuses whereby a company with net operating losses acquires a 
profitable business for the purpose of using up its losses. This is 
generally accomplished by purchasing stock in the profitable com- 
pany followed by liquidation, or by simple purchase of its assets— 
rather than through merger and the provisions of section 381. The 
code imposes no prohibition or limitation on the carryover of losses 
against the profits of the other business under these circumstances. 

The deliberate acquisition of profitable businesses by loss corpora- 
tions, and not traflicking in loss companies themselves, is in fact the 
outstanding source of tax avoidance in this area. Such aquisitions 
are tantamount to admissions that the acquiring business cannot be 
put on a profitable basis through its own operations, as implied in 
the theory underlying loss carryovers. 

For example, in his proxy statement to shareholders urging rati- 
fication of the merger with American Woolen and Robbins Mills, 
President Little of Textron stated his purpose boldly : 

It is our present intention to invest the balance of our capital in diversified 
industries outside the textile field prior to December 31, 1956, if possible, in 
order to develop maximum earnings prior to the expiration of portions of our 
tax loss carryforwards in 1957 and 1958. We should, therefore, be employing 
Within the next 2 years in excess of $50 million in capital in this type of higher 
Yield investment. Since 1954 Textron has acquired 24 nontextile companies 


and disposed of 6. At the end of 1958 unexpired loss carryovers amounted to 
$19.4 million. 
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The board chairman of Botany Mills, in urging approval of a 
recapitalization plan in February 1956, stated: 
Our principal asset, a tax loss carryover of over $13 million I fear will be 


largely lost and our securities greatly depreciated in value without approval of 
this recapitalization plan. 


Adoption of the plan was to make possible the acquisition of num- | 
erous nontextile businesses that have completely changed the charac- 


ter of Botany Mills’ operations. A similar desperate outlook seems 
to dominate Studebaker-Packard’s attempts to acquire successful com- 
panies. 

Frequently corporations are liquidated so as to divert the loss carry- 
over from the business for which they were intended. Such a ma- 


D.C. In withdrawing from the losing transit operation in August 


1956, Wolfson sold its assets for $13.4 million, and retained the corpo- | 


rate shell with a loss carryover of $17.1 million. The sale proceeds 
were then used to purchase the assets of the Marion Power Shovel 
Co. and Osgood Co. from Merritt-Chapman & Scott Corp., controlled 
by Wolfson, and later the assets of Southern Pipe & Supply Co.; the 
corporate name was changed from Capital Transit Co. to Universal 
Marion Corp. 

In April 1958, Universal Marion used its stock to acquire the assets 
of Scullin Steel Co. As a result of these transactions, the losses sus- 
tained by Capital Transit were not applied to its own future opera- 
tions, but provided a tax shelter through 1961 for entirely alien in- 
dustries controlled by Wolfson. This is a complete distortion of the 
original purposes of loss carryovers. 

Against the above views, some argue that tax losses should be fully 
transferable. According to this view a corporation, wpon its winding 
up, should be permitted to recover the market value of its loss carry- 
overs in the same way that it recovers the liquidating value of its other 
assets. Providing full transferability of such losses from one corpora- 
tion to another, it is argued, would develop a market that would enable 
their full competitive value to be realized. But it is not clear why a 
profitable acquiring corporation should be allowed to buy its way out 
of Federal taxes in this manner. 

There can be no reasonable objection to the transfer of losses with 
the sale or merger of a business where the losses are apphied to profits 
from future operation of the business assets with which they origi- 
nated, But if it were the purpose of the Government to reimburse a 
corporation for losses upon its winding up, this should be done directly 
and not through the juggling of such losses in the marketplace, 

An extreme case is the acguisition of an established profitable busi- 
ness by & corporation that fas never realized taxable profits, The 
Government has no ob} igation to share such Josses on grounds of in- 
come averaging or preservation of economic incentives, Yet the it 
code authorizes such unsuccessfu) businesses to offset their losses 
against other businesses, There is even less justification for reducing 
the taxes of a profitable company by a loss company’s acquisition. 
This is at the expense of the Treasury, which needlessly suffers a loss 
of revenue that the successful company was fully able to pay out of its 


own income. 


“ness. 
neuver is illustrated by the sale of Capital Transit Co. of Washington, — 
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PURCHASES OF LOSS COMPANIES 


Sale of a corporate shell is a traditional way of peleging loss 
carryovers of a moribund company. This type of trafficking has 
been the clearest type of abuse of the carryover provisions. Yet 
continued advertisements in the financial press evidence little or no 
eflect of the new code provision which eliminates such tax credits 
where 50 percent or more of the ownership of a corporation changes 
hands within a 2-year period. 

This failure is partly due to the escape clause which makes an ex- 
ception when the loss company continues in the same trade or busi- 


ness. It has never been clear why the Congress condones a practice 
within an industry that it condemns when undertaken across indust 
lines. Failure is also due to the ineffectiveness of the code’s anti- 
avoidance provision, section 269, 

Loss corporations offered for sale are generally failing businesses 
that are about to be liquidated. The tax value of the loss is part of 
the salvage value, the recovery of which through normal business 
operations would be very improbable. If the business can be com- 
bed with the operations of a similar type of business which is profit- 
able, it can share in the tax savings thereby made possible. This is 
true whether or not the corporation ever paid Federal income taxes 
which it might be entitled to recoup. 

The corporate shell thus acquired can then be used as a vehicle 
for the acquisition of earning assets, and continue in substantially the 
same type of business as before. The old stub may in fact provide 
the nucleus for the expansion of a business in a closely related line, 
with the original business being submerged in the new development. 
For a time, however, the acquiring company is provided a convenient 
tax shelter costing no more than 10 to 15 cents on each dollar of loss, 
against a maximum Federal tax rate of 52 cents on the dollar, 


THE FAILURE OF ANTIAVOIDANCE SANCTIONS 


The failure of section 382 to meet the problem of trafficking in loss 
corporations leaves the principal burden on the antiavoidance pro- 
visions of the law, particularly section 269. 

This section, which governs acquisitions made to evade or avoid 
income tax, is substantially the same as old section 129 of the 1939 
code, with the addition of the new disproportionateness rule of sub- 
wetion (ec). This rule establishes a prima facie evidence of avoid- 
ance or evasion where the consideration paid for control of a corpora- 


tion not. previously controlled is substantially less than the aggregate 
| of its tax basis and tax benefits such as loss ca rryovers, 


The failure of old section 129 to curb tax avoidance is well known, 
and there is litle reason to believe that the addition of the new rule 


wil strengthen it. The rule of subsection (e) would not appear 
; be any more effective than present procedures in establishing the 
| 


feet that tax avoidance or evasion was the principal purpose of the 
acquisition, as required by section 269, 

In the assertion of a tax deficiency, the burden of proof is nor- 
mally on the taxpayer, and prima facie evidence of avoidance would 
hot seem to be any more productive of results so long as it is neces- 
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sary to show that tax-avoidance motives were greater than valid 


business purposes. 
A still more fundamental difficulty arises if it can be shown that 


the value of the consideration was equivalent to the market value 
of the property, although substantially less than the sum of the tax 
basis of the property and the amount of other tax benefits. Despite 
prima facie evidence of tax avoidance according to section 269(¢), 
the consideration paid for the property weld be no greater than 
what it was worth. 

Other defects of section 269(c) arise from the vagueness of the | 
term “substantially disproportionate.” There is considerable | 
culty in the valuation of property which does not have an established | 
market, and considerable margin of error would arise both with | 
respect to the value of the property acquired and the value of the. 
stock which may be exchanged as a consideration. If the tax value. 
of the loss is small in relationship to the value of property, but 
nevertheless absolutely very large, 1t would be difficult to apply the 
rule. 

The possibility of a court invoking section 269 to disallow a dedue- 
tion thus appears remoted, in any carefully planned transaction in- 
volving carryovers. While the vagueness of the concept and uncer- 
tainty over its application operates as a dterrent, the need for a 
more objective standard still remains. 


PRINCIPAL CONCLUSIONS AND RECOMMENDATIONS 


The provisions of the new code governing the transfer of net oper- 
ating losses and other items are not only conflicting and uncoordi- 
nated, but also unsound in principle and ineffective in their operation. 
They are difficult to justify on equity grounds and have distorted 
the tax laws to the private ends of corporate promoters; they ar 


contrary to the public interest in encouraging industrial combina- 
tions and result in a gratuitous drain on the Treasury. 

It is generally agreed that Congress should adopt realistic rules 
for the transferability of net operating losses and other tax attributes 
in a tax-free reorganization, and that their transfer should not rest. 
on the narrow technical grounds of the old 1939 code. 

Moreover, trafficking in net operating losses had become repugnant | 
to most tax authorities and it was necessary to strengthen the pro 
visions of the antiavoidance section 129. Unfortunately, the measures 
adopted were I believe fallacious in principle and ineffectual in 
purpose. 

The so-called continuity of interest principle adopted for tax-free 
exchanges is a distortion of the original purpose and theory of loss 
offsets. This is because it permits the loss of one business to be! 
offset against the income of a going business entirely unrelated to. 
that which incurred the loss. The fact that shareholders of the los; 
corporation participate in the benefit does not mitigate the mischief. 

The rule applicable to a taxable purchase of a loss company follows 
an entirely different principle. This deviation is less objectionable 
than the fact that it has not worked. | 

Trafficking in loss companies appears to be no less rampant toda 
than under the 1939 code. It is now doubtful if the original appro 
of the Ways and Means Committee was correct. The original House 
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pill would have eliminated any loss carryovers of a corporation with 
80 percent or more change in ownership, with a pro rata reduction 
for changes between 50 and 80 percent whether or not there was a 
change in business. Attempts to buttress the antiavoidance section 
129—new section 269—by the addition of subsection (c) only added 
further confusion. 

Trafficking in loss companies has diverted attention from the far 

ter evil of loss companies themselves using their carryovers as 
a shelter for the acquisition of profitable businesses. 

While the 1954 code frowns upon trafficking, except in tax-free 
reorganizations, it sanctions the latter practice which has contributed 
so much to the formation of industrial conglomerates and has resulted 
in huge tax bonanzas to promoters and unconscionable revenue losses 
to the Treasury. Many of these deals are contrived so as to divert 
the loss carryover from the business in which it was generated and 
ostensibly intended by law to be used. 

In this connection, I should like to quote from a personal letter from 
an ofticer of one of our leading investment banking firms: 

The subject is one that should be discussed since it has been obvious for some 


time that the Treasury Department, and therefore the taxpayers of the country, 
have been drained of many millions of tax income by those who are clever 


enough (maybe “sharp” is a better word) to take advantage of provisions in the 
law which your paper discusses. The whole idea of mergers, whose chief 
motive is the savings of taxes, is to me utterly repugnant and I hope you are 
successful in having the law or the regulations, or both, changed in a way that 
will do away with this trafficking in loss corporations. I cannot believe it is 
in the public interest to companies like Textron and Botany Mills go into a 
variety of totally unrelated industrial fields, whether or not there is a tax 


advantage, and I think the next 25 years is going to show that many of these 
consolidations just don’t work out. 


1. GENERAL OBJECTIVES 


It seems clear that the present contradictory system of limitation 

on loss carryovers from one corporation to another needs to be re- 
pet by simple internally consistent rules that will achieve the fol- 
owing 
(a) Fulfill the principal loss carryover objectives of removing tax 
deterrants to investment, and avoiding discrimination against busi- 
nesses with fluctuating incomes. This would permit an unprofitable 
enterprise to recoup its losses for tax purposes through its own future 
business operations, or development of new businesses. 

(6) Prevent one business interest from exploiting for tax purposes 
the losses or profits experienced by another business interest. 

(c) So far as possible, replace subjective determinations based on 
vague concepts such as business purpose, tax avoidance, change in 
a and similar ideas, with objective standards uniformly 
applied. 

d) Be neutral with respect to inducements to merge or to con- 
solidate with other businesses. 

(e) Avoid undue incentives for the abandonment of plant or equip- 
ment and the movement of industry. 
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2. PROPOSED SOLUTIONS 


The recommendations of the Advisory Group on Subchapter C fall] 
far short of these goals. The advisory group believes that the desired 
result can be accomplished by relating the availability of carryovers 
to the consideration paid for the loss corporation so as to eliminate an 
more than an incidental tax profit from loss carryovers in the acquisi- 
tion of a going business. 

It therefore recommends that the available carryovers of an ac- 

uired business be limited to 50 percent of the consideration paid for 
the business. 

For example, if a corporation has loss carryovers totaling $400,- 
000, at least $800,000 would have to be paid for the business in order 
to make the losses fully available. 


The proposed rule is not only arbitrary and therefore inequitable; — 


it also takes an extremely narrow view of the whole problem. In at- 
tempting simply to restrict trafficking in tax losses on the theory that 
a little pregnancy can do no harm, it would apply indiscriminately 
to “legitimate” as well as “illegitimate” offsets. In limiting the 
transferability of a business’ losses against its own future operations, 
it would tend to defeat the incentive objectives of loss carryovers. 

The greatest weakness of the proposal, however, is its failure to 
recognize the more serious problem involved in the acquisition of 
profitable companies by those with substantial operating losses. 

The task still remains of discovering a unifying principle that copes 
equitably and effectively with all aspects of these problems. 

I believe that the objectives of a unified system can best be fulfilled 
by adoption of the general principles followed in Treasury regulations 
governing consolidated returns, with such changes as may be necessary 
to correct their present deficiencies. Such a rule may be justified by 
the general principle that the carryover of net operating losses be lim- 
ited to the business, or related businesses under common ownership, 
which generated the loss. More simply, it may be summarized in 
the proposition that loss carryovers follow the assets with which they 
were associated. 

Although made freely transferable with a change in the ownership 
of a business, their offset should be limited to the future income of 
that business and not against the income originating in an entirely 
different business. 

3. SPECIFIC PROPOSALS 


I propose that section 382 be repealed, and that it be replaced 
with a rule which limits net operating loss carryovers in a tax-free 


reorganization to the income of the successor corporation attributable | 


to the constituent business which incurred the loss. This rule would 
be followed whether the loss ye gd was the acquiring corporation 
or the corporation acquired. In the la 


part from present consolidated return regulations which permit the 
net income of a new subsidiary to offset preafliliation losses of a con- 
solidated group. 
The proposed rule would supersede the 20 percent continuity of 
interest rule now followed in tax-free reorganizations. It would in 
effect preserve the net operating loss carryover regardless of the size 


tter respect, the rule would de- , 
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of the interest of the old shareholders in the new corporation, but 
limit it to the future income attributable to the business realizing the 


Joss. 

It may be objected that the proposed rule would in effect deny many 
corporations the rk Te of offsetting their losses against future 
income through ordinary business operations, and thereby militate 
against the incentive objectives of loss carryovers. 

Although it would deny the offset of losses against the readymade 
profits of an established business, it might be feasible to permit their 
offset against income of newly developed businesses—that is, those 
that have not been separately established for a period of, say, more 
than 3 years. Some precedent for this concept already exists in the 
spinoff provisions of section 355, which require that a separate trade 
or business spinned off be actually conducted over a minimum 5-year 
period. Such a rule would still continue to encourage new develop- 
ment without a tax subsidy. 

The proposed rule would also supersede the present 50 percentage 
point change of ownership provisions now applicable to taxable pur- 
chases. Instead of eliminating the loss carryover, the rule would limit 
carryovers to future profits of the same trade or business. The fact 
that ownership has changed hands should not be permitted to deny 
the loss carryover privileges of the old owners, so long as the business 
iscontinued, And if the loss business is then merged with another 
corporation or its assets purchased, losses would continue to be subject 
tothe limitations of the tax-free rule described above. 

The practical effect of the proposal would be to restrict significantly 
the tax benefits realized in acquisitions, such as those of Textron, 
where profitable nonrelated businesses are acquired to offset past. 
losses. Similar restrictions would apply to the Capital Transit type 
of transaction, in denying the offset of its losses against income of the 
successor companies. 

Consideration should be given to revision of section 269 so as to 
eliminate the confusion created by new subsection (c). The clearest 
way of accomplishing this is to repeal subsection (c). Although it 
may be desirable to retain the principle of section 269 for general 
application, adoption of the proposed new rule should greatly reduce 
its need in loss cases. 


4, ADMINISTRATIVE FEASIBILITY 


Objections to the proposed rule have been made on administrative 
grounds. It is argued that while accounting records maintained by 
an affiliated corporation in a consolidated group permit the applica- 
tion of sienliadbted return rules, the merging of separate business 
identities in a corporate fusion would preclude such separate account- 
ing and present unusual compliance and administrative difliculties. 

These objections need to be more fully explored, not by lawyers 


but by experienced accountants and examiners of the Internal Revenue 


Service. I sincerely believe that the administrative difficulties have 
been exaggerated. 

Clearly, Textron Corp. as well at Botany Mills, for example, ac- 
count separately for the profits and losses of their new acquisitions. 
Moreover, the acquiring corporation would be on notice to maintain 
separate records for the merged businesses for several future years, 


fall 
=| 
ers 
any 
ace | 
for | 
00,- | 
der 
dle; 
at- 
hat 
rely 
the 
» to | 
pes 
led 
ons 
ary 
by 
im- 
rip, 
| in 
hey | 
hip | 
of 
ely 
ced | 
free | 
| 
‘jon | 
de- | 
the | 
On: 
of 
| in | 
Size 


894 AMEND INTERNAL REVENUE CODE 


to a maximum of five; such accounting would be dictated by sound 
management. If such separate accounting is infeasible in cases where 
the assets have lost their identity, the earnings of the separate busj- 
nesses comprising a successor corporation could be allocated by the 
use of alternative methods such as value of assets, tax basis of assets, 
or some other appropriate formula. | 

This is the approach followed in regulations governing the alloca. 
tion of earnings and profits in a tax-free splitup or spinoff. 

The Internal Revenue Service has had many years of experience 
with consolidated returns, and it would encounter little additional 
difficulty in applying them to mergers. Moreover, if such a principle 
were adopted, the magnitude of the problem would be greatly reduced 
by eliminating the incentive for mergers of the Textron and Botany 
Mills variety. 

The Cuarrman. Are there any questions of Professor Lent? 

Mr. Mason. Mr. Chairman, I have no questions. 

But I do think, Professor, that you have given us a very, ve 
practical] application of a theory which we have not gotten before 
and I shall read your paper over very carefully again in order to get 
the rea] substance of it. 

The CrHatrman. Mr. Forand. 

Mr. Foranp. Mr. Lent, first of all let me congratulate you on 
focusing our attention on a very, very important matter. For years 
now I have been trying to find a solution to this very vexing problem. 
It is apparent, however, that we have not had much success. 

I was interested particularly in the statement of yours on page 14 
of your written statement, where you suggest that the fact that the 
ownership of the loss corporation has changed hands should not deny 
loss carryovers so long as the business is continued. 

Do you believe that in practice this rule might permit free trading 
in loss carryovers so long as the owners of the loss corporation are 
able to find a buyer with enough capital and other resources to con- 
tinue the same business ? 


For example, suppose that the employees of a loss corporation are 
not employed by the acquiring corporation, the same business opera | 
tions are continued, let us assume, but in a different location, with | 
different employees. Would your proposal permit the acquiring cor- | 
poration to utilize the losses of this corporation under such 
circumstances. 

Mr. Lent. So long as the business were continued, whether in the | 
same location or a different location, and the business were conducted | 
with its own assets, I would see no objection to permitting such busi- 
ness to continue to use its loss carryovers, even though the ownership 
may have completely changed hands. 

Mr. Foranp. Naturally, I am interested not only in the tax —_ | 
but also in the unemployment situation, the effects of which we ot | 
New England feel so badly, as you well know. 

Mr. Lent. I am well aware of that situation. | 

Mr. Foranp. I think you are quite familiar with the history of 
Textron. I have always been concerned with how Textron has pur: | 
chased a number of loss corporations, closed down their plants after 
a very short time, and thrown people out of employment—many times 
in communities where that plant was the only source of employment. 

What I am hoping we can do is not only take care of the tax conse 
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uences here, this abuse of these loss carryovers, the trafficking, but 

so try to find a way to keep these organizations going so that our 
people will not be tramping the streets. 

r. Lent. I would not claim that my proposal would be a guar- 
antee against such an operation. However, it would remove the 
incentive for a promoter like Mr. Little to buy up these plants, realize 
the losses, and to convert the losses to an entirely different type of 
operation. 

Mr. Foranp. I have no further questions, but I want to repeat 
that I thank you for presenting this problem much more clearly than 
Icould. You are shooting at the same goal that I have been shoot- 
ingat foralongtime. Thank youso much. 

r. Lent. Thank you, sir. 

The Cuarrman. Mr. Baker. 

Mr. Baxer. Mr. Lent, I am very much interested in this problem 
also. On page 14 at the bottom of the page, you recommend the prin- 


_ ciple that the carryover of net operating losses be limited to the busi- 


ness (or related businesses under common ownership) which gener- 
ated the loss. 

More simply, it may be summarized in the proposition that loss 
carryovers follow the assets with which they were associated. 

That is the reasoning of Mr. Forand. Do you contemplate, I might 
say, the word “physical” in that connection ? 

Tt I have not made myself clear, I will give you an illustration. 

You used the word “the business.” By that you mean the physical 
assets 

Mr. Lent. This presents a nice problem of definition that would 
have to be spelled out in regulations. I would not preclude one busi- 
ness from liquidating and converting its assets to a somewhat dif- 
ferent type of operation ; in other words, I would limit the use of these 
loss carryovers to the business in which they originated even though 
the assets may be sold. 

What I would attempt to preclude is the offsetting of the losses of 
one particular business against an entirely different business acquired 
for this purpose. In other words, I think that my system would 
permit some flexibility on the part of a business that realized losses 
in converting to some other type of operation; but if the business 
assets were sold and the business continued operating, the losses would 
follow the assets. 

Mr. Baker. That brings me to my basic thinking, whether there 
is any a for such tax treatment in the general field. 

You have a case of an old established company where, perhaps due 
tomanagement or ownership and moving to other parts, some of their 
principal resources flow away. They have a real asset. in their loss 
carryover, but see no immediate hope of converting that to profit. 
It would be the exact opposite of Capital Transit, shall we say. 

In good faith, though, they go to a successful company in the 


same line of business and say “Here is our shell,” if you want to call 
it that. It has been successful for years. “You take it over and 
- you get an asset in our loss carryover.” 

_ Is that fundamentally a justification for it, and, as you said earlier 
in your statement, to put it bodly, that is the reason for doing it, or 
does it go deeper than that ? 
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Mr. Lent. Well, I stated poate that seems to be the occasion 
for the exploitation of the losses. The business itself is unable to 
work it out through its own operations. I should think it should 
be given every opportunity to do so, but I certainly would object to 
the owners realizing on their losses through the sale of the business 
to another entirely unrelated business which was able to merge the 
two operations together and to use the losses. 

In other words, my proposal would draw the line at that t pe of 
merging of the operating losses of one business with the profitable op. 
erations of another business. However, I see no objection to permitting 
the owners of one business simply to sell the business and realize what- 
ever they can from the potential tax value of those losses. 

Mr. Baker. Yes, but when on page 14 you spoke about the busi- 
ness and when I used the word “physical,” you did not have in mind 
that this successful corporation would be permitted to handle it in 


such a way to get just the tax loss carryover and that would be the | 
only asset that they would be getting in order to permit these people | 


to have some salvage. But there must be something more than that! 
Is that what you mean ? 

Mr. Len. If I understand you correctly, I think under those cir. 
cumstances the introduction of new and revitalized management of the 
business might provide a better opportunity to recoup losses. 

Mr. Baker. That would be the purpose. 

Mr. Lent. Yes, sir. 

Mr. Baxrr. However, just to go down here and buy this plant, lock 
it up, pay them a half-million dollars for physical assets, salvage it, 
and the only real asset you got was a million dollars in tax loss carry- 
ry that is of course something that should be prevented; is that 
right ? 

Mr. Lent. If that is the only realizable asset, that is something that 
should be prevented. 

Mr. Baxer. How is there any justification for a corporation that 
is truly a shell corporation and nothing but a shell, to buy profitable 
af or unrelated industries, which is the most flagrant type you 
can imagine ¢ 

Does the 1954 Code authorize that kind of a thing ? 

Mr. Lent. The 1954 Code does not prevent it in any respect. 

Mr. Baker. Would that not be a fairly simply thing to apply, much 
more simple to apply to the shell corporation that purchases a profit- 
able corporation, where the intent there would be clear, than it would 
be to apply it to a profitable corporation versus a shell corporation! 

_ Mr. Lenr. I pte think that would be simple in application; yes, 
sir. 

Mr. Baxer. Could you not suggest some proposed amendments that 
would take care of just such a case; that is, a shell corporation taking 
the money realized from the sale of a capital asset, a physical asset, 
and buying a related or unrelated going, profitable concern ¢ 

Mr. Lenr. Yes, sir; I certainly could. 

Mr. Baxer. I wish you would and put it in the record at this point, 
Mr. Chairman. 


The Cuarrman. Without objection, that will appear at this point 


in the record. 
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(Material referred to follows :) 


The > gia amendment to section 382 is suggested to take care of situation 
ercion 382(d) “Net operating losses realized on the sale or exchange of sub- 
stantially all the assets of a separate trade or business shall not be deducted from 
the gross income of any other trade or business of the selling corporation.” 

A much broader amendment would be required to fully implement the pro- 
posals outlined in the above testimony. 

Mr. Curtis. I would just be remiss if I did not add my word of com- 
pliment to Professor Lent for his fine paper. I take pride in it also as 
a member of the board of overseers of the Tuck School of Business 
Administration, 

I certainly want to compliment you on the fine job and one that is 
going to be extremely helpful to this committee. 

The ws Are there any further questions of Mr. Lent? 

Mr. Utt. 

Mr. Urr. Professor Lent, you have a proposed solution on page 13, 
and I am wondering if it is actually a solution, where you say a pur- 
chasing corporation must pay twice the amount of the loss carryover 
before it is entitled to that loss carryover. 

In a situation where a corporation has a loss of $400,000, as you 
suggest here, and they have land and buildings worth $800,000 and I 
purchase them for $800,000 and sell them for $800,000 that immedi- 
ately grants me the right to that $400,000 loss carryover, and in the 
52 percent brack I purchase myself a little over a $200,000 tax wind- 
fall. So how would that solution correct that kind of a situation ? 

Mr. Len. This, you understand, is not my solution, but the proposal 
of the group. 

r. Urr. You are saying that the advisory group recommends so- 
and-so, and then you say it therefore recommends that type of a loss 
carryover. What you are objecting to is the advisory committee’s rec- 
ommendation because it does not cure the situation that I have just 
outlined ? 

Mr. Lent. Exactly; yes, sir. 

Mr. Urr. Allright. I understood that it was your recommendation, 
but that is not your recommendation ¢ 

Mr. Len'r. No, sir; I am not a member of the advisory group. 

The Cuairman. Are there any further questions ? 

Mr. Lent, let me get clear in my mind just how your proposal would 
work, but let me back up just a moment. Under existing law, as I un- 
derstand it, we treat the case of the taxable purchase and the case of 
the nontaxable reorganization differently in determining whether the 
loss carryovers accrue to the acquiring corporation; do we not? 

Mr. Lent. Yes, sir. 

The Cuatroan. In the case of the taxable purchase, existing law 
says that the loss carryovers are denied where there is a change of as 
much as 50 percent ownership and the same business operation is not 
carried on; is that not true? 

Mr. Lent. Yes, sir. 

The Cuatrman. In the case of the nontaxable reorganization, exist- 
ing law denies all or part of the loss carryovers if the former owners 
of the loss corporation do not acquire as much as 20 percent of the 
ownership of the new corporation, assuming, that is that it is a nontax- 
able reorganization. Of course, the business purpose test applies in 
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determining that. That applies in the case of the nontaxable reorgan- 
ization ; does it not ? 

_ Mr. Lent. Whether or not they carry on the same business opera 
tion. 

The CHamman. That is right. That is existing law in this 
situation ? 

Mr. Lenr. Yes, sir. 

The Cuarrman. The advisory group recommends that the 50-per. 
cent rule apply not only in the case of the taxable purchase, but also 
in the case of the nontaxable reorganization. It does, I think, cha 
this so-called same business rule to a presumption, does it not? It 
makes it a presumption in its recommendation. What I am tryi 
to find out is this: You do away in your proposal, do you not, vith 
any requirement with respect to a continuity of interest and look 
solely to the business operation itself; is that not true? 

Mr. Lent. That is correct, sir. 


The Cuarrman. Would it be possible, then, under your approach | 


for a profitable corporation engaged in the watch business to acquire 
the assets of a loss corporation also engaged in the watch business 
and thereby obtain a net loss carryover to offset any future income 
from the watch business ? 

Mr. Lenvr. In principle, I would distinguish between the two dif- 
ferent watch businesses. 

The CHarrman. Then how would you define the term “business” 
for purposes of your rule? What do you mean by “business,” or 
income from “business” ? 

Here are two companies, one succeeding to the other, carrying on 
the same trade, the same manufacturing—the manufacturing of 
watches. If that is not the type of situation wherein you would per- 
mit a loss carryover, what kind of a situation do you have in mind 
when you refer to the word “business” ? 

Mr. Lent. When I referred to “the business,” I was not referring 
to the business of the same or similar type, but simply to businesses 
conducted independently under different ownerships, to businesses 
which may be of the same character in fact, such as watch businesses, 
which were being operated independently and under separate owner- 


ships. 

th other words, my concept of “the business” embraces not so much 
the type of the business itself, but a separately operated business en- 
tity, which may in fact include a diversity of different types of busi- 
ness operated under single ownership. 

The Crarrman. Could you give me a specific example of the type 
of situation, from the point of view of the definition of the word, 
in which you would permit—-in the case of a purchase—loss carry- 
overs? 

Mr. Lenr. T should like to say, first, that T had prepared a some- 
what more complete study of this whole problem of which I read you 
only a condensed version. I think that you may find in this separate 
and more complete study, a better delineation of these concepts. 

With your permission I should like to include it in the record. 

The Cuarrman. How voluminous is that ? 

Mr. Lent. I have it here. It is simply about double the size of the 
statement that I read. 


Tl 
W 
| (1 
| 
| 
| “| 
| misc! 
woul 
suffe 
rebel 
for j 
$19). 
Th 
jugg 
one 
prov 
for t 
| tion 
| has 
acqu 
| over 
P: 
| The 
| ofa 
mitt 
case 
to ¢ 
ans\ 
law! 
savi 
one 
sur’ 
hav 
| pan 
M 
tax 
| goil 
An¢ 
to 
T 
and 
wit 
pri 
wit 
and 
wil 
Nor 
1 
| Co 
1 
Tuc 
unc 
2 
in 1 
| Dp. 
8 
(M 


1er- 


AMEND INTERNAL REVENUE CODE 899 


The CHAIRMAN. It is not too voluminous for the record. 
Without objection, it will appear, then, in the record at this point. 
(The material referred to follows :) 


NEtT-OPERATING-Loss CARRYOVERS AND CORPORATE MERGERS 
George E. Lent? 


“Doubt, if there can be any, is not likely to survive a cousideration of the 
mischiefs certain to be engendered by any other ruling. A different ruling 
would mean a prosperous corporation could buy the shares of one that had 
suffered heavy losses and wipe out thereby its own liability for taxes. The mind 
rebels against the notion that Congress was willing to foster an opportunity 
for juggling so facile and so obvious” (Woolford Realty Co. v. Rose, 286 U.S. 
$19). 

J * * * * * * * 


The Internal Revenue Code of 1954 has probably fostered more corporate 
juggling than any other recent income tax law. It has not only failed to achieve 
one of its objectives of eliminating trafficking in loss corporations; it has rather 
provided a blueprint to avoidance. This has been achieved partly by providing 
for the first time that net operating losses may be transferred from one corpora- 
tion to another in a tax-free reorganization or liquidation. Even more serious 
has been the implied removal of barriers which have previously inhibited the 
acquisition of profitable businesses by companies with substantial loss carry- 
overs, whether through tax-free reorganization or taxable purchases. 

Passage of the law was quickly followed by a succession of mergers by loss 
corporations and profitable companies that could absorb the loss carryovers. 
The most notable were those in the textile industry, which aroused the interest 
of a congressional committee and the Federal Trade Commission, The com- 
mittee staff concluded that the textile merger wave presents “an excellent 
case study of the powerful role played by tax considerations. If it is desirable 
to control the tide of mergers in textiles,” it stated, “the next question to be 
answered is whether these mergers should be further subsidized by the tax 
laws.”* In a recent study, the Federal Trade Commission observed that “Tax 
savings attainable by a company that has large taxable earnings merging with 
one that has substantial deductible past losses, with the latter continuing as the 
surviving corporation, are such that those wishing to promote such mergers 
have been advertising publicly their desire to acquire financially weak com- 
panies” * such advertising continues. 

More recently public attention has been called to the significance of these 
tax provisions by Studebaker-Packard’s announcement of plans to acquire other 
going businesses as a means of recouping prior-year tax losses of $124 million. 
And many corporate shells traded on the exchanges owe their speculative value 
to prospective acquisitions of profitable companies that can absorb their losses. 

The full implications of the tax provisions governing the purchase of losses 
and their carryover from one business to another need reexamination not only 
with respect to their influence on corporate mergers. Further analysis of their 
principles is also needed from the point of view of their equity and economic 
justification. We shall review briefly their legislative history and consistency 
With loss carryover principles in general, as well as their application {n practice 
and possible abuses. Finally, we shall propose the adoption of principles that 
will avoid the undesirable effects of present law. 


I. HOW THE LAW EVOLVED 


Nontaxable reorganizations 
1. Pre-1954 code provisions.—Prior to the enactment of the Internal Revenue 
Code of 1954 Federal tax law provided for the carryover of net operating losses 


1The author ts visiting professor of business economics and director of research, Amos 
Tuck School of Business Administration, Dartmouth College. The study was completed 
under a grant from the Alfred P. Sloan Foundation. 

2U.S. House of Representatives, Committee on the Judiciary, “The Merger Movement 
in vi Textile Industry,” a staff report to Subcommittee No. 5, 84th Cong., Ist sess. (1955), 


p. 34. 
§“Report on Corporate Mergers and Acquisitions,” H. Doc, No. 169, 84th Cong., 1st sess. 
(May 1955), p. 12. 
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by “the taxpayer.” In treating the corporation as the taxpayer the Treasury 
Department long denied the transfer of a net operating loss from one corpora- 
tion to another in a nontaxable reorganization. The Supreme Court upheld the 
Treasury’s policy in the New Colonial Ice Co. case, ruling that a corpora- 
tion succeeding another corporation in a merger was not entitled to the net op- 
erating loss of its predecessor, since it was a separate taxable entity. j 

The separate entity of doctrine subsequently yielded to a “continuity of busi- 
ness” doctrine, first implicit in the Stanton Brewery case, and apparenlty followed 
in decisions in Koppers, and, more recently, Libson Shops.’ This doctrine broad- 
ened the concept of a “taxpayer” to include separate corporations under common 
ownership. If merged, they could claim loss carryovers and other items to 
which they were previously entitled. Thus, in the Stanton Brewery case, the 
court allowed a successor corporation to carry forward the unused excess profits 
credits of a consolidated parent and subsidiary operating company, the successor 
being recognized as “* * * the union of the component corporations into an all- 
embracing whole which absorbs the rights and privileges as well as the obliga- 
tions of its constituents.’ The Libson decision denied the carryovers of losses 
to a successor corporation because the income against which the loss was claimed 
was not produced by substantially the same businesses that incurred the losses, 

The question of whether a continuing corporation in a statutory merger could 
carry over an item to which it was entitled prior to merger was decided in the 
affirmative in Helvering v. Metropolitan Edison Company.’ Following this deci- 
sion, relating to unamortized bond discount and expense, the Treasury at first 
took the position that net operating losses could properly be carried over in a 
statutory merger except where it was found that the fusion was effected for tax 
avoidance purposes.” This view was succeeded by a stricter interpretation, 
which limited the carryover of a net operating loss to that part of the resultant 
corporation’s income which is attributable to the net assets received from the 
constituent company that incurred the loss.* After adoption of the 1954 code, 
however, this policy was suspended in the case of statutory reorganizations’ 
But the Treasury continued to deny carryovers in nonstatutory mergers. 

2. The 1954 code.—The 1954 code provided statutory authority for the carry- 
over of a net operating loss from a predecessor to a successor corporation in a 
tax-free reorganization. This was in response to the need for definite statutory 
rules that would provide for the uniform treatment of this and various other tax 
benefits in the hands of the transferee without regard to the legal form of the 
reorganization, and which would also curb the tax-avoidance traffic in loss 
corporations.” 

In the enactment of this legislation consideration was given to two broad 
alternatives: (1) the historic precedent followed by consolidated-return regula- 
tions whereby preaffiliation losses (and separate return losses) could be offset 
only against profits attributable to the business realizing the loss; and (2) a 
continuity-of-interest principle, according to which a carryover would be recog- 
nized to the extent that shareholders in the loss corporation continued an in- 
terest in the successor corporation. The continuity-of-interest theory was 
adopted for tax-free reorganizations. 

The code provides that in the acquisition of the assets of one corporation by 
another, whether in a tax-free liquidation of a subsidiary or in a tax-free 
reorganization, the acquiring corporation shall succeed to the net operating loss 
of the transferor or distributor corporation (sec. 381). However, it limits the 
full tax benefits of such loss carryovers to reorganizations where owners of 
the loss corporations receive a 20 percent or more interest in the successor 
corporation ; loss carryovers are scaled down ratably for less than a 20 percent 
interest (sec. 382(b)). If, for example, shareholders of the loss corporation 
receive only a 10 percent share in the successor, the loss carryover is reduced 
by 50 percent. Unlike previous law, no distinction is made between losses of 


4“The legal entity having the credit (loss) is gone.’ New Colonial Ice Co. v. Helvering, 
292 U.S. 435 (1934). 

* Stanton Brewery, Inc. v. Commissioner, 176 F. (2d) 573; Koppers Company v. U.S. 
134 F. Supp. 290; Libson Shops, Inc. v. Koehler, 77 S. Ct. 990 (1957). 

6306 U.S. 522 (1939). 

7G.C.M. 26249 in re Weyerhaeuser Timber Co., and G.C.M. 26727 in re Flotill Products, 
Ine. (Feb. 12, 1951). 

8G.C.M. 28170 (Feb. 2, 1954). 

© 112 Circular No. 55-94, Aug. 11, 1955. 

U.S. Congress. Committee on Ways and Means, ‘‘Report on the Internal Revenue 
Code of 1954, H.R. 8300.” H. Rept. No. 1337, 83d Cong., 2d sess., p. 41 
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acquired and acquiring corporations; they are equally subject to limitations. 
Carryovers are not allowed in liquidations which take the cost basis of the 
stock,“ or in corporation divisions generally, such as spinoffs and splitups. No 
provision is made for the earryback of losses. 


Tarable transactions 

1. Limitations of prior code provisions.—One of the most troublesome prob- 
lems under the 1939 code was the trafficking in loss carryovers. This generally 
took the form of a purchase of a corporate shell, with little or no assets other 
than a net operating loss carryover, to cloak the operations of a profitable busi- 
ness. The Alprosa Watch Corp. case was perhaps the most notorious 
example.” Rather than charter a new corporation for the merchandising of 
watches and jewelry, the promoters acquired ownership of the Esspie Glove Ce., 
a defunct corporation whose only assets were net operating loss carryovers. 
The Tax Court held the successor jewelry sales company, Alprosa Watch Co., to 
be entitled to the net operating losses of the predecessor business despite the 
fact that the name, location, and ownership as well as the nature of the business 
had been completely changed. This result was possible under the separate 
entity rule. 

In the Revenue Act of 1943 Congress attempted to curb the transfer of loss 
carryovers and other tax avoidance by the enactment of section 129. Section 
129 provided that where a corporation is acquired by a person or other corpora- 
tion not in control immediately prior to the acquisition, for the principal pur- 
pose of avoiding or evading Federal income or excess profits taxes, the Com- 
missioner of Internal Revenue is authorized to disallow the benefits of a deduc- 
tion, credit, or allowance which would not otherwise be enjoyed by the acquiring 
person or corporation. 

Because of the necessity of proving that the receipt of a tax benefit was the 
principal purpose of an acquisition, section 129 has been ineffective. Moreover, 
although the Alprose Watch case arose before the enactment of section 129 and 
was not covered, the Tax Court indicated that this section would not have 
applied since it only prohibited deductions of the corporation itself whose con- 
trol is acquired.* 

2. 1954 code provisions.—In enacting the 1954 code, the House attempted to 
remedy this loose situation by providing that a change of 80 percent or more 
in the ownership of a business would wipe out all carryover privileges other- 
wise available to the business. For ownership changes of between 50 and 80 
percent, loss carryovers were reduced ratably. The continuity-of-ownership 
principle followed is implicit in the report of the Committee on Ways and 
Means that “It treats a business which experiences a substantial change in 
its ownership, to the extent of such change, as a new entity for such tax pur- 

The Senate, however, reduced the critical percentage to 50 percent and denied 
the carryover only if the nature of the business was changed within 2 years. 
This was intended to limit the restriction to those areas in which abuse had 
most often arisen, that is, “* * * the purchase of the stock of a corporation with 
a history of losses for the purpose of using its loss carryovers to offset gains of 
a business unrelated to that which produced the losses.’”“” The final law thus 
provides that a net operating loss carryover be eliminated where there is a 
change in the ownership of a corporation by 50 percentage points or more with- 
in a period of 2 years, and the corporation does not continue to carry on a trade 
or business substantially the same as before (sec. 382(b)). This section is 
intended to apply where the stock of a corporation is purchased and its basis 
is determined solely by reference to its cost to the holder. 


Strengthening of general avoidance sanctions, section 129 


Alternative methods of strengthening section 129 were also consiedred, includ- 
ing (1) its repeal and reliance on the general antidistortion provisions of the 
Code and court-made law, (2) requiring the Treasury to establish that tax 


uFirms subject to the so-called Kimbell-Diamond Milling Co. rule, followed in sec, 
834(b) (2), are denied loss carryovers. 

12311 T.C, 240 (1948). 

B“That section (129) would seem to prohibit the use of a deduction, credit, or allowance 
only by the acquiring corporation and not their use by the corporation whose control has 
acquired.” Alprosa Watch Co, v. Commissioner (11 T.C, 240 (1948)). 

4“Report on the Internal Revenue Code of 1954,” op. cit., p. 42. 

*U.S. Senate, Committee on Finance, “Report on Internal Revenue Code of 1954,” Rept 
No. 1622, 88d Cong., 2d sess., p. 53. : 
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avoidance was only one of the principal purposes of a transaction, (3) place 
specific limitations on the carryover of various tax benefits, and (4) adopting 
antidisproportionateness rule similar to that proposed by the American Law 
Institute. 

The latter two approaches were adopted. As described above, the tax benefits 
were restricted to changes in ownership not involving a change in the nature 
of the business. In addition, a new subsection (c) was added to section 269 
(old see. 129) which provides that in the acquisition of property or a corporation 
not previously controlled, the payment of a consideration substantially dis. 
proportionate to the sum of the adjusted basis of the property acquired and 
the benefits not otherwise available, shall be prima facie evidence of the purpose 
to evade or avoid Federal income tax. 


This subsection is intended to apply to cases where the consideration is sub- 


stantially less than the aggregate of the tax basis of the assets and the tax 
value of other tax benefits, such as loss carryover. However, section 269 js 
not intended to apply where the limitations of section 382 are applicable. 
Section 269 this continued in effect old section 129’s original philosophy of 
denying the transfer of tax benefits from one taxpayer to another where control 


of the business was obtained principally for purposes of avoiding or evading © 


Federal tax. The new subsection (c) was intended to strengthen the hand of 
the Government in the courts. 


II. THE ROLE OF LOSS CARRYOVERS IN RECENT MERGERS 


It is not feasible to catalog merger transactions in which loss carryovers 
have been a dominant motivating force, and to assess their quantitative im- 
portance. A closer follower of the financial pages nevertheless can hardly fail 
to be impressed with their prominence in recent mergers. Some of the more 
notable transactions will illustrate how such tax benefits are bartered in a 
marger deal. For this purpose it will be convenient to follow the historical 
dichotomy of the problem: (1) Nontaxable and taxable acquisitions of profit- 
able businesses by loss corporations; and (2) trafficking in loss corporations 
themselves. 


Acquisitions by loss corporations 


Prior to the 1954 Code the traditional way of exploiting a loss carryover 
was to have the loss corporation purchase the assets of a profitable business, 
This was the procedure followed, for example, in Kaiser-Frazer’s acquisition 
of Willys-Overland Co. as a means of utilizing the former’s substantial operat- 
ing losses. The Treasury withheld its approval of a statutory merger as tax 
free in such cases because of their tax avoidance implications; hence mergers 
involving loss carryovers were of limited importance. The 1954 Code broke 
this formal barrier. Within certain statutory limitations, either corporation 
could now acquire the other business through either a tax-free merger (or 


liquidation) or taxable purchase, without sacrificing the tax benefits involved. | 


These acquisitions are typically accomplished through the loss company’s | 


purchase of the controlling interest in the profitable business, followed by statu- 


tory merger. (Statutory mergers may also be negotiated without preliminary © 
purchase). Acquisition also frequently takes the form of a purchase of assets | 


of the profitable business for either stock or cash. As in any merger, the form 
would be determined by the circumstances of the case.* 

The serious losses that attended the postwar readjustment of the textile in- 
dustry made it a fertile field for exploiting the new carryover provisions. In 
addition to ordinary net operating losses, substantial losses were realized in 
many cases through the abandonment or sale of plant buildings and equipment, 
under the provisions of sec. 117(j) (1989 Code). The Textile Workers Union 
of America has cataloged scores of mergers involving such losses, that have been 
a matter of serious concern. The TWUA testified before the Senate Committee 
on the Judiciary that “The (second) distinguishing feature of the merger move 
ment has been the exploitation of tax advantages accruing from the absorp 
tion of mills in financial difficulties or sustaining continued losses. Such mills 
are being acquired not for expansionist motives but to capitalize financial gains 
at the expense of the Federal Treasury, for the purpose of gaining financial 


windfall advantages to the buying corporation. In the usual case, the purchas | 


ing interests have not followed such acquisitions with large-scale investments 


16 See Federal Trade Commission, op. cit., passim. 
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to modernize or revitalize the acquired properties and organization. Rather the 
pattern has been to close several mills, consolidating the holdings and shrinking 
the operations.” 

The potential tax value of their losses apparently motivated the merger of 
American Woolen Co. and Robbins Mills with Textron. In urging approval of 
the consolidation Royall Little, Textron’s president, called attention to the 
fact that the new corporation would have the benefit of tax-loss carryovers 
aggregating about $30 million and that millions of dollars of additional losses 
could be realized by sale of certain properties. He later reported potential 
carryovers aggregating $50 million.” The Internal Revenue Service ruled the 
merger tax-free and approved full carryover of the losses under section 382(b) 
of the Internal Revenue Code. The new company immediately sought new 
businesses to put under the tax shelter and has since acquired 24 different 
businesses outside of textiles, including manufacturers of cement, plywood, 
electronic equipment, iron and steel castings, optics, a steamship company, cable 
company and factoring business. However, Textron has not been successful in 
its objectives; six of the new divisions lost $6.7 million in 1957.” 

Loss carryovers played a prominent part in the amalgamation of Botany Mills 
with Gastonia Combed Yarn Corp., Jewell Cotton Mills and Gurney Manu- 
facturing Co. The vehicle for this merger was Botany Mills, with reported 
actual and anticipated tax losses of $18 million, which the promoters—A. M. 
Sonnabend and H. Daroff—acquired from Bankers Securities Corp.” Botany 
then paid $14 million for the other companies, which were operating profitably, 
and these were subsequently merged. Botany has since greatly diversified its 
operations to include manufacturing of suntan lotion, luggage, pearls, dolls, 
machinery, oil-well equipment supplies, as well as retail clothing and jewelry 
chain stores. The company has been notably successful in using up its loss 
carryovers, and a balance of only about $6 million remained at the end of 1957. 

Other recent examples in the textile field include the 1955 statutory merger 
of Gotham Hosiery Co. into Chadbourne Hosiery Mills, involving net operating 
losses of about $8 million for the years 1952-54; the 1955 merger of Indian Head 
Mills into Naumkeag Steam Cotton Co., utilizing Naumkeag’s $2.7 million losses; 
acquisition of A. D. Juilliard Co. by United Merchants & Manufacturers; 
acquisition of Gera Mills, Inc. by the List Industries, which subsequently bought 
electronic and other companies; the purchase of Cheney Bros. by J. P. Stevens; 
the mergers of Goodall-Sanford, Hafner Associates and Mooresville Mills with 
Burlington Mills; and merger of Mohawk Carpet Mills, Inc. with Alexander 
Smith, Inc. 

Similar developments have also taken place outside the textile industry. 
One of the more interesting cases involves the transformation of the Follansbee 
Steel Corp. into the Union Chemical and Materials Corp., on December 31, 1954. 
Follansbee first sold its assets to F. W. Richmond for $9.3 million cash, thereby 
creating a tax loss of $6.5 million in addition to the current year’s net oper- 
ating losses. On December 31 two profitable chemical companies controlled by 
C. W. Murchison-Consumers Company and Frontier Chemical Co.—were merged 
into the corporate shell of Follansbee, and its name was changed to Union 
Chemical and Materials Corp.” The new company successfully absorbed its loss 
carryovers. 

The matchmaking skill of Sonnabend is further evident in his successful 
merger of three profitable hotels—the Plaza of New York, the Somerset of 
Boston and Cleveland of Cleveland—into the Childs Co., a well known restaurant 
chain which he controlled. The restaurant chain had been steadily losing 
money—$2.5 million through 1954—and facing a further 1955 deficit of $2 mil- 
lion. These hotels were absorbed by Childs in a tax-free exchange of stock, 
and its name changed to the Hotel Corporation of America. Later two more 
hotels were added—the Mayflower of Washington and Edgewater Beach in 
Chicago. It has since branched out in the motel business.” 


"Statement by Solomon Barkin, Textile Workers Union of America, to the Senate Com- 
mittee on the Judiciary, Subcommittee on Antitrust and Monopoly, op. cit., June 29, 1955. 

% New York Times, Jan. 7, 1955. 

%” New York Times, Mar. 11, 1958. 

” Wall Street Journal, Sept. 3, 1954. 

2 Further acquisitions were subsequently made of Easy Washing Machine Co. (Aug. 31, 
1955) ; Rare Earths Chemical Co., Inc., Milwaukee Limestone Products Co., and Buckley 
ah it 1957). The company was finally merged into Vulean Materials Co. 

2 Wall Street Journal, June 22, 1955; New York Times, Aug. 20, 1958. 
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Because of his success as a corporate matchmaker, Studebaker-Packard made 
Sonnabend an attractive offer to negotiate the acquisition of profitable businesses 
to absorb its huge loss carryovers.” This venture was initiated by arrangements 
to acquire Imperial Records, Inc., and Cadence Records, Inc., partly for cagh 
and partly stock, with payments to be made out of future earnings of the record 
companies.” 

Another large business consolidation was founded by Louis E. Wolfson on the 
loss carryovers of Capital Transit Co., of Washington, D.C., which he controlled, 
In withdrawing from the losing transit operation in August 1956, Wolfson sold 
its assets for $13.4 million, retaining the corporate shell with a loss carryover 
of $17.1 million. The sale proceeds were used shortly thereafter to purchase 
the assets of the Marion Power Shovel Co. and Osgood Co. from Meritt-Chapman 
& Scott Corp., controlled by Wolfson, and later the assets of Southern Pipe & 
Supply Co.; the corporate name was changed from Capital Transit Co. to 
Universal Marion Corp.” In April 1958, Universal Marion used its stock to 
acquire the assets of Scullin Steel Co. As a result of these manipulations the 
losses sustained by the Capital Transit Co. were not applied to its own future 
operations, but provided a tax shelter through 1961 for entirely alien industries 
controlled by Wolfson. Universal Marion reported a 1957 net income of 
$4,384,000." 

The latent value of loss carryovers has been the object of considerable specu- 
lation on the organized exchanges. Servel, listed on the New York Stock Ex. 
change, is a corporate shell with loss carryovers of about $17 million, and work- 
ing capital of about $12 million, which has been seeking a profitable partner, 
It has frequently been one of the most actively traded stocks. Graham-Paige 
Co., another corporate shell which possesses substantial tax credits, has ocea- 
sionally been the most actively traded stock on the exchange when an impending 
merger is rumored. 

Many other examples could be cited of the exploitation of loss carryovers by 
businesses other than those which incurred the loss, including acquisition of 
RKO Pictures Corp. by the Atlas Corp., Crosley Motors by General Tire & Rubber 
Co., Tandy Leather Co. by American Hide & Leather Co., and Welbilt Stove Co., 
Inc., by Detroit Michigan Stove Co. 


Purchases of loss corporations 

Sale of a corporate shell is a traditional way of salvaging loss carryovers of a 
moribund company. This type of trafficking has been the clearest type of abuse 
of the carryover provisions. Yet continued advertisements in financial publi¢a- 
tions evidence little or no effect of the new code provision which eliminates such 
tax credits where 50 percent or more of the ownership of a corporation changes 
hands within a 2-year period. This is partly due to the escape clause which makes 
an exception when the loss company continues in the same trade or business. It 
is also due to the ineffectiveness of the code’s antiavoidance provision, section 269. 

Loss corporations offered for sale are generally failing businesses that are about 
to be liquidated. The tax value of the loss is part of the salvage value, the 
recovery of which through normal business operations would be very improbable. 
If the business can be combined with the operations of a similar type of business 
which is profitable, it can share in the tax savings thereby made possible. This is 
true whether or not the corporation ever paid Federal income taxes which it might 
be entitled to recoup. 

The asking price for such tax credits appears to be in the neighborhood of 15 
cents for each dollar of loss, over and above the value of any net assets. This 
mav be realized by a “clean” corporation in a suitable business without any 
liabilities. In more questionable cases the price is probably closer to 10 cents on 
the dollar. In other cases the deal may be on a contingent basis with an offer 
of 2 years’ prefits on operation of the loss business. 

The corporate shell thus acquired can then be used as a vehicle for the acquisi- 
tion of earning assets, and continued in substantially the same type of business 
as before. The old stub may in fact provide the nucleus for the expansion of a 
business in a closely related line, with the original business being submerged in 


23 Under his contact he is given an annual salary of $25,000 and an ontion on 50,000 
shares of Studebaker-Packard common at a rate of 7,500 shares for each $1 million of 
pretax profit up to $50 million, and 2,500 shares for each $1 million between $50 million 
and $100 million. 

2% Wall street Journal, Sept. 18, 1958. 


% Ibid., March 1958. 
Thid 
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the new development. For a time, however, the acquiring company is provided 
a convenient tax shelter costing no more than 10 to 15 cents on each dollar of 
loss, against a maximum Federal tax rate of 52 cents on the dollar. 


Ill. DEFECTS OF PRESENT LAW 


In removing previous restraints on the offset of net operating losses of one 
business against the earnings of another, the 1954 code has opened up entirely 
new areas for exploitation of tax benefits. Declining businesses no longer die; 
they survive as tax shelters for the merger of profitable companies into indus- 
trial conglomerates. They are the cynosure of the new business matchmaker 
who successfully marries losing and profitable businesses, with the U.S. 
Treasury providing the dowry. ‘Their justification can best be seen against the 
historical development of their principles. 

Loss carryovers principles 

Federal tax statutes have provided for the offsetting of losses of 1 year 
against the earnings of another year since 1918, except during the years 1982 
to 1939 when the provision was repealed to increase tax revenue. Losses may 
now be carried back 3 years and forward 5 years. An established business may 
thus average its profits over a maximum of 9 years, and a new business has 6 
years to offset an operating deficit of any year. 

Net operating loss carryovers are primarily an instrument for promoting 
equity in income taxation.” In the absence of such provisions a firm with 
fluctuating profits and losses would be subject to a greater tax burden than a 
firm with stable income over a period of years. 

By virtue of their tax-equalizing effects, loss carryovers also tend to remove 
tax deterrents to risky ventures. To the extent of profits, the Government in 
effect shares the business losses as well and thereby neutralizes possible tax 
disincentives to new investment. This may be accomplished either by the 
earryback of losses against prior years’ profits or their carryforward against 
future earnings. Carrybacks have a useful stabilizing effect on business during 
a business recession, in providing for refunds of taxes previously paid. How- 
ever, they may adversely affect the economical allocation of resources by pro- 
longing the existence of a declining firm beyond its useful life. They also give 
a competitive advantage to old established businesses. On the other hand, 
carryforwards, tend to promote the development of new businesses, including 
the expansion of existing firms into new lines. 

Fulfillment of the economic and equity objectives of loss carryovers does not 
require that business losses be offset against profits from whatever source. 
They require simply that a business with losses be entitled to average then for 
tax purposes if a profit on operations of the business should occur. The Govern- 
ment has no obligation to share business losses—directly or indirectly—if no 
profit occurs, but only to mitigate the discriminatory effects of taxing fluctuating 
income on an annual basis. For this purpose the tax statute established a 
business accounting period of 9 years—rather than some shorter period; it never 
contemplated the averaging of losses and profits of different businesses. 

In limiting carryovers to the taxpayer that incurred the loss, the Internal 
Revenue Code of 1939 adopted a concept that was easily understood in the case 
of nonincorporated businesses: The losses in any 1 year inhered to the indi- 
viduals who owned the business. The losses of a corporation, however, went 
with the corporation despite changes in ownership and nature of the business. 
There were thus two aspects of a “taxpayer” that came to be recognized: (1) 
Continuity of the business and (2) continuity of the ownership. According 
to the New Colonial Ice Co. decision, “* * * the matter of importance here * * * 
is not continuity of business alone but of ownership and tax liability as well.” 
In its searching examination of the legislative history of the 1939 code provision 
the Supreme Court concluded that “Congress intended * * * to level out the 
ups and downs of individual business enterprises, not combinations thereof 
owned by different taxpayers.” 

In enacting the 1954 code Congress broke away from legal formalisms to 
recognize business “realities.” But in so doing it failed to substitute a rational 
and consistent theory that would provide adequate safeguards against abuse. 
Judged by equity and economic standards the new rules distort the whole theory 


7M. Beck, “Carryover of Business Losses,’’ National Tax Journal, VI, No. 1 (March 
1953). 
%TAibson Shops, Ine., op. cit. 
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and purpose of loss carryovers. They are also opposed to the public interest 
in encouraging mergers and in throwing on others the additional tax burdens 
arising from unwarranted revenue losses. 


The continuity-of-interest rule 

The carryover of a net operating loss to a successor corporation in a tax-free 
reorganization was approved on the theory that the shareholders of the loss 
company receive a substantial interest in the acquiring company that succeedg 
to the loss. A 20 percent continuing interest in the successor corporation wag 
arbitrarily adopted for this purpose, with a proportionate scaling back of losses 
for lesser continuing interests. This continuity-of-interest rule contrasts with 
the old law that generally limited carryovers to the taxpayer which incurred 
them and denied the transfer where there was no continuity of the business.” 

The continuity-of-interest principle is objectionable in permitting the losses 
of one business to be offset against the profits of another business which wag 
in no way associated with the loss. There could be no objection to such a rule 
which limited the offset to the profits of the business which was merged. But 
the fact that the two groups of stockholders are now joined in one should not 
be permitted to obscure the fact that one business can thereby wipe out its own 
tax liability against the readymade losses of the other. 

Moreover, the continuity of ownership principle has no real substance when the 
loss stockholders interest is sold immediately after the transaction. Such a 
result is essentially no different from that of a cash transaction. 

No distinction should be made between operating losses already realized and 
built-in losses that have not been realized. The latter include high-basis assets 
that have not been fully depreciated, but which may be liquidated at a loss 
after the merger is accomplished. (The Treasury long guarded against an 
analogous situation in its consolidated return regulations, with respect to prop- 
erty acquired after March 1941 so as to eliminate an undue tax benefit by its 
sale and offset of the loss against the consolidated income of the other com- 
panies.) This has been the situation in the textile industry, described above, 
where mergers have been accompanied by large-scale liquidations. Textron- 
American, for example, generated substantial losses in this way after the 
merger was consummated. Capital Transit Co. and Follansbee Steel Co. also 
realized considerable losses in the sale of their assets, the tax benefits of which 
were diverted to entirely unrelated purposes.” 

Application of the continuity-of-interest rule to the taxable purchase of a loss 
corporation is in sharp contrast to the treatment of losses in a tax-free reorgani- 
zation under section 381(a)(2). Whereas in the latter case the entire loss is 
preserved intact if the old shareholders retain as much as 20 percent of the 
stock of the successor corporation, in the former the entire loss is sacrificed if 
the old shareholders retain as much as a 49-percent interest in the corporation 
which is bought and the corporation does not continue in substantially the same 
trade or business. This qualification was inserted by the Finance Committee on 
the grounds that abuses have most often arisen where a corporation with a loss 
history is purchased to offset gains of a business unrelated to that which produced 
the losses.” This new theory represented a curious compromise with the prin- 
ciple propounded by the Committee on Ways and Means, which stated in its 
report that “This special limitation on net operating loss carryovers provides an 
objective standard governing the availability of a major tax benefit which has 
been abused through trafficking in corporations with operating loss carryovers, 
the tax benefits of which are exploited by persons other than those who incurred 
the loss.” [Italics supplied.] 

It is not clear why the Congress condones a practice within an industry that 
it condemns when undertaken across industry lines. The standard adopted has 
the advantage of eliminating any carryover of tax benefits in another Alprosa 
Watch case. This rule, however, does not deter exploitation of losses through 


7 “We conclude that petitioner is not entitled to a carryover since the income against 
which the offset is claimed was not produced by substantially the same business which in- 
curred the loss.” Ibid. 

® Allowance of an ordinary loss (rather than capital loss) on the sale of depreciable 
property used in the trade or business was first authorized by the Revenue Act of 1939. A 

ubcommittee of the bo pe and Means Committee recommended such treatment to encour- 
age replacement of inefficient and uneconomical machinery. (‘Report on Proposed Revision 


of the Revenue Laws, 1938,” p. 47.) 
* U.S. Senate, Committee on Finance, “Report on Revenue Act of 1954,” op. cit., p. 531. 
U.S. House of Representatives, Committees on Ways and Means, “Report on Internal 
Revenue Code of 1954,” op. cit., p. 42. 
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acquisitions within a single industry, such as the textile industry, where mergers 
can be accomplished in this way without any tax penalty. 

Only by perfecting the criteria ruling under the 1939 code can the present 
confusion over the transfer of carryovers be avoided and tax manipulation be 
effectively eliminated. According to this concept carryovers would be limited 
to “a business” identified by the dual tests of ownership and continuity: (1) 
losses of one business could be offset only against the profits of another business 
realized concurrently under common ownership; (2) if ownership (control) 
were transferred, losses would follow ‘‘the business” and could be offset only 
against the future earnings of that business. These standards would preserve 
the objectives of loss carryovers and protect the Treasury against undue revenue 
loss. Such a concept would permit loss carryovers to be transferred with the 
business from one corporation to another, but would limit their offset to the 
profits of the business that sustained the loss, 

Acquisitions by loss companies 

In principle, the privilege of offsetting a net operating loss carryover from one 
business to another would not appear to depend on which corporation technically 
made the acquisition, Yet this is the distinction implicit in the law. 

The most egregious fault of the new code was the failure to correct the long- 
standing abuses involved in the acquisition of profitable businesses by a loss 
company as a means of using up its losses. This can generally be accomplished 
most satisfactorily by an 80 percent or greater stock purchase followed by liqui- 
dation, or by simple purchase of assets—rather than through merger and the 
provisions of section 381. There is no prohibition or limitation in the code, 
expressed or implied, against this practice, either in section 269 or section 282. 
The limitations of section 382 are directed against a change in the business of 
the loss company, not the profitable business. 

The deliberate acquisition of profitable businesses by loss corporations, and 
not traflicking in loss companies themselves, is in fact the outstanding source of 
abuse in this area. Such acquisitions are tantamound to admissions that the 
acquiring business cannot be put on a profitable basis through its own operations, 
as implied in the theory underlying loss carryovers. For example, in his proxy 
statement to shareholders urging ratification of the merger with American Woolen 
and Robbins Mills, president Little, of Textron, stated his purpose boldly: “It is 
our present intention to invest the balance of our capital in diversified industries 
outside the textile field prior to December 31, 1956, if possible, 
in order to develop maxinmtum earnings prior to the expiration of portions of 
our tax loss carry forwards on 1957 and 1958. We should, therefore, be employ- 
ing within the next 2 years in excess of $50 million capital in this type of higher 
yield investment.’ The board chairman, of Botany Mills, in urging approval 
of a recapitalization plan in February 1956, stated: “Our principal asset, a tax 
loss carryover of over $13 million, I fear, will be largely lost and our securities 
greatly depreciated in value without approval of this recapitalization plan.” ™ 
Adoption of the plan was to make possible the acquisition of numerous profitable 
nontextile businesses that completely changed the character of Botany Mills’ 
operations. A similar desperate outlook seems to dominate Studebaker-Packard’s 
attempts to acquire successful companies. 

Such transactions are a complete distortion of the original purposes of loss 
carryovers. An extreme case is the acquisition of an established profitable busi- 
ness by a corporation which has never realized taxable profits and moreover 
has disposed of all its assets at a substantial loss. The sharing of such losses 
by the Treasury is beyond any reasonable justification on grounds of income 
averaging or economic incentives. Yet the 1954 code authorizes the offset of 
losses by such unsuccessful businesses. 

A less extreme case is illustrated by the merger of two large chemical com- 
panies into Follansbee Steel Co. in order to absorb the latter’s losses including 
the $6.5 million capital loss realized in sale of its steel plant. Follansbee Steel 
apparently was a declining business, entitled to an offset of its losses against 
profits in normal operations. But carryover of its losses against a business 
foreign to its operations was wholly contrived. A similar example is the Capital 
Transit Co.’s application of its capital losses against wholly unrelated businesses. 
The transit business which incurred the losses continued under new ownership, 
but without enjoying their tax benefits. 


*% Cited in statement of the Textile Workers Union of America, U.S. House of Representa- 
tives, Committee on Ways and Means, “Hearings on Topics Pertaining to the General 
Revision of the Internal Revenue Code,” 85th Cong., 2d sess. (1958), pt. 3, p. 3106. 
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Conversely, there is even less justification for reducing the taxes of a profit- 
able company by a loss company’s acquisition. The tax savings are presumably 
shared by the two parties according to the terms of acquisition. But it is at 
the expense of the Treasury which needlessly suffers a loss of revenue that the 
successful company was fully able to pay out of its taxable income. 

Against the above views, some argue that tax losses should be fully transfer. 
able.“ According to this view, a corporation, upon its winding up, should be 
permitted to recover the market value of its loss carryovers in the same way 
that it recovers the liquidating value of its other assets. By establishing full 
transferability of such losses from one corporation to another, it is argued, 
a market would be established that would enable realization of their full com- 
petitive value. But it is not clear why a profitable acquiring corporation should 
be allowed to buy its way out of Federal taxes in this way at even 50 cents 
on the dollar. 

There can be no reasonable objection to the transferability of losses with the 
business upon its sale or merger, where the losses are applied to profits from 
future operation of the business assets with which they originated. But if it 
were the purpose of the Government to reimburse a corporation for losses upon 
its winding up, this should be done directly and not through the juggling of such 
losses in the market place. 


The failure of antiavoidance sanctions (sec. 269(c)) 


The failure of section 382 to meet the problem of trafficking in loss corpora- 
tions leaves the principal burden on the antiavoidance provisions of the law, 
particularly section 269. This section, which governs acquisitions made to 
evade or avoid income tax, is substantially the same as old section 129 of the 
1939 code, with the addition of the new disproportionateness rule of subsection 
(c). This rule establishes a prima facie evidence of avoidance or evasion where 
the consideraton paid for control of a corporation not previously controlled is 
substantially less than the aggregate of its tax basis and tax benefits such as 
loss carryovers. 

The failure of old section 129 to curb tax avoidance is well known, and there 
is little reason to believe that the addition of the disproportionateness rule will 
strengthen it. So far as loss carryovers are concerned, this section may be ex- 
pected to play its major role in cases where section 382 is not applicable. This 
would mean, in general, situations where a tax loss is acquired for a consideration 
substantially less than its real tax value.” This situation may be explained 
by reference to the Alprosa Watch case which arose before the enactment of 
section 129 (now sec. 269). As explained above, the charter of the Bsspi 
Glove Corp. was bought for its losses (the corporation having no other assets) 
against which the profits of a watch merchandising business were offset. Because 
of the change in business, section 382 would be applicable, its losses wiped out, 
and there would be no need to resort to section 269. Suppose, however, the 
corporate charter was used for a new glove business, the other facts remaining 
the same. Because of the excess of the tax value of the losses over the considera- 
tion paid for the corporation, section 269(c) might properly be brought into play. 

Here, however, a real difficulty would be encountered in the application of 
section 269 if the principles enunciated by the court in the Alprosa Watch ease 
hold, Although this case was not covered by section 129 because it arose before 
the effective date of the act. the Tax Court indicated that section 129 only 
prohibited deductions by those acquiring control of the corporation, and not 
deductions of the corporation itself whose control is acquired.” 

Assuming the above obstacle surmounted, the rule of subsection (c) would 
nevertheless not appear to be any more effective than present procedures in 
establishing the fact that tax avoidance or evasion was the principal purpose 
of the acquisition, as required by 269. In the assertion of a tax deficiency, the 


burden of proof is normally on the taxpayer, and prima facie evidence of avoid- 


*T. N. Tarleau, “Place of Tax-Loss Positions in Corporate Acquisitions,” Joint Com- 
mittee on the Economic Report, ‘‘Federal Tax Policy for Economie Growth and Stability.” 
U.S. Government Printing Office, November 1955. 

% The Senate report on H.R. 8300 states that if a limitation in sec. 382 applies to a net 
operating loss carryover, sec. 269 shall not also be applied to such carryover. But the fact 
that a limitation under sec. 3&2 does not apply shall have no effect upon whether sec, 269 
applies. 

PE “That section (129) would seem to prohibit the use of a deduction, credit, or allowance 
only by the acquiring person or corporation and not their use by the corporation whose 
control was acquired.” 
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ance would not seem to be any more productive of results so long as it is necessary 
to show that tax avoidance motives were greater than valid business purposes. 

Other defects of section 269(c) arise from the vagueness of the term “sub- 
stantially” disproportionate. There is considerable difficulty in the valuation 
of property which does not have an established market, and considerable margin 
of error would arise both with respect to the value of the property acquired 
and the value of the stock which may be exchanged as a consideration. If the 
tax value of the loss is small in relationship to the value of property, but 
nevertheless absolutely very large, it would be difficult to apply the rule. 

A still more fundamental difficulty arises if it can be shown that the value 
of the consideration was equivalent to the market value of the property, although 
substantially less than the sum of the tax basis of the property and the amount 
of other tax benefits. Despite prima facie evidence of tax avoidance according 
to section 269(c), the consideration paid for the property would be no greater 
than what it was worth. 

The possibility of a court invoking section 269 to disallow a deduction thus 
appears remote in any carefully planned transaction involving carryovers, 
whether or not section 382 applies. While the vagueness of the concept and 
uncertainty over its application operates as a real deterrent, the need for a 
more objective standard still remains. 


Consolidated returns 


Treasury regulations governing consolidated returns have traditionally denied 
the privilege of offsetting losses incurred in a separate return year against 
consolidated taxable income. (However, consolidated losses of a group in one 
year may be carried over against future years’ consolidated income even though 
the group includes different companies.) Therefore, preaffiliation losses of a 
corporation cannot be offest against the income of other members of an affiliated 
group. Moreover, regulations further deny the affiliated group the benefit of 
losses occurring in a consolidated return year when attributable to a period prior 
to affiliation. This rule, aimed at tax avoidance arising from “built-in” losses 
arising from the liquidation of high-basis property, originally applied to property 
acquired after March 1941. But this date, unfortunately, was dropped in 
the regulations issued August 9, 1955. 

It is now urged that consolidated returns regulations be amended to conform 
to the law applicable to tax-free mergers and liquidations. This change would 
permit the net operating loss of a member of an affiliated group which occurred 
in a separate return year (whether before or after affiliation) be available 
for offset against consolidated income.” An alternative suggestion would make 
the loss carryover of a corporation’s separate return year available only against 
its own taxable income plus the taxable income attributable to other members 
of the affiliated group. 

Proponents justify this policy on grounds of internal censistency and the plea 
that corporations are denied benefits they could readily obtain under section 381 
simply by liquidating their subsidiaries. Because of this favored treatment, 
many companies, including Westinghouse Electric Co. and Henry J. Kaiser Co., 
have been able to realize substantial tax savings by merger with their affiliates. 
The Treasury’s refusal to change the rule is to be applauded. 

Any policy change in this respect would impair a major principle under 
which consolidated returns are permitted. This principle treats the use of a 
consolidated return as a privilege for which a price is exacted in the form of an 
additional tax and the foregoing of other tax benefits, such as separate surtax 
exemptions, which might otherwise be enjoyed. Where there are valid business 
reasons dictating the retention of multicorporate organizations, which outweigh 
the tax benefits derived from their integration, it would not be appropriate to 
make tax concessions which treated these separate corporate entities as non- 
existent. Moreover, in many cases, these losses were incurred (although not 
realized) prior to membership in the affiliated group when there was no 
expectation of any such tax benefit under the rules. To make a change in the 
rules now to allow the losses would be a windfall. 

One of the purposes of the carryover provisions was to rely less upon the 
form of the transaction than upon the realities of the business transaction. 
Whereas tax benefits of one corporation could previously be carried over to 


“N, A. Sugarman, ‘An Anniversary Appraisal of the Internal Revenue Code of 1954,” 
Tulane Tax Institute, 1955, pp. 82-83. 
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another only in cases of statutory merger, they are now made permissible in 
other types of tax-free reorganizations and liquidations as well. To carry this 
principle a step further to transactions which stopped short of actual merger 
or consolidation would represent an unwarranted breach of the separate entity 
doctrine. 

Iv. PRINCIPAL CONCLUSIONS AND RECOMMENDATIONS 


The provisions of the new code governing the transfer of net operating losses 
and other items are not only conflicting and uncoordinated, but also unsound in 
principle and ineffective in operation. They are difficult to justify on equity 
grounds and have distorted the tax laws to the private ends of corporate pro- 
moters; they are contrary to the public interest in encouraging industrial 
combinations and result in a gratuitous drain on the Treasury. 

It is generally agreed that Congress should adopt realistic rules for the 
transferability of net operating losses and other tax attributes in a tax-free 
reorganization, and that their transfer should not rest on the narrow technical 
grounds of the 1939 code. Moreover, trafficking in net operating losses had 
become repugnant to most tax authorities and it was necessary to strengthen 
the ineffectual provisions of the antiavoidance section 129. Unfortunately the 
measures adopted were fallacious in principle and ineffectual in purpose. 

The so-called continuity-of-interest principle adopted for tax-free exchanges 
is a distortion of the original purpose and theory of loss offsets. This is because 
it permits the loss of one business to be offset against the income of a going 
business entirely unrelated to that which incurred the loss. The fact that share- 
holders of the loss corporation participate in the benefit does not mitigate 
the mischief. The statute also failed to provide specifically for limitations of 
loss carryovers in a case (B) reorganization followed by a liquidation under 
section 322. 

The rule applicable to a taxable purchase of a loss company follows an en- 
tirely different principle. This deviation is less objectionable than the fact 
that it has not worked: trafficking in loss companies seems no less rampant 
today than under the 1939 code. It is now doubtful if the original approach 
of the House was correct. The House bill would have eliminated any loss carry- 
overs of a corporation with 80 percent or more change in ownership, with a pro 
rata reduction for changes between 50 and 80 percent. Attempts to buttress the 
antiavoidance section 129 (new 269) by the addition of subsection (e) only added 
further confusion. 

Trafficking in loss companies has diverted attention from the far greater evil 
of loss companies themselves using their carryovers as a shelter for the acquisi- 
tion of profitable businesses. While the 1954 code frowns upon “trafficking” 
(except in tax-free reorganizations) it sanctions the latter practice which has 
contributed so much to the formation of industrial “conglomerates” and has 
resulted in huge tax bonanzas to promoters and unconscionable revenue losses 
to the Treasury. Many of these deals are contrived so as to divert the loss 
carryover from the business in which it was generated and ostensibly intended 
by law to be used. The Government has no obligation to share the losses of a 
business with respect to which it did not share in profits. 


Suggested revisions 

1. General objectives.—It seems clear that the present contradictory system 

of limitation on loss carryovers from one corporation to another needs to be 
replaced by simple, interally consistent rules that will achieve the following 
purposes : 
(a) Fulfill the principal loss carryover objectives of removing tax deter- 
rents to investment, and avoiding discrimination against businesses with 
fluctuating incomes. This would permit an unprofitable enterprise to re 
coup its losses for tax purposes through its own future business operations 
(or development of new businesses). 

(b) To prevent one business interest from exploiting for tax purposes 
the losses or profits experienced by another business interest. 

(c) So far as possible, replace subjective determinations based on vague 
concepts such as “business purpose,” “tax avoidance,” and similar ideas, 
with objective standards uniformly applied. 

(d) Be neutral with respect to inducements to merge or to consolidate 
with other businesses. 
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(e) Avoid undue incentives to the abandonment of plant or equipment 
and movement of industry. 

2. Proposed solutions.—The recommendations of the Advisory Group on Sub- 
chapter C fall far short of these goals.” The advisory group believes that the 
desired result can be accomplished by relating the availability of carryovers 
to the consideration paid for the loss corporation so as to eliminate any more 
than an incidental tax profit from loss carryovers in the acquisition of a going 
business. It therefore recommended that the available carryovers of an ac- 
quired business be limited to 50 percent of the consideration paid for the busi- 
ness. For example, if a corporation has loss carryovers totaling $400,000, at 
least $800,000 would have to be paid for the business in order to make them 
fully available. 

The proposed rule is not only arbitrary and therefore inequitable; it also 
takes an extremely narrow view of the whole problem. In attempting simply 
to restrict trafficking to tax losses on the theory that a little pregnancy can 
do no harm, it would apply indiscriminately to legitimate as well as illegitimate 
offsets. In limiting the transferability of a business’ losses against its own 
future operations it would tend to defeat the incentive objectives of loss carry- 
overs. The greatest weakness of the proposal, however, is its failure to recog- 
nize the more serious problem involved in the acquisition of profitable com- 
panies by those with substantial operating losses. The task still remains of 
discovering a unifying principle that adequately copes equitably with all as- 
pects of these problems. 

It is believed that the objectives of a unified system can best be fulfilled by 
adoption of the general principles followed in Treasury regulations governing 
consolidated returns, with such changes as may be necessary to correct their 
present deficiencies. Such a rule may be justified by the general principle that 
the carryover of net operating losses be limited to the business (or related busi- 
nesses under common ownership) which generated the loss. Although made 
freely transferable with a change in the ownership of a business, their offset 
should be limited to the future income of that business and not against the 
income originating in an entirely different business. 

3. Specific proposals.—(a) Tax-free reorganizations: It is proposed that sec- 
tion 382 be repealed, and that it be replaced with a rule which limits net- 
operating-loss carryovers in a tax-free reorganization to the income of the suc- 
cessor corporation attributable to the constitutent business which incurred the 
loss. This rule would be followed whether the loss corporation was the acquir- 
ing corporation or the corporation acquired. (In the latter respect the rule 
would depart from present consolidated return regulations which permit the 
net income of a new subsidiary to offset preaffiliating losses of a consolidated 
group. ) 

The proposed rule would supersede the 20 percent continuity-of-interest rule 
now followed in tax-free reorganizations. It would in effect preserve the net- 
operating loss carryover regardless of the size of the interest of the old share- 
holders in the new corporation, but limit it to the future income attributable to 
the business. The new rule would also be applicable to a B reorganization, 
followed by liquidation, which apparently escapes the limitation of present law. 

It may be objected that the proposed rule would in effect deny many cor- 
porations the opportunity of offsetting their losses against future income 
through ordinary business operations, and thereby militate against the incen- 
tive purposes of loss carryovers. Although it would deny the offset of losses 
against the readymade profits of an established business, it might be feasible 
to permit their offset against income of newly developed businesses—that is, 
those that have not been separately established for a period of, say, more than 
3 years. Some precedent for this concept already exists in the spin-off pro- 
visions of section 355 which require that a separate trade or business spinned 
off be in operation over a minimum 5-year period. Such a rule would still 
continue to encourage new development without a tax subsidy. 

(b) Taxable exchanges: The proposed rule would also supersede the present 
50 percentage point change of ownership provisions now applicable to taxable 
purchases. Instead of eliminating the loss carryover, the rule would limit 
carryovers to future profits of the same trade or business. The fact that own- 
ership has changed hands should not be permitted to deny the loss carryover 


* U.S. House of Representatives, Committee on Ways and Means, “Hearings on Topics 
Pertaining to General Revision of the Internal Revenue Code,” op. cit., pp. 2497-2574. 
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privileges of the old owners, so long as the business is continued. And if the 
loss business is then merged with another corporation or its assets purchased, 
losses would continue to be subject to the limitations of the tax-free rule 
described above. 

The practical effect of the proposal would be to restrict significantly the tax 
benefits realized in acquisitions, such as those of Textron, where profitable 
nonrelated businesses are acquired to offset past losses. A real test of the 
proposal would be the Alprosa Watch Co. type of trafficking in a corporate 
shell. Since the business of the loss corporation was terminated and all the 
assets sold, there would be no income attributable to that business against 
which losses could be offset. A new business introduced by the corporation 
under new ownership could not be used to absorb the previous losses. Similar 
restrictions would apply to a Follansbee Steel-Capital Transit type of trans- 
action, in denying the offset of its losses against income of the successor 
companies. 

(c) Section 269: Consideration should be given to revision of section 269 so 
as to eliminate the present confusion engendered by new subsection (c). The 
clearest way of accomplishing this is to repeal subsection (c). Although it may 
be desirable to retain the principle of section 269 for general application, adop- 
tion of the proposed new rule would greatly reduce its need in loss cases. 

4. Administrative feasibility.—Objections to the proposed rule have been made 
on administrative grounds.” It is argued that while accounting records main- 
tained by an affiliated corporation in a consolidated group permit the applica- 
tion of consolidated return rules, the merging of separate business identities in 
a corporate fusion would preclude such separate accounting and present un- 
usual compliance and administrative difficulties in many cases. 

These objections need to be more fully explored. It is believed, however, that 
the administrative difficulties have been exaggerated: Clearly Textron Corp. as 
well as Botany Mills, for example, account separately for the profits and losses 
of their new acquisitions. The acquiring corporation would be on notice to 
maintain separate records for the merged businesses for several future years 
(to a maximum of five) ; moreover, such accounting would be dictated by sound 
management. If such separate accounting is infeasible in cases where the 
assets have lost their identity, the earnings of the separate businesses compris- 
ing a successor corporation could be allocated by the use of alternative methods 
such as value of assets, tax basis of assets, or some other appropriate formula. 
This is the approach followed in regulations governing the allocation of earnings 
and profits in a tax-free splitup or spinoff. The Internal Revenue Service has 
had many years of experience with consolidated returns, and it would encounter 
little additional difficulty in applying them to mergers. Moreover, if such a 
principle were adopted, the magnitude of the problem would be greatly reduced 
by eliminating the incentive for mergers of the Textron and Botany Mills variety. 


‘ — Mason. Does that carry the illustration the chairman has asked 
or? 

Mr. Lenv. I have not illustrated it. More directly, in answer to 
the chairman’s question, I would suggest two separately operating 
businesses under separate ownership, each of which might, for ex- 
ample, be in the textile business, one of which may have been quite 
successful and earning substantial profits, the other one of which, 
however, may have been a losing proposition. 

If the losing business acquired the other successfully operating 
business, I would nevertheless limit the loss carryover to the opera- 
tions of the separate business that had previously been conducting 
itself entirely independently of the other business. 

The Cuaimrman. I was just going to suggest, Mr. Mason, that. it 
would occur to me that the assets might well have to be put together— 
to be integrated. How would you distinguish? How could you dis- 
tinguish ? 


% The Advisory Group on Subchapter C, for example, stated that it would be very diff- 
cult to draft and apply. Op. cit., p. 2570. 
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Mr. Lent. I have also anticipated such a situation where the assets 
may be so intermingled and merged as to pacers practical separate 
accounting of the two operations, in which event, as I suggest in my 
statement, the profits on the combined operations could be allocated 
to the two separate previously existing businesses on the basis of the 
tax basis of the property, the comparative value of the properties, or 
some other basis such as is in fact used today in connection with a 
spinoff or a splitoff operation in the allocation of the earnings and 
profits to the corporation that is spinned off. 

The Cuarrman. Are there not really two factors that we have to 
take in consideration if we decide that a loss carryover should be 
rmitted from one corporation to the other in any circumstances ? 

One is the factor of continuity of ownership. The other is the fac- 
tor of the continuity of the business operation, or the type of business, 
or however we define the word “business”. Unless we take both into 
account, do we not run the risk of getting into situations wherein we 
might permit the loss carryover where there is no continuity of in- 
terest at all? 

Would you not agree that in order for the successor corporation to 
enjoy the loss carryovers of the predecessor, there should be some con- 
tinuity of interest, regardless of whether there is a continuity of busi- 
ness 

Mr. Lent. No, sir; I do not think that is a necessary condition. I 
think that the owners of the business who had the loss carryover 
should be entitled to sell the business and recoup whatever tax value 
there may be within that business. 

However, the owners or the acquirers of that business, that is, the 
successor corporation, should be limited in the offset of those losses 
against the operation of that particular business. 

In other words, I could conceive of a market for tax losses in that 
respect, and that a business ownership should be entitled to recoup 
whatever potential tax value there may be in that loss carryover. 

The CHamman.What I am disturbed about, unless we require some 
degree of continuity of interest, is that we create a situation, regard- 
less of the reason for it being created, that results in a tax windfall to 
the successor corporations where there is no continuity of interest. 

My theory of the loss carryover and carryback may be wrong or may 
differ from your theory, but I thought we had a loss carryover and 
carryback for purposes of trying to average over a business cycle the 
tax evden that is, to relate those tax burdens not to a specific year 
of the tax period, but to the income experience over a business cycle. 
If that is the theory, if we do that for the benefit of the taxpayer in 
businesss, why should we under any circumstances permit that carry- 
over to inure to the benefit taxwise of an entirely different set of indi- 
viduals where the taxpayer himself is not involved during this period 
. the cycle any longer and is not an owner of the business in any 

egree ? 

Mr. Lent. I fully subscribe to your philosophy of the whole pur- 
pose and intent of the loss carryovers, which, as I see them, should per- 
mit a business to lengthen its accounting period for 7, 8, 9 years, what- 
ever it may be. But, as I suggest in my statement, I think it is a 
ae distortion of that philosophy to permit one business to offset its 
osses against the profits of an entirely unrelated business whether or 
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not there is a continuity of interest. It is consistent, I think, with the 
original philosophy of the loss carryovers provision that the owners 
of the business that does experience such losses should be entitled to 
recover any potential value that may inhere in those losses from the 
operations of that business itself through entirely different ownership, 
This is a matter for negotiation in the sale of the business. Actually, 
even if there is so-called continuity as to interest, this interest: may 
be sold and be of only transitory relevance. 

The Cuarrman. Do not attribute to me the thought that this conti- 
nuity of interest is the only limitation that I would have. I said in 
the beginning that I thought we had to look to two things. This is 
one of them. 

Unless you bear in mind the two, I just do not see how we can carry 
out the original philosophy that brought about the establishment in 
the first place of the loss carryovers and carryback. 

Mr. Mason would like to ask a question. 

Mr. Mason. I just want to try and clarify this for myself and I 
want to submit an example of what I think you are trying to get 
ACTOSS. 

Loss corporation A takes over profit corporation B and now they 
are under one ownership and one management, but each corporation 
is run as two separate units under one owner. Corporation B that 
has been making a profit keeps on making a profit. Corporation A 
that has been a loss starts to make profit. 

Now, the loss carryovers from corporation A should not be appli- 
cable to the profits of corporation B, but only made applicable to the 
profits from A from now on. 

Is that the point you are trying to make? 

Mr. Lent. That is my view precisely. 

Mr. Mason. That is almost exactly your view? 

The Cuairman. Except for this one condition: I think there should 
be some continuity of interest, and I was trying to find out from 
Professor Lent to what extent under his proposed rule he thought this 
matter of continuity of interest should apply, or should be given 
weight. Apparently he does not think that that is the point that 
should be persuasive. I gather from what you are saying, Professor 
Lent, that, it is not a factor to be considered even? 

Mr. Lent. That is correct. 

The Cuamman. There is just one further question that I have and 
that is with respect to your statement on page 10, that you saw little 
possibility of a court invoking section 269 of the 1954 code to disallow 
a deduction. You said that it appeared remote that any carefull 
planned transaction involving carryovers would be affected by this 
section. 

In connection with your discussion of section 269, did you take into 
account the decision of the Fourth Circuit Court of Appeals in the 
Coastal Oil Storage Company case in 1957? 

Mr. Lent. I am aware of that decision ; yes, sir. 

The Cuairman. Did that decision not reverse the Tax Court and 
appear to give vitality to the old section 129, which is now section 
269% 

Mr. Lent. I have not suggested that section 269 be eliminated. I 
think it should by all means be retained in the code. I question the 
efficacy of subsection (c). 
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The Cuarrman. I did not want you to disillusion me in my belief 
that the court had given some vitality to that section. 

Mr. Lent. I was very much encouraged. 

The Cuarrman. I was also encouraged. I thought that perhaps 
section 269 did mean something. 

Are there any further questions of Professor Lent ? 

Professor Lent, I want to thank you, and I believe every member 
of the committee joins in my feeling that you have rendered a very 
worthwhile service in coming to us with your suggestions. You have 
stimulated our thinking with respect to how to handle this matter of 
the so-called traflicking in these loss carryovers. 

You indicated in your statement that you felt that this matter of 
Joss carryovers in the case of a loss corporation acquiring a profitable 
corporation is even worse than the reverse. That seems to be the feel- 
ing of a lot of people. 

i have not made up my mind as to just exactly why that should be 
the case. Does your statement that we have inserted in the record 

ive some light as to why you think it may be worse than the reverse ? 
may well be. I am not saying it is. I have not made up my mind 

et. 
: Mr. Lent. I think that my statement does elaborate some, but it is 
a matter that seems almost obvious to me. Perhaps I haven’t at- 
tempted to convince you sufficiently. 

The CuHatrMAN. As the scientist says, sometimes you make a mis- 
take by proceeding on the basis that something is obvious. I tend to 

e with you that this is a serious problem, but I thought maybe 
you could help me with my reasoning. 

Thank you so very much. 

Mr. Lent. Thank you, sir. 

The Coairman. Our next witnesses represents the American Bar 
Association. Mr. Lee Park is chaiman of the section of taxation of 
the ABA. 

Mr. Park, you have with us Mr. Porter, Mr. Driscoll, Mr. Fillman, 
and Mr. Spofford. 


STATEMENT OF LEE PARK, CHAIRMAN, SECTION OF TAXATION; 
ACCOMPANIED BY CLIFFORD L. PORTER, CHAIRMAN, COMMITTEE 
ON CORPORATE STOCKHOLDER RELATIONSHIPS; JOSEPH P. DRIS- 
COLL, CHAIRMAN, COMMITTEE ON PARTNERSHIPS; JESSE R. 
FILLMAN, CHAIRMAN, COMMITTEE ON INCOME OF ESTATES AND 
TRUSTS; AND WILLIAM R. SPOFFORD, VICE CHAIRMAN OF THE 
SECTION OF TAXATION, AMERICAN BAR ASSOCIATION 


Mr. Park. Yes, Mr. Chairman. 

The CuarrMan. Is Mr. Eugene Bogan not with you? 

Mr. Park. I am expecting him to be, but he has not arrived yet. 

The Carman. Mr. Park, for the record will you introduce the 
other gentlemen by giving us their names and the capacities in which 
they appear? 

Mr. Vise. On my immediate right is Mr. William R. Spofford, of 
Philadelphia, the vice chairman. 

To his right is Mr. Joseph Driscoll from Dallas, the chairman of 
our committee on partnerships. 
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On my immediate left is Mr. Clifford Porter, of New York, chair- 
man of our committee on corporate stockholder relationships, and to 
his left is Mr. Jesse Fillman, of Boston, chairman of our committee 
on income of estates and trusts. 

The Cuarreman. Mr. Park, we appreciate you gentlemen being with 
us to discuss the reports of the advisory groups and the suggestions 
you have to make with respect to these three subject matters generally, 

You are recognized, sir. 

Mr. Park. Mr. Chairman, I have a very brief statement to make, 
I have already introduced my colleagues. We, of course, are here for 
the purpose of presenting our American Bar Association recom- 
ieeeldaene in these three areas and comparing them with the recom- 
mendations or proposals of the three advisory groups. 

Mr. Porter here will discuss the subchapter C recommendations, 
Mr. Fillman the subchapter J recommendations, and Mr. Driscoll the 
subchapter K recommendations. 

Before they proceed, however, I would like to make a very general 
statement about our recommendations and explain, if I may, why we 
have no official recommendations on a number of proposals, quite a 
large number in fact, of the advisory group. 

We have an aggregate of 28 recommendations in these three areas, 
9 relating to the subchapter C, 4 relating to subchapter J, and 15 re- 
lating to subchapter K. They have been reproduced in 3 separate 
booklets. 

The subchapter C booklet is attached to Mr. Porter’s statement, 
the subchapter J booklet is attached to Mr. Fillman’s statement, and 
the subchapter K is attached to Mr. Driscoll’s statement. 

There are of course many proposals in the advisory groups’ reports 
on which we have taken no official position. The lack of such an 
official position on any of the proposals is not due to any lack of 
interest. It is due partly to time limitations, partly to the difficulty 
of reconciling differences in views of tax section membership, now 
over 7,000, and partly to procedural rules and limitations under which 
we must necessarily operate as a part of an association of almost 
100,000 lawyers. 

Our legislative recommendations ordinarily originate with our com- 
mittees. We have 40 committees. Approximately 35 of them are 
substantive committees which deal to some extent with legislative 
recommendations. Our committees start work after our annual meet- 
ing, which at the present time is usually the latter part of August, start 
to work on their recommendations and proposals at that time, and 
work throughout the vear. 

Our committee personnel changes from year to year, although our 
committee chairmen usually serve 2 years. They present their recom- 
mendations at the annual meeting of the tax section. The last annual 
meeting was in August 1958 in Los Angeles. Our next meeting will 
be in Miami in August of 1959. 

Before the section recommendations on legislation can become 
recommendations of the association, they must be approved by the 
house of delegates. We hope, however, to be able immediately to 
submit any recommendations that our section may adopt in Miami to 
the house of delegates, which meets immediately after our tax section 
meeting in Miami. 
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Following the publication of the original advisory groups’ reports 
in the fall of 1959, our appropriate committees reviewed them very 
carefully, and in June of last year the views of many of the individual 
members of those committees and other interested section members 
were submitted to the staffs of your joint committee and the Treasury 
Department, and were also made available to the advisory groups. 
They did not cover all of the proposals, but they covered many of 
them. We hope they were helpful. They delineated the questions that 
had been raised. We could not submit them as recommendations of 
the American Bar Association. In fact, there were different views ex- 

ressed on some of the points. 

We were able to draft and submit to the house of delegates in Los 
Angeles eight specific recommendations, seven in the subchapter C 
area and one in the subchapter J area. The balance of our recom- 
mendations, 20 in number, in the 3 areas had been adopted prior to 
the publication of those reports in the fall of 1957. Our committees 
are studying the recently published reports and have continued to 
study the earlier reports and we hope to be able to present to the 
house of delegates at the forthcoming meeting in Miami in August 
at least some additional recommendations in these areas. 

Our committees are giving special attention to some of the more 
basic proposals of the advisory groups on which we have not hereto- 
fore taken any official position, such, for illustrative purposes, as the 
“tier” position of the charitable beneficiary, the basis-over-basis con- 
cept of corporate liquidations, the exclusive objective tests for col- 
lapsible corporations, the reduction-in-basis test for partial liquida- 
tion, and so forth. 

There are of course a great many others. It is impossible to say at 
this time, however, just what subjects will be covered or what the 
position of the association will be. 

I would like to say for the record that we think the advisory groups 
have rendered a very valuable public service. We take pride in the 
fact that many of those serving on the groups are also members of our 
tax section of the American Bar Association. We regard them as men 
of outstanding ability in the tax field. Their views are highly re- 
spected by the section and the association. 

I also want to say, for the association and the section of taxation, 
that we appreciate this opportunity to appear before the Committee on 
Ways and Means. 

r. Porter on my left will now present and discuss our recommenda- 
tions in the subchapter C field. He will be followed by Mr. Fillman, 
who in turn will be followed by Mr. Driscoll. 

The CHamMan. Mr. Porter, you are recognized, sir. 

Mr. Porrer. Thank you, Mr. Chairman. 

My statement is before you and I will comment briefly in respect to 
the nine proposals in the subchapter C area. 

Some of these proposals were initiated in the American Bar Associa- 
tion. Some representatives suggested revisions of the advisory group 
proposals which have been adopted in a number of cases, some are 
simply approvals of positions taken by the advisory group, and in two 
instances we have proposals in opposition to positions taken by the 
advisory group. 
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I will refer now to the nine proposals as set forth in my report and 
I would be happy to answer questions either as I go along or at the 
conclusion of my report at your preference. 

The first proposal is an amendment of section 301, the provision re- 
lating to dividends, to provide that the amount of a dividend in kind 
to or from a corporation should be the fair market value of the prop- 
erty rather than its basis where no dividends-received deductions is 
allowable. 

The 1954 code provision that dividends in kind to corporate stock- 
holders should be limited to basis rather than being taxed at their 
full faix market value, as in the case of dividends to individuals, I 
believe was intended to prevent the benefits of the step-up in basis, 
particularly for depreciable assets, where in the case of corporate 
stockholders the effective rate of tax is only 7.8 percent. That rule 
does not properly carry through in the foreign field because the divi- 
dend paid to a U.S. corporation by a foreign company or foreign 
subsidiary are subject to tax at 52 percent. 

Therefore, the reason for the limitation to basis is not present. 
Similarly, the dividends paid by a domestic company to a foreign 
corporation which is not engaged in business in the United States 
would be subject to tax at 30 percent rather than the 7.8 percent, and 
therefore a substantial tax is exacted. 

Under the present rule, to give an example, if a domestic subsidiary 
of a foreign corporation were to develop, say, valuable know-how 
which under our treaties would not be subject to U.S. tax on royal- 
ties, likely as not it would have no basis in the hands of the domestic 
company that developed it. If the parent is organized in a yi 
which under our treaties would not be subject to U.S. taxes on royal- 
ties—and we do have such treaties—there would be an obvious benefit 
to the parent to simply have the know-how distributed by the domes- 
tic subsidiary as a dividend to the parent, and if taxation of the 


dividend is to be limited to basis, and basis is small or zero, the effect 
would be to permit the royalty income from there on out to be taxed 


free of U.S. tax without paying a penalty at the time of distribution. 


It is to meet similar situations that this proposal was first made 


by the ABA and was urged before your committee a year ago. 
I rm) say that the ABA considers that legislation is necess, 


ary 
in this field to effect this result, and notwithstanding the fact that the 


Commissioner in a ruling has indicated a contrary position. We feel 
that this should have legislative backing. 
If there are no comments, I will proceed to the next one. 
The Cuamman. Mr. Porter, let us proceed through your discussion 
before we ask any questions. 
Mr. Porrer. The second item is section 305, and the particular pro- 
] is one in the macs group. The American Bar Association 
as recommended against the enactment of its proposal in the initial 


advisory group report to amend section 305 so as to treat as taxable 
dividends any distributions made to holders of common stock which 
are payable in additional shares of stock with respect to part of the 
outstanding common stock and are payable in cash or other property 
with respect to the balance of such os 
The ABA report supporting this action expressed three objections: 
In the first place, the advisory proposal is not limited in its appli- 


ca 
gr 
ar 
br 
the 
th 
th 
ste 
vi 
ste 
an 
de 
co 
r 
th 
if 
ste 
bi 
00 
in 
wi 
m 
pr 
ste 
tic 
la 
ha 
th 
th 
ra 
le 
ac 
ra 
Si 
| 
ta 
su 
re 


5 


AMEND INTERNAL REVENUE CODE 919 


cation to those cases to which it was addressing itself. The advisory 
group proposal as well as Treasury regulations proposed in this area 
would not confine themselves to cases in which the shares of stock of 
one class can be converted into shares of stock in another. 

This feature of conversion was present in the original ruling which 

brought this problem into focus and it has not been a factor in either 
the Treasury regulations or the advisory group proposal. The fact 
that there are two classes of stock in and of itself is sufficient to cause 
the holder of the stock dividend receiving class to be taxed, notwith- 
ae the fact that he cannot convert into the cash dividend type of 
stock. 
The second point covered in the report of the ABA indicates the 
view that there is nothing objectionable in the procedure of permitting 
stock dividends on one class of stock and ordinary cash dividends on 
another class of stock. 

In this connection, it may be pointed out that under existing law toa 
degree that situation is present in that stock dividends may be paid on 
common stock at the same time that cash dividends are being paid on 
preferred. The advisory proposal would foreclose the extension of 
that dichotomy into the common stock area, but the basic problem, 
if it is a problem, is present and it hinders in the policy of permitting 
stock dividends. 

The third objection voiced was a constitutional question, the possi- 
bility that the advisory proposal would cover cases which could not be 
constitutionally taxed, that the advisory proposal as revised has met 
in a manner which would be satisfactory. Possible language changes 
would be worked out at a staff level. 

The third item is again a proposal by the Bar Association to recom- 
mend against enactment of an advisory group position, which would 
provide that the deduction for a charitable contribution of section 306 
stock should be reduced by the amount of gain which would have been 
realized as ordinary income by the donor if he had sold the stock. 

The supporting report in the Bar Association expressed two objec- 
tions: 

First, the contribution of section 306 stock is but one aspect of the 
larger problem of the contribution to charities of property which 
has appreciated in value without recognition of gain to the donor on 
the appreciation. There are other types of donations which would 
themselves result in ordinary income if the property had been sold 
rather than donated. 

For example, the stock of a collapsible corporation or stock held for 
less than 6 months, which, if sold, would have resulted in short-term 

Mn. 

OThose are further examples of a problem which, if it is to be faced in 
accordance with the ABA report, should be faced on a broad front 
rather than on a narrow one. 

Section 306 is devised as a protection against bail-outs and there may 
be questions whether the donation of stock is a true bail-out situation, 
since no cash returns to the stockholder. 

A further statement in the report supporting the ABA recom- 
mendation is that if action is taken, the proper solution might be to 
tax the donation as a real savings and allow the charitable deduction 
subject to the statutory limitations. You will get a slightly different 
result if you operate in that manner. 
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The fourth proposal, one which was expressed before this committee 
a year ago, relates to the definition of “indebtedness.” The ABA 
proposed a nonexclusive definition of indebtedness of a corporation 
which is in general similar to that which was subsequently incorpo- 
ratd in the advisory group proposal. There are differences. 

The ABA an provided for a maximum ratio of 10 to 1—$10 
of debt to $1 of equity, whereas the advisory group proposal is on a 
5 to 1 basis. ; 

I might point out, however, that the advisory group uses a dual 
test for equity, the higher of fair market value or capital and paid 
in surplus, so that it is not entirely comparable to compare the 10 tol 
tod5tol. 

The advisory group proposal would also Wee the obligation to be 
created without consideration in the case of a distribution by the cor- 
poration to its shareholders. The ABA proposal did not touch that 
point. It is considered important because the status of debt or 
equity is significant taxwise in terms of the consequences on redemp- 
tion of the stock, in the case of the interest deduction on the debt and 
the loss on worthlessness. 

You get a different answer in each case, depending on whether you 
properly characterize the obligation as a debt or as equity. 

he proposal in the advisory group, the 5 to 1 proposal, would 
probably in practice not represent aun of a liberalization, if any, of 
present practice, because I think that the practicing lawyers have be- 
come aware of the problem of thin incorporation, although the Treas- 
ury has recommended consideration of ratios as low as 4 to 1 or 3 to 1. 

In practice, I believe that the bar has recognized the problem of 
thin incorporation and the primary benefit perhaps of the proposal in 
this case is to eliminate some of the uncertainties that have resulted. 
We have the rather odd situation demonstrated in the final opinion 
in the Gilbert case in the Second Circuit where, with three stock- 
holders of a corporation owning stock and debt proportionately, the 
corporation ran into difficulties. 

he Second Circuit found that there was nothing irreconcilable in 
a determination that the husband, one of the stockholders, had made 
an equity contribution and therefore he was not entitled to a bad debt. 
His wife, having less familiarity with business affairs generally, was 
considered to have made a debt investment, and in her case it was a 
nonbusiness bad debt, and the first stockholder was considered to have 
made a debt investment and his was a business bad debt, all three 
results, although the stockholders stood shoulder to shoulder and con- 
tributed exactly the same, and held their stock proportionately. 

It would be advisable to eliminate some of this uncertainty. 

The next proposal relates to constructive ownership of stock. The 
ABA proposal is substantially identical with the advisory group pro- 
posal now incorporated in the bill, except that the advisory grou 
amendments would attribute stock held by a grandparent to his grand- 
child, whereas the ABA would not, and the ABA in that respect fol- 
lows existing law. 

The advisory group had relied on the expectancy of a grandchild in 
the inheritance of his stock held by the grandfather, and we can only 
speculate that the bar association was not quite so impressed. 
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I would say the principal feature in these revised constructive 
ownership rules is the elimination of back attribution. Redemptions 
are not everyday occurrences, but a redemption is a useful device for 
glving the problems of terminating corporate squabbles to remove 
a stockholder from a corporation, and therefore we feel that the 
rules governing attributions should be in workable form. 

At present, for example, stock held by an individual is attributed 
toa partnership of which he is a member and in turn is attributed 
to another partner in that partnership. In the conventional case of 
a law partnership, that may be easy to handle, but, unfortunately, 
the partnership definition in the code covers a great deal of ground, 
and it is very difficult to handle the situation in which you inquire 
of the stockholder whether he has any informtion as to whom his 
shares would be attributed or whose shares would be attributed to 
him. He can think of none, but it develops that he is a member, for 
example, of a real estate syndicate, of which there may be a thousand 
members, and to attempt to find out what all of those members own 
makes administration impossible, and the objectives would not be 
furthered. 

The next proposal, section 337, is a provision relating to permission 
for a liquidating trust or agency to follow the liquidation of the 
corporation itself. The present rule requires that liquidations must 
be completed within 1 year of the time the plan is adopted in order 
to permit tax-free sales by the corporation of its assets in liquidation. 
It a developed on a number of occasions that a liquidation which 
was intended to be completed within a year cannot be done so because, 
shortly before the expiration of the year, new matters turn up. A 
refund claim develops; litigation on minor matters arises. This 
would permit the assets to be transferred to a liquidating trust which 
could then wind up the affair. 

It would, however, require the tax to be paid and it would not 
permit the trust to conduct the kind of a business that would be 
treated as an association taxable as a corporation. This should not 
lead to abuse. 

As a matter of fact, it is possible to achieve the same result today by 
distributing in liquidation and retransferring to a trust of such nature 
that it would not be taxable as a corporation. This would avoid the 
problems of a transfer. 

Another proposal, under section 337, the treatment of involuntary 
conversions as a sale, would in effect help out the victims of surprise. 
If you knew your plant was going to burn down, you could Wenn 
a = of liquidation and your insurance proceeds would not 
taxable. 

Unfortunately, you at least should not know that is going to occur 
and this proposal would permit a corporation to adopt a plan of 
liquidation immediately after the catastrophe and obtain the benefits 
that would have resulted if they had adopted the plan earlier. 

Similarly, it would treat such a conversion as a sale, contrary to 
existing rules. 

The final proposal under section 337 relates to successive liquida- 
tions of coumebiied corporations. This is just a matter of the order 
of the liquidation. Under present law, if you have a parent and a 
subsidiary both liquidating and you are unfortunate enough to liqui- 
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date the subsidiary first and attempt to sell its assets, a tax will be 
paid; whereas if you liquidate the subsidiary and distribute the assets 
up to the parent and let the parent sell the assets in liquidation, no 
tax is payable. It is not apparent why, policywise, the result should 
be different and this would eliminate that problem. 

The final proposal relates to the exclusion from dividend carryover 
in. complete liquidations of subsidiaries. There is what might be 
called an apparent loophole in the law as it is now drawn under which 
a corporation which is a personal holding company could cause a 
wholly owned subsidiary to be liquidated. 

The distribution in liquidation would generate a dividend-paid 
deduction. Under the statute as drawn, the dividend-paid deduction 
in turn is available to the parent. It would appear that through the 
liquidation, although no tax is paid by the parent, the entire accumu- 
lated earnings of the subsidiary since 1913 would be available for the 
next 2 years as a dividend-paid deduction which would shelter the 
parent from personal holding company tax. 

We are not aware that this has been extensively used, but it is one 
which should be handled legislatively to avoid future abuse. This has 
been included in the advisory group proposals as revised. 

Finally, although not referred to in my report, particularly in view 
of the discussion this morning, I should say that the American Bar 
Association has made two further recommendations which are not in 
subchapter C, but has some relation to it. They have adopted a recom- 
mendation that section 172, the net operating loss section, should be 
amended to insure that losses will not be disallowed because they are 
not from the same business or from the same type of business as that 
incurring the loss. 

Mr. Mason. Limited to consolidation ? 

Mr. Porter. Not limited to consolidation. This proposal was 
adopted after the Libson Shops case had come down in the Supreme 
Court and at a time when the position of the Internal Revenue Service 
was not clear as to all aspects of the application of the Libson Shops 
rule to the 1954 code, and it was intended to insure that the concept in 
the Libson Shops case would not be extended into the 1954 code area. 

It leaves to section 269 and section 382 the task of avoiding the abuse 
of losses in the manner which has been discussed. 

The final proposal is one, only more distantly related, which would 
provide that the amortization of the organizational expenses of a 
corporation should commence not at the point the corporation com- 
mences business, as the law presently provides, but, rather, at the point 
at which the expenses are incurred. There will be some differences in 
timing, particularly as to expenses incurred before incorporation and 
those incurred after incorporation. 

That, gentlemen, completes my statement of the nine proposals. 

(The material referred to follows :) 


STATEMENT OF C.LiFForRD L. PorTER, CHAIRMAN, COMMITTEE ON CORPORATE 
STOCKHOLDER RELATIONSHIPS, SECTION OF TAXATION, AMERICAN BAR ASSO 
CIATION 


The section of taxation of the American Bar Association has had under 
intensive study for an extended period of time the legislative proposals of the 
Advisory Group on Subchapter C of the Internal Revenue Code of 1954 and the 
problems with which they deal. Since enactment of the 1954 code the American 
Bar Associaton has adopted nine specific legislative proposals in this area. Two 
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proposals, antedating the advisory group report, were adopted in the initial 

yt. Three were proposals to revise or supplement.the initial report. These 
have been adopted in the revised report. Two others approved portions of the 
advisory group amendments with minor variations, and two expressly opposed 
portions of the advisory group amendments. The nine recommendations and the 
explanations thereof are reproduced in the attached booklet. 

Although the committee on corporate stockholder relationships has submitted 
to the staff of the Joint Committee on Internal Revenue Taxation the comments © 
and recommendations of its members on all aspects of the initial advisory group 
report, there has been no formal action by the American Bar Association on 
the report as a whole and accordingly the views of the ABA may only be stated 
as to the nine proposals previously referred to, which will now be individually 
discussed. 

1, Section 301: Dividends in kind to and from foreign corporations 

The ABA proposed that the amount of a dividend in kind to and from a foreign 
corporation should be the fair market value of the property rather than its basis 
where no-dividends-received deduction is allowable. The advisory group amend- 
ments adopted this proposal with provisions satisfactory to achieve the ABA 
objectives. It is considered that legislation is necessary to achieve these objec- 
tives notwithstanding a contrary indication by the Commissioner of Internal 
Revenue in Revised Rules 57-470, 1957-2 C.B. 608. 


2, Section 305: Dividends payable in stock on certain shares and in cash on 
other shares 

The ABA recommended against enactment of the proposal in the initial 
advisory group report to amend section 305 so as to treat as taxable dividends 
any distributions made to holders of common stock which are payable in addi- 
tional shares of stock with respect to part of the outstanding common stock and 
are payable in cash or other property with respect to the balance of such stock. 
The report supporting the ABA’s recommendation expressed three objections 
to the advisory group proposal: (1) It was not limited to its application to 
those cases which apparently prompted the advisory group to recommend an 
amendment of the statute; (2) there is nothing objectionable in having one class 
of stock pay cash dividends taxable to such class of stockholders and another 
dass of stock accumulate earnings which remain untaxed to that class of stock- 
holders until distributed; and (3) it is doubtful that there is any constitutional 
basis, or other justification, for imposing a tax in those cases where a stock 
dividend does not effect any change in a stockholder’s equitable interest in the 
assets of the corporation. In its revised report, the advisory group modified 
its recommendation to meet the third objection, but it appears that some slight 
further changes in language—which at least some members of the advisory 
group have indicated a willingness to make—may be necessary to meet this 
objection satisfactorily. The advisory group made no attempt in its revised 
report to meet the first two objections. 


8. Section 306: Charitable contributions of section 306 stock 


The ABA recommended against enactment of the proposal in the initial 
advisory group report that the deduction for a charitable contribution of section 
306 stock should be reduced by the amount of gain which would have been realized 
as ordinary income by the donor if he had sold the stock. The report supporting 
the ABA recommendation expressed two objections to the advisory group 
proposal: (1) Contribution of section 306 stock is but one facet of the larger 
problem of charitable contributions in appreciated property (some of which, 
like sec. 306, would result in ordinary income if sold), and section 306 stock 
should not be selected for isolated treatment; and (2) if such action is to be 
taken, the proper solution might be to tax the donation as a realization and to 
allow the charitable deduction, subject to the statutory limitations. There was 
no revision of the advisory group amendments in this respect. 


4. Section 317: Definition of indebtedness of a corporation 


The ABA proposed a nonexclusive definition of indebtedness of a corporation 
Which is in general similar to that subsequently incorporated in the advisory 
group amendments. The latter, however, proposed a maximum debt-equity ratio 
of 5 to 1, whereas the ABA proposal would have permitted a ratio of 10 to 1. 
The advisory group amendments would also permit the obligation to be created 
Without consideration in the case of a distribution to shareholders. 
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5. Section 318: Constructive ownership of stock 


The ABA proposed rules of constructive ownership of stock substantially 
identical with those previously proposed in the initial advisory group amend. 
ments, there being but two points of difference. One was eliminated in the 
revised advisory group amendments. The other remains. The advisory gro 
amendments would attribute stock held by a grandparent to his grandchild, 
whereas the ABA would not. 

6. Section 337: Liquidation trust or agency 

The ABA proposed that the use of a liquidating trust or agency be permitted 

in liquidations under section 337. Its proposal differed from the prior advisory 


group proposal in that it eliminated the need for an administrative ruling. This 
revision was adopted in the revised advisory group amendments. 


7. Section 337: Treatment of involuntary conversion as a sale 


The ABA proposed that the benefits of a section 337 liquidation be made avail. _ 
able in the case of involuntary conversions occurring immediately before as 
well as after adoption of the plan of liquidation, thus broadening the original 
advisory group proposal. The revised advisory group amendments adopt the 
ABA’s proposal. 


8. Section 337: Successive liquidations of controlled corporations 


The ABA proposed the adoption of provisions permitting successive liquida- 
tions of controlled corporations for purposes of section 337. The proposal was | 
in the form previously adopted by the advisory group. 


9. Section 381: Exclusion from dividend carryover tn complete liquidation of 
subsidiaries 

The ABA proposed the elimination of an apparent loophole by eliminating 
the dividend carryover which would be available to a parent corporation by 
reason of the tax-free liquidation of its subsidiary. This proposal was in- 
corporated by the advisory group in its revised amendments. 

It is anticipated that H.R. 4459, the bill introduced in the House of Representa- 
tives, based on the advisory group report, will be closely studied by the Section 
of Taxation of the American Bar Association. It is hoped that if time permits 
the association will be in a position to express further definitive views with 
respect to such legislation prior to its enactment. 


AMERICAN BAR ASSOCIATION 
SECTION OF TAXATION 


Legislative Recommendations In Respect Of The 


Provisions Of Subchapter C Of Chapter 1 
Of Subtitle A Of The Internal Revenue Code Of 1954 


February 15, 1959 
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Subchapter C. Corporate Distributions and Adjustments. 
Part I. Distributions by corporations. 


1 PROHIBITING THE DEFERMENT OF TAX ON THE UNREALIZED Ap. 
PRECIATION ON PROPERTY DISTRIBUTED IN KIND BY A CORPORA. 


TION WHERE A CORPORATE SHAREHOLDER IS NOT ENTITLED TOA pr 
DIVIDENDS RECEIVED DEDUCTION IN RESPECT OF SUCH DISTRI. ce 
BUTION 

r 

Resolved, That the American Bar Association recommends to the Congress that co 
the Internal Revenue Code of 1954 be amended to tax as a distribution the un- ce 
realized appreciation in the value of property distributed in kind to a corporate fo 


shareholder if such corporate shareholder is not entitled to a dividends receivéd | 
deduction under either section 243 or section 245 in respect of such distribution; __ 
and that the basis provisions of the Internal Revenue Code be appropriately 2 
amended to reflect the foregoing; and 

Be It Further Resolved, That the Association proposes that these results be 
effected by amending sections 301(b)(1)(A) and (B), and 301(d)(1) and (2); and 

Be It Further Resolved, That the Section of Taxation is directed to urge the 
following amendments or their equivalent in purpose and effect upon the proper 
committees of Congress: 

Sec. 1. Section 301(b)(1) (relating to the amount of a distribution under sec- 
tion 301) is amended to read as follows (eliminate the matter struck through; 
insert new matter in italics): 


te 3 ier, In the case of any shareholder other than a corpo- 

ration éntitled to a dividends received deduction, under either section 243 or 

section 246 with respect to such distribution, the amount of moncy received, 
plus the fair market value of the other property received. 


(B) Certain Corporate Distrisutees.—If the 
shareholder is a corporation entitled to a dividends received deduction under 
aither section 243 or section 245 with respect to such distribution, the amount 
of money received, plus whichever of the following is the lesser: 


(i) the fair market value of the other property received; or 

(ii) the adjusted basis (in the hands of the distributing corporation im- 
mediately before the distribution) of the other property received, increased 
in the amount of gain to the distributing corporation which is recognized 
under subsection (b) or (c) of section 311. 


Sec. 2. Section 301(d) (relating to the basis of property in connection with 
distributions under section 301) is amended to read as follows (eliminate the 
matter struck through; insert new matter in italics) : 


(d) Basis.—The basis of property received in a distribution to which sub- 
section (a) applies, shall be— 


(1) Genera, Rute 
corporation, Jn case of any shareholder other than a corporation entitled to 
a dividends received deduction undcr either section 243 or section 245 with 
respect to such distribution, the fair market value of such property. 

(2) Genporare—Disraiperees- Certain Corporate Distrisutees—If the 
shareholder is a corporation entitled to a dividends reccived deduction under 
either section 243 or section 245 with respect to such distribution, whichever 
of the following is the lesser: 


(A) the fair market value of such property; or 


(B) the adjusted basis (in the hands of the distributing corporation im- 
mediately before the distribution) of such property, increased in the amount 
of gain to the distributing corporation which is recognized under subsection 
(b) or (c) of section 311. 
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Sec. 3. The amendments made by Sections 1 and 2 of this Act shall apply to 
all distributions received, or, in the case of an accrual basis taxpayer, accrued by 
the distributee after the date of enactment of this Act. 


Explanation 
“7 The underlying policy of the Code seems to require that the fair market value of 
dA property distributed be fully taxable as a dividend in cases where no dividends re- 
RI. ceived deduction is allowable to the recipient corporate shareholder. The proposal pro- 


vides that the amount of the dividend will be the fair market value of the property dis- 
tributed in kind if received (i) by a domestic corporate shareholder from a foreign 
corporation, to the extent such dividend so received is not entitled to a dividends re- 
ceived deduction in the hands of the domestic corporate shareholder, and (ii) by a 
foreign corporate shareholder not entitled to such deduction from a domestic corporation. 


| THE RECOMMENDATION OF THE MILLS ADVISORY 
. TO ROUP ON SUBCHAPTER C RELATING TO DIVIDENDS PAYABLE 
IN STOCK ON CERTAIN SHARES AND IN CASH ON OTHER 


SHARES 


Resolved, That the American Bar Association recommends to the Congress that 
it not enact the proposal of the Mills Advisory Group on Subchapter C to amend 
section 305 of the Internal Revenue Code of 1954 so as to include as taxable 
; dividends distributions made to holders of common stock which are payable in 
additional shares of stock with respect to part of the outstanding common stock 
and are payable in cash or other property with respect to the balance of such 
stock; and 

Be It Further Resolved, That the Section of Taxation is directed to urge this 
recommendation upon the proper committees of Congress. 


EXPLANATION 


Summary 


The Mills Advisory Group on Subchapter C has proposed that an additional 
exception be made by statute to the general rule of non-taxability of stock divi- 
dends in those instances in which distributions made with respect to one or more 
: classes of common stock are payable in stock with respect to part of such shares 
| and cash or property with respect to the remainder of such shares. The proposed 
| statutory amendment would apply where a corporation has issued two classes of 
common stock, one paying cash dividends and the other paying an equivalent 
amount in stock, whether or not the latter class is convertible into the former 
class. The committee believes that the Advisory Group proposal extends to situa- 
tions in which no tax is justified, and should be opposed. 


Di 


Section 305(a) and (b) of the Internal Revenue Code of 1954 now reads as 
follows: 


(a) General Rute.—Except as provided in subsection (b), gross income 


does not include the amount of any distribution made by a corporation to its 
sharcholders, with respect to the stock of such corporation, in its stock or in 
rights to acquire its stock. 

(b) Disrrisutions In Lizu of Money.—Subsection (a) shall not apply to a 
distribution by a corporation of its stock (or rights to acquire its stock), and 
the distribution shall be treated as a distribution of property to which sec- 
tion 30! applies— 


(1) to the extent that the distribution is made in discharge of preference 
dividends for the taxable year of the corporation in which the distribution 
is made or for the preceding taxable year; or 

(2) if the distribution is, at the election of any of the sharcholders 
(whether exercised before or after the declaration thereof), payable either— 


928 AMEND INTERNAL REVENUE CODE 


(A) in its stock (or in rights to acquire its stock), or 
(B) in- property. 


Section 306 then provides rules requiring, in general, that gain from the sale 
of stock received as a stock dividend be treated as ordinary income if (1) the 
stock is not common stock issued with respect to common stock and if (2) by 
reason of §305(a) the receipt of the stock distribution was not. includible in the 
gross income of the shareholder. 

The Advisory Group on Subchapter C recommended in its report dated De- 
cember 24, 1957 that §305(b) be amended to add to the two types of stock 
dividends which are taxable upon receipt by the shareholders a third reading as 
follows: 


(3) if a distribution or series of related distributions is made with respect 
to shares of one or more classes of common stock of a corporation and such 
distribution or series of related distributions is payable in the manner de- 
scribed in paragraph (2)(A) with respect to part of such shares and in the 
manner described in paragraph (2)(B) with respect to the remainder of such 
shares. 

It is understood that in 1955 the Internal Revenue Service issued an unpublished 
ruling relating to a recapitalization of a public utility company under which the 
holders of common stock were given a choice between two classes of common 
stock. Under the certificate of incorporation the board of directors could declare 
dividends in respect of either Class A common stock or Class B common stock, 
or both, payable either in (1) cash or other property or (2) additional shares 
of Class A common stock. The management announced its present intention to 
declare only stock dividends on the Class A stock and only cash dividends on the 
Class B stock. A holder of Class A (stock dividend) stock could at any time 
exchange his stock for Class B (cash dividend) stock, but holders of Class B 
stock could not exchange their stock for Class A stock. The Service ruled that 
the stock dividends to be declared upon the Class A stock would not constitute 
taxable income, although the cash dividends to the Class B stockholders would be 
taxable dividends under § 301. 

Thereafter, on July 10, 1956, the Treasury Department published a proposed 
amendment of the regulations under § 305, which, inter alia, included the follow- 
ing statement as an interpretation of the provisions of § 305(b)(2) relating to 
distributions which are, at the election of any of the shareholders, payable 
either in stock or in property: 


Where a corporation having two classes of common stock outstanding, with 
respect to which dividends may be paid in stock on one class and in money 
(or other property) on the other class, makes a distribution (or series of 
related distributions) in money (or other property) as to one class and in 
stock as to the other, the distribution of the stock is not under section 305(a) 
since there is a choice as to the medium of payment of any distribution by 
virtue of the existence of the two classes of common stock. 


No final action has been taken by the Treasury Department with respect to the 
proposed amendment of the regulations. As will be noted, the proposed regula- 
tion is not confined to cases in which the stock dividend stock may be exchanged 
by the holder for cash dividend stock, nor to cases in which the stock dividend 
stock is acquired by the holder on issuance from the company. Rather the pro- 
posed regulation takes the position that an election of the shareholders as to 
medium of payment may be spelled out merely “by virtue of the existence of 
the two classes of common stock.” 

The proposal of the Advisory Group on Subchapter C does not involve, as does 
the proposed regulation, a construction of the present provisions of § 305(b) (2) 
relating to elections as to medium payment, but involves a statutory amendment 
which would insert a new § 305(b)(3) to add this type of stock dividend to the 
present two categories of taxable stock dividends. 

As background it may be noted that in 1936, at the time of the enactment of 
the undistributed profits tax, a provision was inserted in §115(f)(1) of the 
Revenue Act of 1936 stating that a stock dividend “shall not be treated as a 
dividend to the extent that it does not constitute income to the sharcholder 
within the meaning of the Sixteenth Amendment to the Constitution.” Under 
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this rule the Supreme Court decisions indicated that stock dividends were taxable 
if they resulted in a change in the shareholder’s proportionate interest in the 
corporation, but not otherwise. Under this rule, where there are two classes of 
common stock entitled to comparable treatment on earnings and in liquidation, 
the stock dividends payable on the stock dividend stock would apparently have 
been taxable dividends, since the holders of such stock obtain an increase in their 
proportionate interest in the corporation as compared with the holders of cash 
dividend stock who receive cash. However, this statutory rule was changed by 
$305(a) of the 1954 Code to provide that, regardless of any change in propor- 
tionate interests, stock dividends shall not be taxable, except as specifically pro- 
vided therein. 

Section 305(b)(2) provides, as an exception to the general rule of nontaxa- 
bility, that a stock dividend shall be treated as taxable if at the election of the 
shareholders the distribution is payable cither (a) in stock or (b) in money or 
other property. This provision was originally inserted in the law (as § 115(f)(2)) 
in the Revenue Act of 1936. Subsequently, in Lamberth v. Commissioner, 120 
F. 2d 101 (9th Cir. 1941) it was held with respect to a year prior to 1936, without 
benefit of any specific statutory provision, that a shareholder who received a stock 
dividend but who had an election (which he did not exercise) to receive a cash 
dividend in lieu thereof, should be treated as though he had constructively re- 
ceived the cash as a taxable dividend and had applied it to the purchase of the 
stock. 

In support of the recommendation of the Advisory Group, the following argu- 
ments have been advanced: 


J 
; 1. If stock dividends of this type are sanctioned as non-taxable, and the 
, sale of such stock is permitted at capital gain rates, it may be anticipated 
, this type of two-class common stock capital structure will become widespread, 
; causing serious loss of revenue and raising a question again as to whether 
} all stock dividends should be made taxable by statute. 

t 2. In this type of case, it is urged, the shareholder receiving a stock dividend 
, can sell the stock so received without disturbing his proprietary interest in 
e the corporation as compared with shareholders receiving cash dividends, 
whereas in the ordinary case of a common stock dividend on common stock, 
1 where all shareholders are treated the same way, a sale of the stock dividend 
: by a shareholder represents a real diminution of his interest in the croporation. 
D 3. Permitting non-taxability of stock dividends and capital gain on their 
eC sale in the two-class of common stock case gives the shareholder who takes 
stock dividends an unfair advantage over stockholders who take cash. It is 


h argued that the issue is not merely one as to the time of taxation but rather 
y whether ordinary income tax or capital gain tax should be paid by the share- 
f holder receiving stock (or no tax if he holds the stock until his death). The 
shareholder who receives cash suffers a reduction in his proportionate stock 
) interest in the corporation due to the issuance of stock to other stockholders, 
y yet he is taxed on ordinary income while the other stockholders become 
entitled t6 capital gain tréatment if they sell their stock or the corporation 

is liquidated. 
\- As an illustration of the asserted economic similarity of the positions of the 
d two shareholders, assume that A and B each invest $1,000 in a corporation on 
d organization for 100 shares of stock. The corporation earns $2,000, making a total 
* of $4,000 in the corporation. A wishes to withdraw $1,000, but B does not. At 
Oo that point the same objective can be attained by either of two routes: (1) the 
of corporation can redeem 50 shares of A’s stock for $1,000, leaving A owning 
50 shares and B 100 shares; or (2) the corporation can recapitalize into two 
es classes of stock, paying a cash dividend of $1,000 to A on his stock and a stock 
2) dividend consisting of 100 additional shares of stock to B. By either route A 
nt would obtain $1,000 in cash and thereafter would own one-third of the outstanding 
re stock while B would receive stock and thereafter would own two-thirds. Under 
the first method A would be taxed on a capital gain because the redemption 
of would be disproportionate under § 302(b)(2); B would have no present tax and 
he would have capital gain or loss upon eventual sale or liquidation of his investment. 


Under the second method, A would have an ordinary income tax on the receipt of 
er the cash dividend, despite the fact that his pro rata interest in the corporation 


| 
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would be reduced from one-half to one-third. In such case should B be favored 
by eventually having only capital gain or loss upon the sale or redemption of hig 
stock? It is argued that it would be unfair to continue the imposition of an 
ordinary income tax on the cash dividend received by A, whose interest in the 
company is substantially reduced in the transaction, while granting to B the right 
to eventual capital gain treatment on his increasing interest in the corporation. 

A majority of the members of the Committee on Corporate Stockholder Rela- 
tionships believes that, irrespective of the justification for imposing a tax on the 
receipt of a stock dividend in the specific case covered by the Commissioner's 
1955 ruling, the amendment proposed by the Advisory Group to take care of such 
situation goes entirely too far. Unless each class of common stock carries rights 
either identical with, proportionate to, or dependent upon, the rights of another 


class of common, both as to dividends and as to distributions in liquidation, there 
would appear to be no justification for taxing the holders of one class of stock 
on a stock dividend merely because simultaneously the holders of the other class 
of stock receive a dividend in cash or property. Unless the issuance of a stock 
dividend on one class of common stock, or to one group of common stockholders, 
effects a change in their equitable interest in the assets of the corporation vis a vis 
the other stockholders in the corporation, there would, in fact, appear to be a 
serious question as to whether there is any income subject to tax under the 
Sixteenth Amendment. 

For example, suppose Class A common in a given corporation is entitled to 
share equally with Class B common in the first $50,000 of earnings, with any re- 
maining earnings being distributable in the discretion of the directors to Class B; 
Class A is entitled upon liquidation of the corporation to a flat sum of $110 per 
share (plus an amount equal to any earnings up to $50,000 in any prior year not 
previously paid as a dividend on the Class A stock) with the balance being distrib- 
utable to the holders of Class B. In a given year the corporation pays a cash divi- 
dend of $25,000 on the Class A common and a stock dividend of $25,000 on the 
Class B common. Or suppose, for example, that there are two classes of common, 
each of which shares equally by class (rather than as to number of shares) in divi- 
dends- and liquidating distributions. In neither instance would there appcar to be 
any justification for imposing a tax on the receipt of a stock dividend. 

This objection of the committee could perhaps be taken care of by amending 
the Advisory Group proposal, but an equally scrious objection arises to the under- 
lying policy of the proposal. A majority of the committee find nothing objec- 
tionable in a corporate capitalization which enables one class of stockholders to 
receive its share of earnings in cash and the other class of stockholders to have 
its share of earnings reinvested in the company. Legitimate busincss reasons 
(aside from tax considerations) frequently exist for such a form of corporate 
capitalization. Under existing Icgislative policy, the holder of common stock is 
not subject to tax on the receipt of a stock dividend merely because the corpora- 
tion also has outstanding a class of preferred stock in which cash dividends, limited 
in amount, are paid. There would appear to be no justification for different treat- 
ment of a stock dividend merely because the holders of the other class of stock 
who receive cash dividends are not limited as to the amount of dividends they 
may receive. If there is a deliberate accumulation of earnings beyond the reasona- 
ble means of the business through the issuance of stock dividends in lieu of cash 
dividends, other provisions of law are adequate to take care of such situations. 

A substantial number of members of the committee would not object to an 
amendment of the statute to make a stock dividend taxable in the type of case 
covered by the 1955 ruling where the recipient of such stock has, through the 
conversion privilege, an election in effect to choose between stock dividends and 
cash dividends, but these members are of the opinion that the amendment pro- 
posed by the Advisory Group extends far beyond this justifiable objective. 
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red 3 TO OPPOSE THE RECOMMENDATION OF THE p 
his GROUP ON SUBCHAPTER C REGARDING CHARITABLIt CONTRE 
an BUTIONS OF SECTION 306 STOCK 
the 
ght Resolved, That the American Bar Association recommends to the Congress that 
it not enact the proposal of the Mills Advisory Group on Subchapter C to amend 
‘la- section 170 of the Internal Revenue Code of 1954 so as to reduce the amount of 
the ibe Son a of § 306 stock by the amount of gain 
er’s which would have n reali as ordin income b j 
oo re aad ary y the donor if he had sold 
hts Be It Further Resolved, That the Section of Taxation is directed to urge this 
her recommendation upon the proper committees of Congress. 
EXPLANATION 
4 Summary 
8, Section 306 of the Internal Revenue Code of 1954 provides, in general, that if a 
is shareholder receives preferred stock as a tax-free dividend on common stock and 
a sells the preferred stock to third parties, the proceeds of sale will be treated as 
e ordinary income. The Internal Revenue Service has ruled that if the shareholder, 
instead of selling the stock, donates the stock to a charity, he realizes no income 
Lo on the transfer but may deduct the value of the stock as a charitable contribu- 
o- tion. The Mills Advisory Group on Subchapter C has recommended to Congress 
3; 
er that in such case the amount of the charitable contribution deduction be reduced 
ot by the amount which would have been taxed to the shareholder as ordinary 
b- income if he had sold the stock rather than contributing it to charity. The com- 
‘j- mittee recommends that the proposed amendment be opposed, for the reason 
he that there is no valid distinction between § 306 stock and other stock or property 
n, in so far as the allowance of the charitable contribution deduction is concerned. 
he Discussion 
ng As a result of the decision in Chamberlin v. Commissioner, 207 F. 2d 462 (6th 
oT. Cir. 1953), cert. denied 347 U.S. 918 (1954), holding that a shareholder realized a 
C- capital gain rather than ordinary income upon the sale of preferred stock received 
to as a dividend upon common stock, the Congress enacted § 306 in the 1954 Code to 
ve provide otherwise. 
ns In Rev. Rul. 57-328, 1957-28 I.R.B. 9, the Service ruled that a shareholder 
ite “realized” no income when he contributed § 306 stock to a charitable foundation, 
is and it acknowledged that the contribution would be deductible as a charitable 
ra- contribution in the amount of the fair market value of the stock (subject to the 
ed percentage limitations of §170). Further the ruling held, after stating as a fact 
at- that there was no prearrangement for the sale by the foundation of the stock or 
ck for the redemption of any of the stock by the corporation, that a subsequent sale 
ey of the stock by the foundation would not result ‘n a realization of income by the 
na- donating shareholder. Under present law it is thus possible for a shareholder to 
ish cause the distribution to himself of a stock dividend in preferred stock, the receipt 
of which is non-taxable; make a gift of the preferred stock to a charitable founda- 
an tion, and obtain a deduction for the value of the stock without any realization of 
ASC income; and at a later date, assuming no prearrangement at least, have the 
the corporation redeem the stock from the exempt charity without tax to himself or 
und to the charity. 
rO- The Advisory Group on Subchapter C recommended in its report dated De- 
cember 24, 1957 that $170, relating to deduction for charitable contributions, be 
amended by adding a new § 170(b)(3) reading as follows: 

(3) Section 306 stock.—In the case of any charitable contribution of sec- 
tion 306 stock, the amount taken into account for purposes of this section 
as the amount of the charitable contribution shall be reduced by the amount 
which would have been treated, under section 305(a)(1)(A), as gain from the 
sale of property which is not a capital asset if the stock so contributed had 
been sold (for an amount equivalent to the fair market value of such stock 
at the time of the contribution) instead of contributed. 
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The report states that “The Advisory Group believes that charitable contribu- 
tions of Section 306 stock are substantially different from charitable contributions 
of other stock.” In support of the Advisory Group proposal it has been pointed 
out that in enacting § 306, Congress recognized the distinction by providing that 
the sale of $306 stock produces ordinary income to the selling shareholder 
whereas a sale of common stock, or preferred stock acquired on issuance for cash 
or property (paid in by the shareholder), is entitled to capital gain treatment. 
The distinction is based on the circumstance that § 306 stock represents accumu- 
lated earnings of the corporation; that it can be disposed of by the shareholder | 
without affecting his contro] of the corporation and without disturbing his equity 
interest in any future rise in value of his investment in the corporation through | 
subsequent earnings or appreciation in its assets; and that it can later be redeemed 
by the corporation, through sinking fund or other redemption privileges, with 
substantially the same ultimate effect to the common stockholder as if the 
corporation had originally paid a cash dividend to him. It is argued, therefore, 
that substantially the same considerations which dictate ordinary income treat- 
ment to the shareholder selling § 306 stock require rules with respect to charitable 
contributions of such stock different from those applicable to other stock. 

The committee recommends that the amendment proposed by the Advisory 
Group not be enacted. 

A number of the committee are opposed to the proposed amendment on the 
ground that they cannot find a valid distinction between a contribution of § 306 
stock and other stock or property which has appreciated in value, in so far as 
the allowance of the charitable contribution deduction is concerned. With respect 
to gifts of non-§ 306 stock and other property generally, a charitable contribution 
deduction is allowed in the amount of the fair market value of the property con- 
tributed, and no gain is deemed realized by the shareholder on the transfer to the 
charity. Moreover, a charitable contribution of agricultural or manufactured 
products held for sale in the ordinary course of business has been held to be 
within this rule, although it is the position of the Service that the cost of pro- 
ducing such property may not be deducted. Rev. Rul. 55-138, 1955-1 C.B. 223; 
Regs. § 1.170-1; White v. Broderick, 104 F. Supp. 213 (D. Kan. 1952) ; Campbell 
v. Prothro, 209 F. 2d 331 (5th Cir. 1954). These members of the committee feel 
that no statutory change with respect to § 306 stock should be made in the absence, 
at least, of reconsideration of the entire area of contributions of appreciated 
propérty. 

In the view of these members of the committee, the fact that a donor of § 306 
stock does not suffer any loss of control seems irrelevant; a donor of common 
stock received as a dividend on common stock makes a gift of accumulated earn- 
ings untaxed in his hands to the same extent as a donor of § 306 stock. Yet the 
Advisory Group would not attempt to disallow a charitable contribution of com- 
mon stock received as a dividend on common. The problem would appear to be 
whether charitable contributions should be permitted for a portion of the value 
of contributed property representing unrealized profit which has not been sub- 
jected to tax. If the present general legislative policy is unsound there should be 
full reconsideration of such policy in preference to an amendment with respect 
to § 306 alone. 

In 1956 the Section of Taxation adopted a legislative recommendation for 
amendment of § 170 to deny a charitable contribution deduction for the value of 
any gift of a carved-out oil, gas or other mineral production payment created by 
the gift, if at the time of the gift the value of the reversionary interest in the 
property exceeds 5 per cent of the value of the carved-out production payment. 
(Cf. the recent Supreme Court decision in Commissioner v. P. G. Lake, Inc., 356 
US. 260 (1958), holding the proceeds of sale of certain carved-out production 
payments to be ordinary income rather than capital gain.) This recommendation 
was in turn based upon the precedent of the insertion by Congress in the 1954 
Code of a provision in §170(b)(1)(D) disallowing a charitable contribution de- 
duction for the value of any property transferred in trust if the grantor retains 
a reversionary interest in the trust property having a value in excess of 5 per 
cent of the value of the trust corpus. In addition to disallowing the charitable 
contribution the 1956 legislative recommendation of the Section would have taxed 
the donor on the proceeds as received by the donee if the donee’s interest was 
expected to extend less than 10 years (or in the cases of certain limited types 
of charities less than 2 years). The Advisory Group proposal would, on the other 
hand, make no attempt to tax to the donor the income which would have been 
taxed to him had he disposed of the stock and contributed the proceeds. 


Be 
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A number of members of the committee opposed the proposed amendment on 
the ground that the proper solution is to continue to allow the charitable contri- 
bution deduction in the amount of the fair market value of the § 306 stock do- 
nated, but to treat the contributing stockholder as having “realized” (and there- 
fore having ordinary income in the amount of) the fair market value of the stock 
by virtue of his having made the contribution to the charity. Even among those 
members of the committee who oppose the amendment on the ground that they 
cannot find a valid distinction between the treatment of a contribution of § 306 
stock and other stock or property which has appreciated in value, a number believe 
that if any such distinction is to be recognized the proper solution is to allow the 
charitable contribution deduction in the full amount and to tax the shareholder on 
the contribution as though he had sold his stock. It is argued in support of the 
Advisory Group proposal that such treatment would be contrary to established 
patterns of income taxation regarding “realization” of income in this area and 
is not necessary in order to prevent abuse. Some members of the committee feel, 
however, that this argument merely supports the view of the majority that per- 
haps the entire area of charitable contributions should be re-examined, and that 
if existing legislative policy is to be adhered to, there should be neither a disal- 
lowance of a charitable contribution nor recognition of gain on the contribution. 
Moreover, as to the argument in support of the Advisory Group proposal that it 
is necessary to protect the revenue against abuse, it seems to these members of 
the committee that fairness as between those stockholders who have contributed 
other property to the full extent of their percentage limitation during a given year 
(who would be unaffected by the proposed amendment) and stockholders who 
have not used up their full percentage limitation by other contributions (who 
would be affected by the proposed amendment) is of great importance. 


4 TO PROVIDE NON-EXCLUSIVE RULES FOR THE TREATMENT OF COR- 
PORATE DEBT OBLIGATIONS HELD BY SHAREHOLDERS 


Resolved, That the American Bar Association recommends to the Congress 


° that the Internal Revenue Code of 1954 be amended to provide non-exclusive rules 
ed for the treatment of corporate debt obligations held by shareholders. 
Be It Further Resolved, That the Association proposes that this result be effected 
by amending section 317 of the 1954 Code by adding a new subsection (c); and 
06 Be It Further Resolved, That the Officers and Council of the Section of Taxation 
are directed to urge the following amendment, or its equivalent in purpose and effect, 
-m upon the proper committees of Congress: 
he “(c) DEBT.—For all purposes of Subtitle A, indebtedness of a corporation shall 
be deemed to include (but shall not be limited to) any unconditional obligation 
m- of a corporation to pay on demand or on a specified date a sum certain in money 
be incurred for an adequate consideration in money or money’s worth: 
lue (1) When the obligation is not subordinated by its terms to the claims of trade 
ib- creditors generally; and 
be (2) When, by the terms of the obligation, ultimate payment, if any, for use of 
oct the principal amount is not dependent upon the earnings of the corporation, and 
is unconditionally due not later than the maturity date of the principal amount; 
and 
for (3) When the principal amount of obligations held in the aggregate by stock- 
of holders does not exceed by more than ten to one the fair value of the stock held in 
by the aggregate by stockholders immediately after the obligations are issued; or 
‘he (4) In the event that an obligation fails to meet one or more of the other 
requirements of this subsection, the taxpayer claiming it to be indebtedness estab- 
nt. lishes by a preponderance of the evidence that such failure was due to the business 
356 requirements of the corporation.” 
on 
on Explanation 
N54 The purpose of the amendment is to provide, through the addition to the 1954 
le- Code of certain non-exclusive rules, an area of certainty as to the income tax treat- 
ins ment of debt obligations of a corporation held by such corporation’s shareholders. 
er For many years the courts have considered questions whether the interest held by 
tx & corporate shareholder, as evidenced by a particular security, should be regarded 


&s a creditor’s claim or an equity interest in the corporation. 


ed 
yas 
her 
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For the most part the decided cases have reached the result that what purports 
to be debt is in substance an equity interest on the grounds that the provisions of 
the security more nearly resemble a shareholder's interest than a creditor’s claim. 
Thus where the obligation to pay is not unconditional; where there is no fixed 
maturity date; where inadequate consideration is given for the obligation; where 
the obligation is subordinated to the claims of creditors generally; where payment f 
for the use of the principal is not unconditionally due at or before maturity; or 
where the amount of payment for the use of the principal is dependent on earnings 
the courts in numerous cases have held that the interest created was an equity in- 
terest for tax purposes. In most cases, facts showing such obligations to be held pro 
rata by shareholders, or that a high ratio of debt to equity capital existed have been 
relied on as additional evidence of intent to create an equity interest because the 
obligation failed to conform with the normal characteristics of true debt in other 
respects. However, in 1950 in the Tax Court cases of Dobkin and Sogg, instruments 
conforming in all respects with true debt obligations were treated as stock where the 
debt-equity ratios were 35 to 1 and 60 to 1, respectively. Jsidor Dobkin, 15 T.C. 
31, aff'd. 192 F.2d 392 (2d Cir. 1951); George L. Sogg, 19560 P-H T. C. Mem. Serv. f 
Par. 50,250; 9 T.C. M. 927, aff'd. 194 F.2d 540 (6th Cir. 1952). 


As the courts have reached their results on such a variety of rationalizations the 
conviction of many practitioners has grown stronger that some area of certainty 
should be established by legislation within which corporations might be organized 
and financed with assurance that what investors desire to be treated as debt will 
be so treated 

In so doing it is believed by those favoring the amendment that Congressional 
policy will be implemented rather than defeated. Corporate earnings constitute an 
important source of tax revenues to the Government, and Congressional policy since 
enactment of the income tax laws has been to put as few obstacles in the path of 
incorporating business enterprises as possible. One of the principal deterrents to 
incorporating a business has been that money invested in a corporation for its stock 
cannot be recovered to meet personal financial necessities without incurring a tax 
at ordinary rates whenever the corporation has earnings available for dividends. It 
is believed that since Congress has long sanctioned an investor’s election to make , 
part of his investment in stock and part in debt obligations, a statutory provision 
prescribing the conditions under which such an election may be made, wou!d be a 
valuable implementation of Congressiongl policy. In this connection it should be 
understood that no corporate earnings escape tax which they would otherwise bear. 
The effect tax-wise is simply to provide a mechanism whereby the investor in a 
corporate enterprise may recover a substantial part of his basis or “stake” before 
he is called upon to pay personal taxes on the income from his investment. When 
and as he reduces such income to his possession the tax will be collected. 


What the suggested amendment does is to establish a non-exclusive set of condi- 
tions, which if observed in the issuance of corporate debt obligations, guarantees 
the investor that the obligations will be treated as debt for all purposes under the 
income tax laws. The conditions proposed are those which generally characterize 
true debt as distinguished from the mixed debt-equity interests which have occupied 
so much attention of the courts. 


It is specifically stated that corporate debt obligations are not to be limited to 
those which conform with the prescribed conditions and further provides that even 
the failure to meet some of the prescribed conditions will not disqualify the obliga- 
tion if such failure is due to business requirements of the corporation. For example 
to obtain outside financial assistance a lender may require the stockholders also to 
loan some money to the corporation on a subordinated basis. Establishment of such 
a requirement would permit the shareholder's debt to qualify even though it failed to 
meet the condition that such obligations be not subordinated to the claims of trade 
creditors generally. 

The most controversial provision of the suggested amendment is that which op- 
erates to remove from the protection of the subsection, debt obligations held by 
shareholders in excess of a debt-equity ratio of 10 to 1. Many members of this - 
mittee take the view that there should be no ratio limitation at all. This view, wh 
accords with the ALI approach to the matter, is based upon the fact that since the 
shareholder should be allowed to elect to recover his stake in the corporation and | 
since the courts have approved ratios in excess of 10 to 1 where the terms of the 
obligations reflected true debt, the objectives of the stockholders are over 90% 
achieved and it is pointless to make an issue of the remaining 10% (or less) segments. 

The contrary view is to the effect that it would be unwise to prevent by legislation, 
the courts treating debt as stock in cases of such grotesque ratios as 100 to 1 or 
1000 to 1. Opinion was so divided on this subject that the Chairman of the Commit 
tee decided to include a 10 to 1 test and let the Section express itself by a vote as 
to whether a ratio test should be included or excluded. 
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ratio test the comparison is made between the principal of the 
by shareholders and the fair value of their stock rather than 
basis of such stock. Fair value was used because in cases where assets gee 
in value have been exchanged for stock in a tax-free incorporation the basis o — 
assets and hence the stock might be so low as compared with fair value as to exc 
the 10 to 1 ratio at the outset. The principal purpose of the amendment would be 
defeated in such cases. Since any obligation to qualify under the amendment must be 
based upon adequate consideration, abuse through inflation of values is prevented. 
Further, since the basis of the obligations received in such tax-free ae 
would be the same as the basis of the assets exchanged for them, a tax would result 
on repayment or sale of the obligation. The tax is not escaped. 


5 TO SIMPLIFY THE RULES RELATING TO CONSTRUCTIVE OWNER- 
SHIP OF STOCK 


Resolved, That the American Bar Association recommends to the Congress 
that certain provisions of the Internal Revenue Code of 1954 relating to the construc- 
tive ownership of stock be amended so as to simplify the present rules for deter- 
mining constructive ownership and to make such rules more flexible ; and 

Be It Further Resolved, That the Association proposes that this result be ef- 


l fected by amending section 318(a) and sections 302(b)(2), 302(b)(5), 302(c)(1), 

’ 304(b) (1), 304(c) and 382(a)(3) of the Internal Revenue Code of 1954; and 

4 Be It Further Resolved, That the Section of Taxation is directed to urge the 

. following amendments or their equivalent in purpose and effect upon the proper 

. committees of Congress: 

x Sec. 1. Section 318(a) of the Internal Revenue Code of 1954 is amended to read 

t as follows (eliminate the matter struck through and insert the matter in italics): 

e 

n ! SEC. 318. CONSTRUCTIVE OWNERSHIP OF STOCK 

(a) GeneraL Rute.—For purposes of those provisions of this 

r. to which the rules contained in this section are expressly made applicable— 

(1) MeMBERS OF FAMILY.— 

n (A) IN cenerat.—An individual shall be considered as owning the 
stock owned directly or indirectly, by or for— 

of (i) his spouse (other than a spouse who is legally separated from 

“4 the individual under a decree of divorce, whether interlocutory or 

= final, or a decree of separate maintenance), and 

ed (ii) his children, grandchildren, and parents. 

to (B) Errect oF apoption.—For purposes of subparagraph (A)(ii), a 

en legally adopted child of an individual shall be treated as a child of 

a- 


such individual by blood. 


| 
l 
to -PRUSPS CORPORATIONS 
ch 
to (A) Stock 
or indireetlyby_or_for 
by considered as-being-_owned _by the partnership-orestate 
| 
owned —directly_or indirectly 
1% 
its. 
Proseding sentence, e-contingent interest shell 
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(2) ATTRIBUTION FROM PARTNERSHIPS, ESTATES, TRUSTS, AND CORPORA- 
TIONS.— 


(A) From parTNeRsHIPS.—Stock owned, directly or indirectly, by or 
for a partnership shall be considered as being owned proportionately by 
any partner having an interest of 6 percent or more in either the capital 
or profits of the partnership in proportion to the greater of his interest 
in capital or profits. 


(B) From ESTATES OR TRUSTS.— 


(i) Stock owned, directly or indirectly, by or for an estate or trust 
shall be considered as being owned by any beneficiary having an 
actuarial interest of 6 percent or more in such estate or trust in pro- 
portion to that beneficiary’s actuarial interest in the estate or trust; 
except that stock owned by or for an estate or trust shall not be considered 
as being owned by those beneficiaries who cannot under any circumstances 
receive from the estate or trust any interest in the stock (or the proceeds 
of disposition thereof), OT the income'therefrom, but shall be considered as 
being owned by the other beneficiaries in proportion to their relative 
actuarial interests in the balance of the estate or trust. 

(ii) Stock owned directly or indirectly, by or for any portion of a 
trust of which a person is considered the owner under subpart E of 
part I of subchapter J (relating to grantors and others treated as 
substantial owners) shall be considered as being owned by such person. 

(ui) This subparagraph shall not apply to stock owned by any 
employees’ trust described in section 401(a) which is exempt from 
taz under section 501(a). 


(C) From corporations.—Stock owned, directly or indirectly, by or 
for a corporation shall be considered as being owned proportionately 
by any shareholder of that corporation who owns 6 percent or more in 
value of its stock in that proportion which the value of the stock which 
such shareholder so owns bears to the value of all the stock in such 
corporation. For this purpose in determining the value of the stock 
owned by the shareholder and the value of all the stock in such corpora- 
tion there shall be excluded the value of stock which is limited and 
preferred as to dividends. 


(3) ATTRIBUTION TO PARTNERSHIPS, ESTATES, TRUSTS AND CORPORATIONS.— 


(A) To parTNersHips.—All stock owned, directly or indirectly, by or 
for any partner having an interest of & percent or more in either the 


| | 
or—for—th person ot-apply it 
fromtax-under-seetion 
382: 
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capital or profits of a partnership shall be considered as being owned 
by the partnership. 


(B) To ESTATES AND TRUSTS.— 


(i) Stock owned directly or indirectly, by or for a beneficiary having 
an actuarial interest of 6 percent or more in an estate or trust shall 
be considered as being owned by the estate or trust; except that 
there shall not be included any stock owned by a beneficiary who cannot 
under any circumstances receive from the estate or trust any interest in the 
stock of the corporation actually owned by the estate or trust (or the Pro- 
ceeds of disposition thereof), 0? the income therefrom . 

(ui) Stock owncd, directly or indirectly, by or for a person who ts 
considered the owner of any portion of a trust under subpart E of 
part I of subchapter J (relating to grantors and others treated as sub- 
stantial owners) shall be considered as being owned by the trust. 

(i) This subparagraph shall not apply to stock owned by the 
beneficiary of an employees’ trust described in section 401(a) which 
is exempt from taz under section 601(a). 


(C) To corporations.—Stock owned, directly or indirectly, by or for 
any shareholder who owns at least 50 percent in value of all the out- 
standing stock of a corporation (excluding stock which ts limited and 
preferred as to dividends) shall be considered as being owned by the 
corporation, 
48}+(4) Options.—If any person has an option to acquire stock, that 

stock shall be considered as being owned by such person. For purposes 
of this paragraph, an option to acquire such an option, and each one of a 
series of such options, shall be considered as an option to acquire such 
stock. 


RULES.— 


(A) In ceneraL.—Except as provided in subparagraphs (B) and (C), 
stock constructively owned by a person by reason of the application 
of paragraph (1), (2),-e*(3), or (4) shall, for purposes of applying para- 
graphs (1), (2), en (3), and (4), be treated considered as actually owned 
by such person. 

(B) Memeers or FAMILY.—Stock constructively owned by an indi- 
vidual by reason of the application of paragraph (1) shall not be 4reated 
considered as owned by him for purposes of again applying paragraph 
(1) in order to make another the constructive owner of such stock. 

(C) PartTNERSHIPS, ESTATES, TRUSTS AND CORPORATIONS.—Slock con- 
structively owned by a partnership, estate, trust or corporation by 
reason of the application of paragraph (3) shall not be considered as 
owned by it for purposes of applying paragraph (2) in order to make 
another the constructive owner of such stock. 

46> (D) Priority or ruLEs.—For purposes of this paragraph if stock 
may be considered as owned by .a person under paragraph +h-er-t3)> 
(4) and any other paragraph, it shall be considered as being owned by 
him under paragraph 48> (4). 


(E) Speciau —ZIn applying the rules of this section— 


(i) a corporation shall not be considered to own its own stock ; 

(i) in any case in which an amount of stock ownéd by any person 
may be included in the computation more than once, such stock shall 
be used in such computation only once and in the manner in which 
it will impute to the person concerned the largest total stock owner- 
ship; 

(iti) in determining whether the 5 percent requirement of paragraph 
(2) (C) and the 50 percent requirement of paragraph (3) (C) have 
been met the rules of constructive ownership of this section shall 
apply ; and 

(iv) a beneficiary's actuarial interest in an estate or trust shall be 
determined on the assumption that there will be a mazimum erercise 
of any discretion of the fiduciary in his favor. 


8257 O—59——6v) 
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Sec. 2. Section 302(b)(2) is amended by adding a new subparagraph to read as 
follows: 


(D) Parrnersuirs.+-For the purpose of determining the application of this 
paragraph in the case of redemption of stock owned by a partnership, the 
redemption shall be treated in the case of each partner as though immedi- 
ately prior to the redemption the partnership had distributed to tts partners 
all the stock of the corporation owned by tt (other than stock constructively 
owned by it by reason of the application of section 318(a)(3)(A)), and the 
stock redeemed had been redeemed in the hands of the partners. 


Sec. 3. The first sentence of section 302(b)(5) is amended to read as follows 
(insert new matter in italics) : 


(5) APPLICATION OF PARAGRAPHS.—In determining whether a redemption 
meets the requirements of paragraph (1), the fact that such redemption fails 
to meet the requirements of paragraph (2), (3), or (4) shall not be taken into 
account, and the rules of section 318(a) shall not be applicable, but the rela- 


tionships described therein may be taken into account along with all other 
facts and circumstances. 


Sec. 4. Section 302(c)(1) is amended to read as follows (insert new matter in 
italics) : 
(1) In ceneraL.—Except as provided in paragraph (6) of subsection (b) 


and in paragraph (2) of this subsection, section 318(a) shall apply in deter- 
mining the ownership of stock for purposes of this section. 


Sec. 5. The last sentence of section 304(b)(1) is amended to read as follows 


(eliminate matter struck through and insert new matter in italics) : 


In applying section 318(a) (relating to constructive ownership of stock) 
with respect to section 302(b) for purposes of this paragraph, ' 
50 percenttimitati 
therein section 318(a)(3)(C) shall be applied by substituting aé 
tation for the 40 percent Limitation contained therein, 
Sec. 6. The last sentence of section 304(c) is amended to read as follows (elimi- 
nate matter struck through and insert new matter in italics) : 
For purposes of the preceding sentence, -section—-3l8a}2}{G}—-shaltbe 
50 percent limitation contained in section 318(a)(3)(C) shall be reduced to 
5 percent. 


Sec. 7. Section 382(a)(3) is amended to read as follows (eliminate matter struck 
through and insert new matter in italics) : 


percent limé- 


(3) ATTRIBUTION OF OWNERSHIP.—Section 318 (relating to constructive 
ownership of stock) shall apply in determining the ownership of stock, except 
that shalt regardto the 56-pereent 
timitation—econteined—therein the 50 percent limitation contained in section 
$18(a)(3)(C) shall be reduced to 6 percent. 


Sec. 8. These amendments shall be applicable to taxable years beginning after 
the date of enactment thereof. 


oOo 


| 


er 
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EXPLANATION 
Summary 


Few sections of the Internal Revenue Code of 1954 have caused more confusion 
than § 318, dealing with the constructive ownership of stock. There was no counter- 
part for $318 in the 1939 Code, and it was introduced in the 1954 Code to give 
explicit statutory authority for the view maintained by the Treasury Department 
that, in determining the tax treatment of stock redemptions, a family should be 
treated as an economic unit and that beneficial rather than legal ownership of the 
stock should be the criterion. Although the general principle underlying § 318 
may be sound, experience has shown that the section as presently drafted is con- 
fusing in many respects and is badly in need of clarification and modification. The 
Mills Advisory Group on Subchapter C has made recommendations for amend- 
ments directed toward this end, and the language of the amendments proposed by 
that group has for the most part been adopted in the revision of § 318 and certain 
related sections as herewith proposed. 


Di 


Attribution in the case of spouses separated by interlocutory divorce decrees.— 
Section 318(a)(1) of the present law provides that there shall be no attribution 
of stock between spouses legally separated under a decree of divorce. However, 
cases arising in other contexts (such as the right to file a joint return) have inter- 
preted the phrase “decree of divorce” as not including an interlocutory decree of 
divorce. The suggested amendment to § 318(a)(1)(A)(i) provides specifically that 
there will be no attribution between spouses separated under an interlocutory 


decree of divorce. 

Attribution from and to partnerships, estates, trusts, and corporations—Under 
$318 as presently drafted, extremely difficult and confusing problems have arisen 
because of the requirement that stock be re-attributed into and out of partner- 
ships, trusts, estates, and corporations. For example, stock owned by a partner is 
treated as owned by any partnership of which he is a member, and, according to 
the literal language of the statute, the stock thus constructively owned by the 


partnership is again attnibuted to the other partners in proportion to their interests 
in the partnership. Similar re-attribution takes place among co-beneficiaries of 


trusts and estates and stockholders of corporations. Because of this re-attribution 


it is possible, theoretically at least, that ownership of stock could be attributed to 


a person who had no knowledge of nor economic connection with the actual owner 
of the stock. In the proposed revision this re-attribution is eliminated—sce 
§ 318(a)(5)(C). 

Aliribution from partnerships, estates, trusts, and corporations—Under present 
§ 318, stock owned bv a partnership, estate, trust, or corporation is considered as 
owned proportionately by the partners, beneficiaries, and shareholders, except 
that stock owned by a corporation is attributed to a sharcholder only if that 
shareholder owns 50% or more in value of the stock of the corporation. One of the 
main purposes of this 50% limitation is to restrict re-attribution, and, with the 
elimination of re-attribution, there would appear to be no adequate reason for 
retaining it. In the proposed revision of § 318 this limitation is eliminated, and 
attribution from a corporation is treated in the same manner as attribution from 
a partnership, estate, or trust. A 5% limitation is provided for in all cases, how- 
ever, so that persons having small interests in corporations, partnerships, trusts, 
and estates will not have to bother with the attribution rules. 

Under present law the method of computing the proportion of ownership of a 
corporation by a shareholder is based on the value of the stock owned, directly or 
indirectly, by the shareholder, and stock presumably includes preferred stock 
owned by the shareholder. Under §318(a)(2)(C) of the proposed revision, pre- 
ferred stock is specifically eliminated from the computation of value. 

Stock owned by a partnership is attributed “proportionately” to the partners, but 
present §318 does not state how this proportion is to be measured. Proposed 
$318(a)(2)(A) provides that the proportion is based on either interest in profits 
or in capital of a partnership, whichever is greater. 
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Under present law attribution to a beneficiary of stock owned by a trust is made 
in accordance with the beneficiary’s actuarial interest in the trust. However, attri- 
bution to a beneficiary of stock owned by an estate is made in accordance with 
the beneficiary’s present interest in the estate. In the interest of consistency, 
proposed § 318(a)(2)(B) treats estates and trusts alike for purposes of determining 
the proportionate interests of beneficiaries by providing that in both instances 
the proportion is to be determined on an actuarial basis. 

Where stock owned by am estate has been specifically bequeathed to certain 
beneficiaries, proposed § 318(a)(2)(B)(i) provides that this stock should not be 
attributed to other beneficiaries and should be attributed only to the beneficiaries 
to whom it has been specifically bequeathed. Likewise, it is provided that where 
a beneficiary of an estate is specifically bequeathed property other than the stock 
in question, the stock should not be attributed to that beneficiary, but should be 
attributed exclusively to the other beneficiaries in proportion to their interests in 
the remainder of the estate excluding the property specifically bequeathed. 

Attribution to partnerships, estates, trusts and corporations.—Present law pro- 
vides for attribution to a partnership of stock owned by partners, attribution to 
an estate of stock owned by beneficiaries, attribution to a trust of stock owned by 
beneficiaries except where the beneficiary has only a remot» contingent interest 
in the trust, and attribution to a corporation of stock owned by shareholder who 
owns 50% or more in value of the stock of the corporation. In § 318(a)(3) as pro- 
posed, stock owned by a partner or a beneficiary of an estate or trust will only 
be attributed to the partnership, estate or trust where the owner has an interest 
of 5% or more in the entity, computed on the same basis as the 5% interest is 
computed for purposes of attribution from partnerships, estates or trusts. Also 
under the pro § 318(a)(3) stock which is limited and preferred as to divi- 
dends is excluded in determining 50% ownership in the attribution from a share- 
holder to a corporation. 

In the case of attribution to a partnership of stock owned by a partner, the 5% 
minimum will not serve to eliminate inequity involved in according dividend 
treatment to some partners on a redemption of stock owned by the partnership 
merely because one of their partners, having a partnership interest greater than 
5%, owns stock in the redeeming corporation. To provide adequately for this 
situation, the amendment proposed in § 2 of the above resolution would insert in 
$302 of the statute a new § 302(b)(2)(D) requiring that the disproportionality 
test be applied separately for each partner, as though the stock owned by the 
partnership had been distributed to the partners immediately prior to the redemp- 
tion and the stock redeemed had been redeemed in the hands of each partner. 
Partners owning stock individually might then have dividend treatment on the 
redemption while other partners might have capital gain treatment. For example, 
if the ABCD partnership, in which each of 4 partners has a one-fourth interest, 
owns 500 of the outstanding 1,000 shares of a corporation, and partner A individu- 
ally owns the remaining 500 shares, a redemption of all the stock owned by the 
partnership will result under the proposed § 302(b)(22)(D) in capital gain treat- 
ment to partners B, C and D but not to partner A. This is because the interest of 
B, C and D in the corporation will in each case be reduced from 124% to 0, while 
A’s total interest will be increased from 624% to 100%. 

Application of Constructive Ownership Rules of § 318(a) to § 302(b)(1). Present 
law provides in § 302(c)(1) that except in certain prescribed cases involving com- 
plete termination of an interest in a corporation, the attribution rules of § 318(a) 


shall apply in determining the ownership of stock for purposes of § 302. It is also 
provided in § 302(b)(5) that the fact that a stock redemption fails to meet the 
requirements of § 302(b)(2) (the substantial disproportionality test) or § 302(b) 
(3) (the complete termination of interest test) shall not be taken into account in 
determining whether it is entitled to capital gain treatment under § 302(b)(1), 
relating to a redemption which is not essentially equivalent to a dividend. Cases 
exist in which the arbitrary rules of §318(a) produce inequity because there is 
no real identity of interest between the parties who are technically within the 
attribution area and there is no proper justification for attribution of stock owner- 
ship between them. It is believed that §302(b)(1) was intended to provide an 
escape valve in such cases. The amendments proposed in $§3 and 4 of the above 
resolution would specifically provide in §$302(b)(5) and 302(c)(1) that the con- 
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structive ownership rules of §318(a) shall not apply in determining whether the 
redemption is not essentially equivalent to a dividend within the meaning of 
§302(b)(1), but that for the purpose of that determination the relationships 
described in §318(a) may be taken into account along with all other facts and 
circumstances. 

Consideration was given to the insertion in § 318(a)(1), relating to stock attri- 
bution between members of a family, of a new subparagraph to deal specifically 
with cases in which such attribution is not warranted as a factual matter. The pro- 
vision considered would read as follows: 


(C) ABSENCE OF CONTROL, ETC.—No stock shall be attributed from one 
adult individual to another adult individual by application of paragraph (A), 
if it is established by the clear preponderance of the evidence that: 


(i) he neither controls, or is controlled by, the actual owner of such stock, 

(ii) he has no reasonable expectation as of the time of the application 
of this section of receiving such stock from the actual owner, directly or 
indirectly, by gift, inheritance or otherwise, and 

(iii) the normal bonds of family relationship do not exist between such 
individuals with respect to such stock. 


The committee concluded, however, that in view of the unusual nature of the 
tests of “control” of one adult individual by another, expectation of receipt of 
the stock by one person from another, and absence of “normal bonds of family 
relationship,” it would be preferable to leave the matter to the broad language of 
§ 302(b)(1) (“not essentially equivalent to a dividend”) which has been in the 
statute for many years. 

Incidental Amendments. The amendments proposed in §§ 5, 6 and 7 of the above 
resolution would modify provisions in §§ 304(b) (1), 304(c) and 382(a)(3) which in 
present law provide in certain special cases for attribution of stock from a share- 
holder to a corporation whether or not he owns 50% or more ofthe stock of the 
corporation. Under the amendments there would be a 5% minimum stock owner- 
ship required for such attribution in those special cases. 

Comparison with Recommendations of Mills Advisory Group on Subchapter C. 
The principal change from the recommendations made by the Mills Advisory 
Group on Subchapter C relates to the matter of attribution to grandchildren of 
stock owned by grandparents. The present Code requires that there be attributed 
to grandparents the stock owned by their grandchildren, but does not require that 
there be attributed to grandchildren the stock owned by their grandparents. The 
Mills Advisory Group recommended an amendment of § 318 to require attribution 
in both directions. In the present recommendation the statute would remain in 
its present form in this regard, and stock owned by grandparents would not be 
attributed to their grandchildren. 


Part II—Corporate Liquidations 


6 SATISFYING REQUIREMENTS OF SECTION 337 BY DISTRIBUTION 


TO SHAREHOLDERS THROUGH A LIQUIDATION TRUST OR 
AGENCY 

Resolved, That the American Bar Association recommends to the Congress that 
provisions of the Internal Revenue Code of 1954 relating to non-recognition of 
gain or loss to a corporation upon sale or exchange of its property incident to a 
plan of complete liquidation under which all of its assets are distributed within 
a 12<month period be amended to specify that a liquidating distribution to share- 
holders shall include a distribution to shareholders by means of a liquidation 
trust or agency; and 

Be It Further Resolved, That the Association proposes that this result be 
achieved by amending section 337(a) of the 1954 Code; and 

Be It Further Resolved, That the Section of Taxation is directed to urge the 
following amendment or its equivalent in purpose and effect upon the proper 
committees of Congress: 

Sec. 1. Section 337(a) of the Internal Revenue Code of 1954 is amended to 
read as follows (insert new matter in italics): 


(a) GeneraL Rute.—Ir— 
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(1) a corporation adopts a plan of complete liquidation on or after 
June 22, 1954, and 

(2) within the 12-month period beginning on the date of the adoption 
of such plan, all of the assets of the corporation are distributed in complete 
liquidation, less assets retained to meet claims, 


then no gain or loss shall be recognized to such corporation from the sale or 
exchange by it of property within such 12-month period. A transfer of assets 
by such corporation within such 12-month period made to a liquidation trust 
or agency, shall, jor the purposes of this subchapter, be treated asa distriby. 
tion of such assets in liquidation within the meaning of this subsection and 
section $81 and as a transfer of such assets by the shareholders to such trust 
or agency, if the income of such trust or agency is currently tazable to the 
shareholders. 


Sec. 2. Taxable Years to Which Applicable. These amendments shall be appli- 
cable to distributions made after the date of enactment thereof. 


EXPLANATION 
Summary 
. Sometimes a liquidating corporation has assets such as mortgages and claims 
in litigation that are not susceptible of prompt distribution to shareholders. In 
such cases, it may be difficult for the corporation to effect a complete liquidating 
distribution within the 12-month period prescribed by § 337. The purpose of the 
amendment is to make specific statutory provision regarding the transfer of such 


assets to ® liquidating trust or agency as a means of completing the liquidation 
of the corporation. 


Di: 


A comparable recommendation was made by the Mills Advisory Group on Sub- 
chapter C. The recommendation of the Advisory Group, however, required as a 
condition to the use of a liquidation trust or agency that “prior to the expiration 
of such [12-month] period the need for such arrangement is established to the 
satisfaction of the Secretary or his delegate and all terms and conditions imposed 
by him are complied with.” This requirement has been eliminated from the present 
recommendation, however, in order to reduce the procedural burden which would 
be imposed upon the Internal Revenue Service and taxpayers, particularly in 
view of the shortness of time in which action may have to be taken.. 

The pfesent recommendation specifically states that the transaction will be 
treated as a transfer of assets by the shareholders to the trust or agency, thus 
making clear that the basis of the assets in the hands of the trust or agency will 
be the same as it would have been in the hands of the shareholders had the assets 
been distributed directly to them. Moreover, in order to provide specifically for 
treatment of any income on the assets received by the trust or agency, and in 
order to make clear that the trust or agency may not be created or operated in 
such manner as to be an association taxable as a corporation, it is required that 
the income of the trust or agency be currently taxable to the shareholders. 


7 TREATMENT OF INVOLUNTARY CONVERSION AS A SALE OR EX- 


CHANGE FOR PURPOSES OF SECTION 337 


Resolved, That the American Bar Association recommends to the Congress 
the Internal 1954 be amended to specify Guten 
conversion of property considered a sale hange 
a or exc for purposes of 

It Further Resolved, That the Association proposes that this result be 
achieved by amending section 337(a) of the 1954 Cod iti 
ph; and e by the addition of a new 

Be It Furt Resolved, That the Section of Taxation is directed to urge the 

following amendment or its equivalent in and effect 
i - . purpose upon the proper 


273 


Qo 


SRAFREG FB 


AMEND INTERNAL REVENUE CODE 943 


Sec. 1. Section 337(a) of the Internal Revenue Code of 1954 is amended by 
redesignating the present provisions of section 337(a) as paragraph (1) thereof 
(including the redesignation of present paragraphs (1) and (2) as subparagraphs 
(A) and (B)) and by adding the following new paragraph (2): 


(2) For purposes of paragraph (1)- 

(A) @ compulsory or involuntary conversion described in section 1033 
shall be considered a sale or exchange, and ; : 

(B) the requirements of paragraph (1)(B) regarding the time of distribution; 
and the requirement of paragraph (1) that the sale or exchange, occur within 
the 12-month period referred to therein, shall be considered satisfied if such 
l2-month period begins not later than 60,days after the disposition of the converted 
property, as defined in section 1033(a)(2), and the proceeds of such compulsory or 
involuntary conversion are ‘distributed within such 12-month period or within 60 
days after the receipt thereof by. the corporation, whichever is later. 


Sec. 2. These amendments shall be applicable to taxable years ending after 
the date of enactment thereof. 


*EXPLANATION 


The Internal Revenue Service has ruled (Rev. Rul. 56-372, 1956-2 C.B. 187) 
that the receipt of fire insurance proceeds from the complete destruction of a 
building by fire, resulting in an involuntary conversion, does not constitute a 
“sale” for the purpose of obtaining non-recognition of gain or loss where liquida- 
tion. of corporate assets is made pursuant to §337. The fact that § 1033 char- 
acterizes destruction of property and indemnification for its loss as an involuntary 
conversion, it is held, does not establish that the cvcnts constitute a sale or ex- 
change; nor are the provisions of § 1231(a) effective to characterize the events 
as a sale or exchange. 

The amendment extends the non-recognition treatment provided by § 337(a) 
to all compulsory or involuntary conversions if the plan of complete liquidation 
was adopted prior to the conversion or within 60 davs thereafter. Moreover, 
it reluxes the strict distribution requirements of the section wit 
respect to such conversions, provided the proceeds of conversion are distributed 
promptly after receipt. Under the amendment, the distribution requirements of 


$337 are considered met if , 

othe the proceeds of the 
conversion are distributed within the prescribed 12-month period or within 60 days 
after the receipt thereof by the corporation, whichever is later. 


8 SUCCESSIVE LIQUIDATIONS OF CONTROLLED CORPORATIONS 
FOR PURPOSES OF SECTION 337 


Resolved, That the American Bar Association recommends to the Congress that 
section 337 of the Internal Revenue Code of 1954 be amended to accord non- 
recognition of gain or loss to the sale or exchange of assets by a corporation 
incident to a plan for its tax-free complete liquidation under section 332 if the 
corporation is a member of an affiliated group of corporations and all members 
of the group receiving property in the liquidation and the common parent are 
completely liquidated within the 12-month period beginning on the date the plan 
of complete liquidation is first adopted by any such member of the group; and 

Be It Further Resolved, That the Association proposes to the Congress that 
this result be achieved by amending section 337(c)(2) of the 1954 Code; and 

Be It Further Resolved, That the Section of Taxation is directed to urge the 
following amendment or its equivalent in purpose and effect upon the proper 
committees of Congress: 
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Sec. 1. Section 337(c)(2) of the Internal Revenue Code of 1954 is amended 
to read as follows (insert new matter in italics) : 


(2) LiguipaTION TO WHICH SECTION 332 appLies—In the case of a sale or 
exchange following the adoption of a plan of complete liquidation, if sec- 
tion 332 applies with respect to such liquidation, then—- 


(A) if the basis of the property of the liquidating corporation in the hands 
of the distributee is determined under section 334(b)(1), this scction shall 
not apply; or 

(B) if the basis of the property of the liquidating corporation in the 
hands of the distributee is determined under section 334(b)(2), this section 
shall apply only to that portion (if any) of the gain which is not greater 
than the excess of (i) that portion of the adjusted basis (adjusted for any 
adjustment required under the second sentence of section 334(b)(2)) of the 
stock of the liquidating corporation which is allocable, under regulations 
prescribed by the Secretary or his delegate, to the property sold or ex- 
changed, over (ii) the adjusted basis, in the hands of the liquidating corpo- 
ration, of the property sold or exchanged. 


This paragraph shall not apply to a complete liquidation of a member of an 
affliated group of corporations, as defined in section 1604, if all members of 
the group receiving property in such liquidation and the common parent 
corporation are completely liquidated within the 12-month period beginning 
on the date a plan of complete liquidation is first adopted by any of such 
members of the group. 


Sec. 2. These amendments shall be applicable to taxable years ending after the 
date of enactment thereof. 


EXPLANATION 


Section 337(c)(2) makes the section inapplicable where the liquidation is one 
to which § 332 applies, if the parent corporation takes over the subsidiary’s prop- 
erty basis. This rule—an entirely sound one when the liquidation of a subsidiary 
alone is involved—raises problems of procedure, i.e., order of sales and liquida- 
tions, where parent and subsidiary both contemplate the sale of assets and com- 
plete liquidation. Under present law, if a subsidiary adopts a plan of complete 
liquidation under § 332 which is completed within the 12-month period gain or Joss 
is recognized upon the sale of assets by it during the period, even though the 
parent corporation within the same period completely liquidates outside of § 332. 
However, if the subsidiary were first completcly liquidated into the parent under 
§ 332 and the parent, following the adoption of its own plan of complete liquida- 
tion, sold the assets received from the subsidiary, no gain or loss would be recog- 
nized on the sale of the asscts formerly owned by the subsidiary. Similar problems 
arise where intermediate holding corporations are involved. There appears to be no 
policy reason why § 337 should not apply where the parent corporation completely 
liquidates outside of § 332. The amendment would make § 337 applicable in that 
situation. 

An amendment in substantially identical terms has been recommended by the 
Mills Advisory Group on Subchapter C. 
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Part V—Carryovers 


EXCLUSION FROM DIVIDEND CARRYOVER IN COMPLETE LIQUI- 
DATION OF SUBSIDIARIES 


Resolved, That the American Bar Association recommends to the Congress that 
the Internal Revenue Code of 1954 be amended to exclude from the dividend 
carryover of a parent corporation which is a personal holding company the dis- 
tribution of earnings and profits made by a subsidiary corporation upon a tax-free 
liquidation of the subsidiary into the parent; and 

Be It Further Resolved, That the Association proposes that this result be 
achieved by amending section 381(c)(14) of the Internal Revenue Code of 1954; 


and 

Be It Further Resolved, That the Section of Taxation is directed to urge the 
following amendment or its equivalent in purpose and effect upon the proper 
committees of Congress: 


Sec. 1. Section 381 of the Internal Revenue Code of 1954 is amended by adding 
at the end of paragraph (14) of subsection (c) thereof an exception as follows 
(insert new matter in italics) : 


SEC. 381. CARRYOVI;RS IN CERTAIN CORPORATE ACQUISITIONS 


(a) GeneraL Rute.—In the case of the acquisition of assets of a corpora- 
tion by another corporation— 


(1) in a distribution to such other corporation to which section 332 
(relating to liquidations of subsidiaries) applies, except in a case in which 
the basis of the assets distributed is determined under section 334(b) (2) ; 
or 

(2) in a transfer to which section 361 (relating to nonrecognition of 
gain or loss to corporations) applies, but only if the transfer is in connec- 
tion with a reorganization described in subparagraph (A), (C), (D) (but 
only if the requirements of subparagraphs (A) and (B) of section 354 
(b)(1) are met), or (F) of section 368 (a) (1), 


the acquiring corporation shall succeed to and take into account, as of the 
close of the day of distribution or transfer, the items described in subsec- 
tion (c) of the distributor or transferor corporation, subject to the condi- 
tions and limitations specified in subsection (b) and (c). 


(c) IremMs or THE Distriputor orn Transreror CorporaTion.—The items 
referred to in subsection (a) are: 
* * . * * 


(14) DivipEND CARRYOVER TO PERSONAL HOLDING COMPANY.—The divi- 
dend carryover (described in section 564) to taxable years ending after 


the date of distribution or transfer, except to the extent attributable 
under section 662(b) to the distributions or transfers referred to in sub- 
section (a) of this section. 


Sec. 2. This amendment shall be applicable to distributions or transfers referred 
to in section 381(a) occurring on or after the date of enactment thereof. 


EXPLANATION 


Section 562(b) provides that in the case of amounts distributed in liquidation 
the part of such distribution which is properly chargeable to earnings and profits 
accumulated after February 28, 1913 (and, in the case of certain complete liquida- 
tions, any distribution to the extent of the current earnings in the year of distri- 
bution) shall be treated as a dividend for purposes of computing the dividend 
paid deduction used in determining personal holding company tax. Section 564 
provides, in general, that the excess of the dividends paid in a particular year over 
the taxable income of that year is a carryover for purpose of computing the divi- 
dends paid deduction in the two succeeding years. 
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Proposed regulation § 1.562-1(b) confirms that the liquidations referred to in 
§ 562(b) include a tax-free complete liquidation (or a statutory merger) of a sub. 
sidiary into its parent under § 332. Under §381(c)(14) the dividend carryover 
of the subsidiary in a § 332 liquidation is available to its parent in computing the 
parent’s own dividend paid deduction for personal holding tax purposes. 

Thus under existing law it appears that for two years following a tax-free 
liquidation of a subsidiary under § 332 the parent will have available to it as a 
dividends paid deduction the excess of the entire post-1913 accumulated earnings 
of the subsidiary over the subsidiary’s taxable income in the year of liquidation, 
even though the liquidating distribution in no way increases the parent’s taxable 
income or personal holding company income. 

It is considered that such a result is not justified. It is proposed that it be 
corrected by eliminating from the carryover to the parent the dividends paid 
deduction generated for the subsidiary by the tax-free liquidating distribution 
made by it to the parent. There would be retained the carryover to the parent 
of excess distributions by the subsidiary which were taxable, such as earlier 
ordinary dividends or partial liquidations. It is considered that any required limi- 
tation of the carryover with respect to distributions in consolidated return periods, 
referred to in § 562(d), can best be handled in the consolidated return regulations. 
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The Cuarrman. Mr. Porter, we appreciate, sir, having these views 
and recommendations from the tax section of the American Bar on 
the problems in subchapter C. 

e regret very much that time has not permitted your committee 
and the tax section to look fully into all of the recommendations of 
the subchapter C advisory group. It is impossible for us at the 
moment to comment on the hope that has been expressed that these 
groups might be permitted to do so before these matters could be 
enacted. 

Your next meeting is in August. I would anticipate that if we are 
to do anything, in the committee at least, we would have completed 
our work prior to that time. 

I had intended to question you with respect to the point that you 
mentioned orally which is not contained in your statement—that is, 
the recommendation relating to net operating loss carryovers. 

As I understand, your a, baderity irre tends to go in the opposite 
direction from the rule suggested by Professor Lent, who appeared 
this morning just prior to your testimony. Is that correct ? 

Mr. Porter. I am not sure that it is in the opposite direction. I 
think that it is intended to channel the test away from the type of 
business as being the sole test. 

There would remain for section 269 and section 382 the question 
of continuity of ownership, for example, but it is true that if this is 
enacted it would prevent the elimination of losses solely by reason of 
the fact that the business has changed. 

I think it was well brought out in the questioning the difficulties 
that we all face in practice in interpretation of this loose term “busi- 
ness.” We have it now in section 382(a) and it is very difficult as 
a practical matter to determine when one business has been continued 
or has been discontinued and really what a business is, bearing in 
mind that section 355, the spinoff section, and the partial liquidation 
sections both deal with businesses in somewhat different senses and 
there will be some difficulty in reconciling the concepts in the loss 
sections with those, the rather narrow concepts that have been con- 
tained in the spinoff provisions. 

The Cuarrman. Mr. Porter, you discussed the problem of section 
305. The advisory group’s revised report, as I understand, elim- 
inated one of your three objections, the last one, the one raising the 
constitutional objection. 

Mr. Porrer. Yes. 

The Cuatrman. The advisory group did not, however, in its re- 
port meet the first two objections which you state to this reeommenda- 
tion. 

Does that mean that the ABA still would be opposed, as you under- 
stand the situation, to this recommendation ? 

I am trying to find out, if I may, whether the objection raised 
at the time you considered it was to all three points, or whether the 
objection was primarily to the constitutional matter, and if so, wheth- 
er the elimination of the question of constitutionality would now 
change the position in your opinion, of the ABA? 

Mr. Porter. Unfortunately, I am afraid I can’t respond helpfully 
tothat. I can only point out that the resolution which was adopted 
by the members of the association opposed the advisory group pro- 
posal as presented. 
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The supporting report had all three of these items in it and it is 
entirely possible that some people who opposed it were opposing it on 
constitutional grounds, and some on the broad concept that they don’t 
feel that we should infringe on the stock dividend point, and some 
who felt that if the thing had just been narrowed to the case of the 
freely convertible stock, it would have been satisfactory. 

The CHatrman. The reason I asked the question was because I 
noticed your second point appeared to be so general it might mean 
that, regardless of what was done by the committee in meeting the 
first point or by the advisory group in meeting the third point, that 
your group might still oppose doing anything in this area. 

Mr. Porter. I think it is entirely possible there is a substantial 
section in the ABA that would feel that way. 

The Cuartrman. Is that because of the feeling that there is really 
no problem in this area? 

Mr. Porter. I suppose it could be analyzed by pointing out that 
stock dividends themselves are a broad problem and this is an aspect 
of that broad problem. 

With respect to the extension of this type of financing, there isn’t 
any question in my mind but what if it is not curtailed by legis)ation, 
if doubts in this area have been clarified, that there would be some 
financing in this area of the type that was contemplated at the time 
this provision was drawn. 

I believe that the Internal Revenue Service had a number of rulings 
on hand for requesting permission to finance in this way, the question 
being whether that type of financing through two classes of common 
stock, one cash-dividend bearing and one stock-dividend bearing, is 
inherently so great an extension of the stock-dividend rule that it 
should not be countenanced. 

The Cuairman. As I envision the future possibilities, taking into 
consideration present conditions—one of these being the terrific strug: 
gle that goes on at the moment in the market place for savings—I 
cannot avoid the conclusion that if this practice is permitted, it might 
well spread through all industries. Those that did not utilize this 
practice might well find themselves without adequate sources of sav- 
ings in a very short period of time, and we might find savings going 
to those businesses that followed this practice, because it does offer 
quite an inducement taxwise, does it not ? 

Mr. Porrer. It does to persons in a position to forego the imme- 
diate benefits of cash dividends. 

The Cuarrman. A person whose other income is such that he would 
be attracted to tax exempt securities, because he didn’t want addi- 
tional taxable income, that is, a person who had income of such mag- 
nitude at the moment that he did not want to obtain dividends 
through purchase of stocks that would pay cash dividends, thereby 
adding to his present income and so putting him in the higher brack- 
ets, certainly such a person would be attracted to this, would he not? 

Mr. Porter. It would be attractive to him, but perhaps just as the 
stock of corporations that follow a policy of declaring stock dividends 
today on a one class common stock basis. 

The Cuarrman. What would be the effect upon stock values if this 
became a general practice? Do you have any idea? Would it serve 
to artificially stimulate the values of stock? Maybe the word “arti- 
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ficial” is not proper. Would it serve to stimulate and enhance values 
of stocks because of the tax advantage ? 

Mr. Porter. That would depend on how widespread the practice 
became. 

The CuatrMan. With respect to the one company that has used it, 
have you had any observation of it affecting the values of its stock? 

Mr. Porter. No; I have not observed the particular company in- 
yolved there. 

I do understand that where it became apparent that it would be 
impossible to carry out the original intention in another such case of 
having stock dividends paid to a very substantial owner and it became 
apparent that the company would have to distribute all of the earn- 
ings in cash, that would have a substantially adverse effect on the com- 
pany itself, because the funds which it had anticipated would be avail- 
able to it for reinvestment in its business would have to be distributed. 

The Cuartrman. Mr. Porter, did the tax section take the position 
it did on the recommendation with respect to section 806 because of 
its feeling that this entire matter relating to contributions to charity 
of appreciated property should be dealt with, or because it failed to 
see any distinction bet ween section 306 stock and other types of stock ? 

Mr, Porter, Again I can only respond in terms of what the report 
itself said. The resolution did not recommend that we extend: this 
treatment to all charitable contributions, and, as a matter of fact, the 
report didn’t, either. It merely pointed out as one of the grounds 
on which exception could be taken was that this is a matter which is 
not peculiar to section 306 and that the selective treatment was con- 
sidered objectionable without inviting necessarily a review of the 
entire area. 

The Cuamrman. Then apparently those who looked at it did not 
find any really pressing problem in this area that needed correction ? 

Mr. Porter. I don’t know that that necessarily follows. 

Again I am unfortunately. pressed back to the resolution itself, 
which was simply that this proposal of the advisory group was 
opposed in its form. 

he Cuatrman. Are there any further questions of Mr. Porter? 

Mr. Curtis. In regard to the stock-dividend treatment in section 
305, I just wanted to clear up my own thinking with your help, if I 
could. Take the case of the stock dividend which does not affect any 
change in the shareholder’s equitable interest in the assets of the cor- 
poration. Does the declaration of that dividend neutralize the effects 
of the undistributed profits section ? 

Mr. Porter. No, it would not. 

Mr. Curtis. In other words, suppose a corporation had _ profits 
that they were putting in liquid assets. The mere declaration of a 
stock dividend that would reflect that would not neutralize the effect 
of the undistributed profits? 

_Mr. Porrer. No, the corporation receives no dividend paid deduc- 
tion for the distribution of a stock dividend. : 

_ Mr. Curtis. In other words, we could say this: that certainly then 
in the use of stock, if it were to be paid, you would have a stock divi- 
dend instead of cash dividend, and in order to gain the tax advantage 
those assets would be put into the growth of the company. They 
would have to be going into the growth of the company. 
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Mr. Porter. Yes. 

Mr. Curtis. Thank you. 

The Cuarrman. Are there any further questions? 

If not, Mr. Porter, we thank you, sir. 

The next participant is Mr. Fillman. 

Mr. Fillman, you are recognized, sir. 

Mr. Firiman. Thank you, Mr. Chairman. 

As Mr. Park indicated, I have submitted a statement with respect 
to subchapter J, dealing with the income of estates and trusts. In 
the subchapter J area, the association has made four specific legisla- 
tive recommendations. Three of those were made in 1956 and have 
been submitted to this committee on prior occasions. Of course, the 
recommendations in 1956 were prior to the issuance of even the first 
report of the advisory group. 

he final recommendation was adopted in Los Angeles in 1958 and 
it was prior to the final report of the advisory group. Of course, as 
Mr. Park said, our Committee on Estates and Trusts has under con- 
sideration the whole report of the advisory group and we are in the 
same position as the other committees are in that respect, so that the 
official position of the association at the moment is of course limited 
i the four recommendations which I would like to discuss with you 

riefly. 
I think it is fair to say with respect to the first three that the prin- 


ciple involved is not different from that suggested in these particular | 


areas by the advisory group, although there may be some differences 
that will be worthy of comment. 

The fourth recommendation adopted in 1958 is identical with a ree- 
ommendation of the advisory group. The first one has to do with the 
charitable deduction for estates and trusts. 

I think it has been generally observed that the present law does not 
work very well with the charitable contributions treated as deduc- 
tions and both the advisory group and the association concurred in 
the view that charitable distributions could more readily be handled 
if the charities were treated as beneficiaries rather than having any 
tax consequences flow from the distribution being treated as a dedue- 
tion. 

Consequently, the association’s recommendation is that charities be 
treated as any other beneficiaries would be treated when distribu- 
tions are made to them. 

The advisory group adopts that same principle, but there is one 
difference that is worthy of comment that illustrates the problem of 


the advisory group making recommendations which the association | 


has not had full opportunity to have an official position on. 

The advisory group places charitable distributions in the bottom 
of the new four-tier system which it is recommending, and that creates 
some difference in treatment between the association’s recommendation 
and that of the advisory group, and perhaps I could illustrate it with 
two cases that are in my statement. 


If income is to be paid to A, a taxable individual, in the discretion ; 


of the trustee, and either income or principal may be paid to charity, 
under the association’s recommendation the charity is treated as any 
other beneficiary. The income of the trust would be taxed to A in 
proportion to the distribution made to him, while under the advisory 
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group’s proposal the whole distribution would be taxed to A, to the 
extent of the income of the trust. 

Now, another case which has been the subject of considerable dis- 
cussion in this area is illustrated by the second one where the income 
of the trust is directed to be paid to charity and principal distributions 
are directed to be made to A, under the association’s recommendation 
the distribution to A would be tax-free to him, but under the advisory 
group’s proposal the income of the trust would be proportionately 
taxed to A. 

It wouldn’t all be tax-free to him. 

I think those two cases illustrate the extention that has been placed 
on the peepee by the fourth tier disposition of charitable beneficiaries 
suggested by the advisory group. 

he association has not had an opportunity to take an official posi- 
tion on the four-tier proposal of the advisory group, and that would 
of course involve consideration of where a charity should fall in those 
tiers. 

The second proposal, which I think might be pretty fairly described 
as a noncontroversial one—I believe Mr. Lindsay so described it in his 
statement before you—relates to capital gain. There has been some 
observation that it was difficult to determine whether capital gains 
realized by an estate or trust had been distributed when there was a 
distribution of corpus in the same year that the gain was realized. 

In order to correct this uncertainty, the association proposed that 
capital gains should not be treated as distributed unless the governing 
instrument provides that capital gain should be distributed or could be 
distributed, or unless the gains are realized in the year of the termi- 
nation of the estate or trust. 

The advisory group proposal noting the same problem is the same 
in principle, but it is just somewhat more detailed and spells out more 
specifically the tests that would be used in determining whether the 
capital gain has been distributed. 

irst they would look to the governing instrument and then they 
would look to the intention of the fiduciary as might be reflected in 
what was recorded in the books of the fiduciary, or by reason of notice 
that he might have given to the beneficiaries that he was going to 
distribute capital gain, and finally they would observe the regular 
practice of the fiduciary and be governed by that. 

They would also keep the rule that in the year of termination of 
the estate or trust, capital gains realized in that year would be con- 
sidered as distributed. 

You will see, I think, that as between the association and the ad- 
visory «hal in this particular matter, there is very little difference. 
One is simply more detailed than the other. 

The third proposal has to do with what has been described as corpus 
deductions, and again an area in which both the association and the 
advisory group think that a correction should be made, in principle 
the same correction. 

It has been noted under the present law that when allowable deduc- 
tions of an estate or trust which are charged against corpus reduce 
the distributable net income of the estate or trust and benefit the in- 
come beneficiaries when the income is distributed, even though there 
might in the particular year be income allocated to corpus, largely 
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capital gain items, which could absorb those deductions, this result 
has been criticized by fiduciaries, on the ground that it gave to income 
beneficiaries a tax benefit of allowable deductions which really be. 
longed to the remaindermen and belonged to the remaindermen be. 
cause there were items of income taxable as corpus income, that ig 
taxable to fiduciary, which could have absorbed the deductions. 

Both the association and the advisory group suggest that this 
type of deduction should first be appl’.d against the income whieh 
is allocated to corpus and then if there is any excess, it might be 
available to reduce the distributable net income of the income bene. 
ficiaries and they would be benefited only by that excess. 

The advisory group has gone a little bit further than the bar 
association and has made a special provision with respect to corpus 
deductions where the alternative tax is used in the presence of capital 
gains realized by the estate or trust. 

The ew group has suggested that the corpus deductions be 
restored to reduce distributable net income when the alternative tax 
is used because of the presence of capital gain. 

The bar association has not had that proposal before it, but its 
present recommendation would not in terms sanction that extension 
of the principal. 

The fourth suggestion relates to the taxation of estates. Again 
here I think it has been observed by people in practice that the results 
relating to the taxation of trusts did not always produce desirable 
results in connection with the taxation of estates, and that was par- 
ticularly observable in instances where corpus distributions wer 
made from estates to ultimate beneficiaries, particularly to residuary 
beneficiaries. The result sometimes was a distortion of the taxation 
of the income of the estate for the year in which the distribution was 
made. Beneficiaries would sometimes find themselves taxed on a 
larger proportion of the income of the year than they ever could be 
entitled to receive. 

Furthermore, there were some anomalous or peculiar results that 
tangible personal property such as a Cadillac car, or diamond ring, or 
something of that sort that fell to the residuary would carry along 
income with it. 

The proposal of the association and the proposal of the advisory 
group in this field are identical. The proposals would bring estates 
within the operation of the separate shares rule. It would also make 
remedies relating to the definition of money or specific property in 
order to make them a little more workable, and finally both proposals 
provide that during a period of 36 months after the decedent’s death, 
the source of other distributions from the estate is to be determined 
from the manner in which they are properly reflected on the books 
and records of the fiduciary. 

Mr. Mills, you will recall that you asked the advisory group to 
make a statement of what would be a substitute provision dealing 


with the principle of distributions in kind. There again I would 
say that of course that is too late for the association to have taken 
it up officially as a proposal. 

I think it is fair to say, however, that the official legislative recom 
mendation of the association is not consistent with it, and I think 
that is perhaps as much as I could say officially on that point. 
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There are two, three, or more other areas that the advisory group 
has approached which we have no official position on, but which 1s 
certainly subject to study. One of them of course is the very first 

roposal relating to multiple trusts, which we studied through a 
subcommittee and which was the subject of a good deal of discussion 
at the meeting of the section of taxation in Los Angeles August 1, 
but which the section did not pass on to the house of delegates as a 
recommendation. 

I think that we will continue to study the multiple-trust problem, 
particularly in the light of other suggestions that have been made 
recently about it, which seem to us that the issues are whether a need 
for that legislation has at this time been shown, and if there is such 
a need, whether the draft pet forward by the advisory group is fairly 
designed to meet it, or whether some of the alternative suggestions 
which have been coming forward might be better adapted to the 
purpose. 

Another main area that we have given considerable consideration 
to, but has not. resulted in an official recommendation is the four-tier 
system which the advisory group proposes. 

In some respects that could be considered a matter of great sub- 
stance, and, as we noted a few moments ago, it might very well sub- 
stantially affect the charitable distribution question. 

On the other hand, it might be considered a question of technicali- 
ties to a certain extent, that is, the working out of minor details in 
the taxation of estates and trusts, and I think perhaps one of the 
problems of the association would be to decide whether that was an 
essential change, a very desirable change, or particularly if it added 
further complications to the statute. 

One or two other areas, such as income in respect of the decedent 
and other minor matters, will continue be the subject of association 
attention. 

We again don't have any official recommendation on it at this time. 

(Material referred to follows:) 


STATEMENT OF JESSE R. FILLMAN, CHAIRMAN, COMMITTEE ON INCOME OF ESTATES 
AND TRUSTS, SECTION OF TAXATION, AMERICAN BAR ASSOCIATION, IN REFERENCE 
TO H.R. 3041 


In the area surveyed by the final report of the Advisory Group on Subchapter 
J of the Internal Revenue Code of 1954 (containing proposals now embodied in 
H.R. 3041) the association has approved for recommendation to the Congress 
four legislative proposals. Three of these proposals became formal recommenda- 
tions in 1956 and thus antedated the first report of the advisory group on May 
8, 1957. The fourth recommendation was made in 1958 prior to the issuance 
of the final report of the advisory group. 

A transcript of the four legislative recommendations on subchapter J with 
the explanations that were presented with them to the association by the sec- 
tion of taxation accompanies this statement. The transcript contains details 
of legislation and the reasons for them that will not be repeated in this state- 
ment. 

The section of taxation has under consideration the final report of the ad- 
visory group as a whole, but, of this time, the formal action of the association is 
limited to the four official legislative recommendations. The section has, how- 
ever, from time to time while the advisory group's report was in preparation, 
made available to the group and also to the staff of the Joint Committee on 
Internal Revenue Taxation the comments and views of individual members on 
various problems concerned with the revision of subchapter J. 
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There follows a brief comparison of the association’s proposal with thoge 
of the advisory group in regard to the same subject matter, as retlected in H.R. 
3041. While there are some differences worthy of comment, the principle in. 
volved in each of the first three of the association’s proposals has been adopted 
by the advisory group report. The association’s fourth recommendation jg 
identical with that approved by the advisory group. 

The first reference in the headings is to the section of the 1954 code chiefly in- 
volved, followed by an indication of the subject matter and a reference to the 
appropriate section of H.R. 3041. 


1. Sections 642, 643: The charitable deduction; H.R. 3041, sections, 3, 4 


The association proposed that the charitable deduction for estates and trusts 
be deleted and distributions to charities in general be treated the same as dis. 
tributions to other beneficiaries. An exception was made so as to retain as a de 
duction amounts of gross income that were not distributed, but were perma- 
nently set aside for charitable beneficiaries. 

The recomendation of the advisory group also adopts the principle that 
charitable distribution should not be treated as deductions, but should be classi- 
fied as distributions to beneficiaries, including amounts permanently set aside for 
charity. The proposal provides, however, that charitable distributions shall 
be placed in the bottom tier of the four-tier system now proposed by the ad- 
visory group. 

The reasons for the proposed change lie in the unsatisfactory results pro- 
duced by the present statute in regard to allocation of income among bene 
ficiaries and the complicated calculations now required in order to apply the 
present provisions. 

The most important difference between the association’s recommendation and 
the advisory group’s proposal may be seen in the effect on two types of trusts: 

(a) Income is to be paid to A in the discretion of the trustee, and either 
income or principal may be paid to charity. Under the association's ree- 
ommendation, the income of the trust would be taxed to A in proportion 
to the distribution made to him, while under the advisory group’s pro 
posal the whole distribution to A would be taxable to him to the extent 
of the income of the trust. 

(b) Where the income of the trust is directed to be paid to charity and 
principal distributions are directed to be made to A, under the association's 
recommendation the distribution to A would be taxfree to him, but under 
the advisory group’s proposal the income of the trust would be propor- 
tionately taxed to A. 

Neither of the proposals provides that charitable distributions do not reduce 
distributable net income for purposes of the throwback provision, with the 
result that an accumulation of current income can be removed from the opera- 
tion of the throwback rule by distributions from corpus to charitable beneficiaries, 


2. Section 643(a)(3): Capital gains; H.R. 3041, section 4(b) 

The association proposed that capital gains should, except in the year of 
termination of the estate or trust, be excluded from distributable net income 
to the extent that they are allocated to corpus or not permanently set aside 
for charitable purposes. 

Under th: association’s proposal, capital gains would not be treated as dis- 
tributed unless the governing instrument so provides or unless the gains are 
realized in the year of termination of the estate or trust. 

The recommendation was made because it is difficult to determine under 
present law whether a distribution of corpus to a beneficiary will carry with 
it any capital gains realized during the year. 

The advisory group’s proposal, while concerning itself with the correction 
of the same original difficulty found in the present statute, is more detailed 
than the association’s recommendation. The group proposes three tests for 
the determination involved: 

(1) The governing instrument; 

(2) The intention of the fiduciary as reflected in the books or records 
or notice to beneficiaries; and 

(3) The regular practice of the fiduciary of distributing all capital 
gains. 

The advisory group’s proposal also contains a provision that capital gains 
received in the year of the termination of the estate or trust shall be consid- 
ered as distributed. 
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2, Section 643: Corpus deductions; H.R. 3041, section 4(b) 


The association proposed that allowable deductions, which the fiduciary of an 
estate or trust properly allocates against the corpus, should be taken into ac- 
count in computing distributable net income only to the extent that they ex- 
ceed items of gross income which are allocable to corpus. This so-called corpus 
income most frequently consists of capital gains. The excess of the deductions 
over the corpus income would be applied against the distributable net income. 

The need for amendment arises because under present law deductible items 
charged against corpus reduce the income received by income beneficiaries for 
tax purposes even though there is income, such as capital gains, that is allocated 
to principal. This result has been severely criticized as improperly depriving 
remaindermen of the tax benefit of the deductions for expenditures borne by the 
principal account. 

The advisory group's proposal adopts the principle that corpus deductions 
should first be charged against corpus income. The group has gone further, 
however, and has provided that corpus deductions which would otherwise have 
to be applied against capital gains are restored as deductions from distributable 
net income if the estate or trust uses the alternative tax computation. 


}. Section 663: Taxation of estates; H.R. 3041, section 9 


The association proposed an amendment with respect to the taxation of estates 
that is the same as the proposal of the advisory group. 

The proposal brings estates within the operation of the separate shares rule, 
makes amendments relating to the definition of bequests of money or specific 
property and provides that during a period of 36 months after the decedent’s death 
the source of other distribution is to be determined from the manner in which 
they are properly reflected on the fiduciary'’s books and records. 

The proposed amendments are designed to eliminate some undesirable results 
that distributions from estates bring about under the present statute. Because 
of present statutory defects, distributees are sometimes taxed on income of estates 
that they may never be entitled to receive. Also the distribution from the 
residuary estate of tangible personal property or widows’ allowances, etc., carry 
estate income with them for tax purposes. 

In its final report dated December 30, 1958, the advisory group, at the request 
of Mr. Mills, supplied a possible substitute for the provision determining the 
source of distributions for 36 months from the fiduciary’s records, It would limit 
the fiduciary’s ability to determine that a distribution was from corpus to distri- 
butions made in property (other than money) owned by the decedent at the time 
of his death or which has the same tax basis as property so owned. The associa- 
tion has taken no position in regard to such a substitute provision. The official 
legislative recommendation is, however, not consistent with it. 


Multiple trusts ; the tier system 

While this committee has studied two other major proposals of the advisory 
group, namely, multiple-trust legislation and amendments to the tier system, the 
association has taken no position in regard to them. 

As to multiple trusts, the issues appear to be (1) whether a need for such legis- 
lation has been shown; and (2) whether, if there is such a need, the draft put 
forward by the advisory group is fairly designed to meet it. 

As to the tier system where the advisory group has proposed an enlargement of 
the present two tiers into four tiers, the issue may be whether the refinements 
proposed are essential to a satisfactory operation of the code if they add further 
complications to it. 

I should like to thank the committee on behalf of the association for this 
opportunity to present the association’s recommendations. 
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SUBTITLE A—INCOME TAXES 


CHAPTER 1—NORMAL TAXES AND SURTAXES 


Subchapter J. Estates, Trusts, Beneficiaries, and Decedents. 
Part I. Estates, trusts, and beneficiaries. 


1.°TO PROVIDE THAT DISTRIBUTIONS TO CHARITABLE BENEFICIARIES 


BY ESTATES OR TRUSTS BE TREATED IN THE SAME MANNER Ag 
DISTRIBUTIONS TO NON-CHARITABLE BENEFICIARIES 


Resolved, That the American Bar Assaciation recommends to the Congress that th 
Internal Revenue Code of 1954 be amended to delete the charitable deduction allowed 


to estates and trusts and to provide in lieu thereof that a distribution to a charitabh 


beneficiary shall be treated in the same manner as distributions to a non-charitable 
beneficiary; and 


Be It Further Resolved, That the Association proposes that this result be effected 
by amending the applicable provisions of Subchapter J of the 1954 Code; and 


Be It Further Resolved, That the Officers and Council of the Section of Taxation 
are directed to-urge the following amendments, or their equivalent in purpose and 


effect, upon the proper committees of Congress: 
Section 1. Section 642(c) is hereby amended to read as follows: 


“(c) DISALLOWANCE OF DEDUCTION FOR CHARITABLE, ETC. CON. 
TRIBUTIONS.—In the case of an estate or trust the deduction allowed by Section 


170 (relating to deduction for charitable, etc., contributions and gifts) shall no 
be allowed.” 


Section 2. Section 642(h) (2) is hereby amendeu to read as follows (eliminate the 
Matter struck through; insert new matter in italics); 


“(2) for the last taxable year of the estate or trust deductions (other than the 
deductions allowed under subsectione (b) o# ¢e)}) in excess of gross income for 
such year,” 


Section 3. Section 643(a) (3) is hereby amended to read in part as follows (elimi- 
nate the matter struck through; insert new matter in italics): 


“(3) CAPITAL GAINS AND LOSSES.—Gains from the sale or exchange o 
capital assets shall be excluded to the extent that such gains are allocated to corpus 
and are not (A) paid, credited, or required to be distributed to any beneficiary 
during the taxable year. -~or +B) paid, poid, pormeancontly cet acide or to be used fo 
the purposes epecified in ecotion 643 (e} ~ 


Section 4. Section 643(a) is hereby amended to delete the final two sentences 


* Also includes conformi amendments under Subchapter Part Vi, “Itemized Deduetions for 
Individuals and - Brena at Subchapter F, Part 1, “Cr EXEMPT ORGANIZ ATIONS) General Rule" 
and Subchapter P, Part I, “Treatment of Capital Gains.” 
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Section 5. Section 643 is hereby amended to add at the end thereof the following 
new subsection: 
“(d) CHARITABLE BENEFICIARY.—For purposes of this part, the term 
‘charitable beneficiary’ means any beneficiary included in the list enumerated in 
section 170(c) to or for the use of which a gift or contribution by an individual 
would be treated as a ‘charitable contribution’ within the meaning of section 
170(¢) without regard to the percentage limitations prescribed in section 170(b).” 


Section 6. Section 651(a)(2) is hereby amended to read as follows (eliminate 
matter struck through ; insert new matter in italics) : 
“(2) do not provide that any amounts (other than amounts of income required 
to be distributed currently) are to be paid ov credited to charitable bencficiaries 
State) trolating deduetion fo» charitable, ote, purpeses}— 


Section 7. Section 661(b) is hereby amended to delete the following: 


2 AS “(including the deduction allowed under section 642(c))” 
Section 5. Section 662(a) (1) is hereby amended to delete the following: 
t the “(computed without the deduction allowed by section 642(c), relating to deduction 
lowed for charitable, etc., purposes)” 
“(as so computed)” 
Section 9. Section 662(b) is hereby amended to delete the following: 
“(including the deduction allowed under section 642(¢))” 
“In the application of this subsection to the amount determined under paragraph 
(1) of subsection (a), distributable net income shall be computed without regard 
pation to any portion of the deduction under section 642(c) which is not attributable to 
> and income of the taxable year.” 


Section 10. Section 663(a) is hereby amended to delete section 663(a) (2) and to 
renumber section 663(a) (3). 


we Section 11. Section 663 is hereby amended to add the following new subsection: 
“(4) CHARITABLE BENEFICIARIES.— 

(1) GENERAL RULE.—Any amount which is paid, credited, or required to be 
distributed to a charitable beneficiary shall, except as otherwise expressly provided 
in this chapter, be treated as if paid, credited, or required to be distributed to a 
beneficiary other than a charitable beneficiary. 
oh (2) AMOUNTS PERMANENTLY SET ASIDE.—Any amount of gross in- 
come for the taxable year which is permanently set aside for a charitable bene- 
ficiary shall be deemed an amount credited to such beneficiary in the taxable year 
elimi- in which such amount is permanently set aside. To the extent that the amount 
set aside for a charitable beneficiary consists of gains from the sale or exchange 
of capital assets and such gains are allocated to corpus for purposes of sections 


ce} 661 and 662, such gains shall be deemed specifically allocated to such charitable 
wr beneficiary and shall be excluded from distributable net income for purposes of 
4 rd determining the amount includible in gross income by any beneficiary other than 


a charitable beneficiary.” 


Section 12. Section 681 is hereby amended to read as follows (eliminate the matter 
tences struck through; insert new matter in italics) : 


“LIMITATION ON GHARFPABEB DEDUCTION FOR AMOUNTS DISTRIBU- 
TABLE TO CHARITABLE BENEFICIARIES.— 

(a) TRADE OR BUSINESS INCOME.—In computing the deduction allowable 
na under section 6421e) te trust, no amount otheswice allowable under section 
S424e) ae a deduction to a trust under sections 651 or 661 for amounts paid, 
credited, or required to be distributed to a charitable beneficiary, xo amount 
otherwise allowable as a deduction shall be allowed as a deduction with respect to 
income of the taxable year which is allocable to its unrelated business income for 
such year. For purposes of the preceding sentence, the term ‘unrelated business 
income’ means an amount cqual to the amount which, if such trust were exempt 
from tax under section 501(a) by reason of section 501(c) (3), would be computed 
as its unrelated business taxable income under section 512 (relating to income 
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derived from certain business activities and from certain leases).” 
Similer amendments 4e the above are required te subsections +b) end 
of section £81. 


Section 13. Section 1202 is hereby amended to add at the end thereof the following: 
“For this purpose, the term ‘income beneficiaries’ shall include a charitable bene. 
ficiary as defined in section 643(d) to which gains for the taxable year from sales 
mh ~ ee of capital assets are deemed paid or credited under sections 652 
a 


Section 14. Section 170(e)(1) is hereby amended by adding at the end thereof 
the following: 


“section 643(d) and section 663(d)” 


Section 15. Section 681(d) is hereby amended by deleting therefrom the words 
“section 642(c)” and substituting therefor “this subchapter”. 


Section 16. Section 503(e) is hereby amended by deleting therefrom the figure 
“642(c)” and substituting therefor “651(a), 661(a)”. 


Section 17. Section 542(a) (2) is hereby amended by deleting therefrom the words 
“the purposes described in section 642(c)” and substituting therefor “a charitable 
beneficiary as defined in section 643(d)”. 


Section 18. These amendments shall be effective for all taxabie years beginning on 
or after January 1, 1956. 


Ezplanation 


The treatment of charitable contributions made by an estate or trust in Subchapter 
J departs from the general statutory pattern of basing the includibility of distributions 
upon the distributable net income of the estate or trust. 


Section 642(c) presently allows a special deduction to an estate or trust for amounts 
of gross income paid, permanently set aside, or to be used for charitable purposes. 
This requires that the charitable contribution be traced to gross income. Implicit in 
the tracing requirement are difficult problems of correlation with distributions to 
non-charitable beneficiaries where tracing is rendered unnecessary by the mechanical 
formula of distributable net income. 


Moreover, the present charitable provisions operate unfairly as between income 
beneficiaries who are, for practical purposes, similarly situated. This occurs because 
the charitable deduction is taken into account in determining distributable net income 
for purposes of fixing the taxability of tier-two beneficiaries (beneficiaries other than 
those entitled to income required to be distributed currently) whereas it is not so 
taken into account in the case of ticr-one beneficiaries (beneficiaries entitled to income 
required to be distributed currently). For example, if a trust, which is required to 
distribute al! of its income currently, distributes its total trust income of $10,000 to an 
individual beneficiary but also distributes $10,000 of gross income not included in trust 
income (such as capital gains) to a charity, the individual beneficiary is taxed on 
the full $10,000 of ordinary income. The charitable deduction does not enter into the 
computation of distributable net income in this case. ! 

On the other hand, if the beneficiary is a tier-two beneficiary who receives the 
current trust income at the discretion of the trustee, the charitable deduction is 
allowed in computing distributable net income so that the beneficiary will be deemed 
to have received $5,000 of ordinary income and $5,000 gross capital gains. He is thus 
taxable on only $7,500 instead of $10,000. Furthermore, if the charitable contribution 
had been made from accumulated income instead of from capital gains of the current 
year, the charitable deduction would reduce distributable net income to zero, permitting 
the tier-two beneficiary to go untaxed on the $10,000 distribution. 


Under the Committee’s proposal, the charitable deduction of §642(c) would be 
deleted. Instead, a distribution to charity would, in general, be treated as a distribution 
to any other beneficiary. In other words, the beneficiary’s status, with respect to 
whethe: the beneficiary is subject to or exempt from tax, becomes wholly immaterial 
under the proposal. This accords with the basic statutory pattern and largely eliminates 
the necessity of tracing the source of charitable contributions to determine whether they 
are paid out of gross income. In addition, it is believed that the Committee's proposal 
can lead to a substantial simplification of the fiduciary form (Form 1041) and its 
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instructions. 

The proposal contains one major exception to its general premise that distributions 
to charity should be treated in the same manner as distributions to any other bene- 
feiary. Under existing law, a charitable deduction is granted for amounts of gross 
income permanently set aside by the fiduciary for charitable beneficiaries. The 
Committee believes it desirable to retain the effect of this deduction. Thus, under the 
proposal, any amount of gross income of the current year which is permanently set 
aside by the fiduciary for a charitable beneficiary is treated as an amount currently 
eredited to the charitable beneficiary. If the amount so set aside consists of capital 
gains allocated to corpus (for example, where there is a charitable remainder), then 
capital gains are treated as specifically allocatd to the charitable beneficiary. The 
fiduciary will receive a distribution deduction for the capital gains so set aside, but the 
gains set aside will not otherwise affect the amounts taxable to non-charitable bene- 
ficiaries. Where an amount which has been permanently set aside is distributed to a 


charitable beneficiary in a subsequent taxable year, a double deduction is automatically 
denied by present § 663(a) (3), the amount distributed being presumed to have been 


derived from any amount previously set aside and not previously distributed. To this 
limited extent, tracing is still required. 


Since a distribution deduction may be allowed for amounts permanently set aside 


for a charitable beneficiary, the proposal adds to section 643 a new subsection defining 
a charitable beneficiary. It is defined as a beneficiary of an estate or trust which would 


qualify as an organization or other person under §170(c) to or for which a gift or 
contribution by an individual would be treated as a charitable contribution. 


Conforming changes are also required by the proposal, such as amendment of § 681 
to insure that a trust will not be allowed a deduction for a charitable distribution to 
the extent of any unrelated business income, prohibited transactions or unreasonable 
accumulations of income. Similarly, an amendment is required to § 1202 to provide that 
an income beneficiary includes a charitable beneficiary to which capital gains are 
paid or credited so that the fiduciary’s § 1202 deduction for capital gains is reduced 
by the portion of the capital gains which are deemed so paid or credited. 


2. TO PROVIDE THAT CAPITAL GAINS SHALL BE DEEMED DISTRIBU- 
TABLE TO BENEFICIARIES ONLY IN THE YEAR OF TERMINATION OR 
WHERE THE GOVERNING INSTRUMENT OR LOCAL LAW SO PROVIDES 


Resolved, That the American Bar Association recommends to the Congress that the 
Internal Revenue Code of 1954 be amended to provide that capital gains shall be deemed 
distributed to beneficiaries only in the year of termination of the estate or trust or 
where the governing instrument or local law so provides; and 


Be It Further Resolved, That the Association proposes that this result be effected by 
amending section 643(a) (3) of the 1954 Code; and 


Be It Further Resolved, That the Officers and Council of the Section of Taxation 
are directed to urge the following amendment, or its equivalent in purpose and effect, 
upon the proper committees of Congress: 


Section 1. Section 643(a) (3) is hereby amended to read as follows: 


“(3) CAPITAL GAINS AND LOSSES.—Except in the year of termination of 
the estate or trust gains from the sale* or exchange of capital assets shall be 
excluded to the extent that such gains are allocated to corpus and are not 
paid, permanently set aside, or to be used for the purposes specified in section. 
642(c). Losses from the sale or exchange of capital assets shall be excluded, 
except to the extent such losses are taken into account in determining the amount 
of gains from the sale or exchange of capital assets which are paid, credited, or 
required to be distributed to any beneficiary during the taxable year. The deduc- 
tion under section 1202 (relating to deduction for excess of capital gains over 
capital losses) shall not be taken into account.” 


Section 2. This amendment shall be effective for all taxable years beginning on or 
after January 1, 1956. 


| 
ions 
nts 
ses, 
t in 
to 
ical 
ome 
han 
$0 
ome 
1 to 
yan 
rust 
on 
the 
the 
n is 
med 
thus 
tion 
rent 
ting 
| be 
tion 
t to 
ates 
osal 
its 


962 AMEND INTERNAL REVENUE CODE 


Explanation 


Under the present statute, even though capital gains are allocable to corpus, they 
are included in distributable net income if the gains are paid, credited, or required to 
be distributed to the beneficiary during the taxable year. Inclusion of the gains in 
distributable net income shifts taxability from the fiduciary to the beneficiary. 


The statute leaves uncertain the question of whether a distribution of principal will 
be deemed to include capital gains realized during the taxable year. For example, ifa 
trustee realizes gain on the sale of securities at the beginning of the year and 
subsequently makes a distribution of corpus to a beneficiary, is the distribution of 
corpus to be regarded as a distribution of the gains realized at the beginning of the 
year? The Committee believes that a question of this importance should be clarified 
in the statute and should not be left to Regulations. 


Under the Committee proposal, capital gain will not be deemed paid, credited, or 
required to be distributed to a beneficiary unless (1) the governing instrument s0 
provides, or (2) the gains are realized in the year of termination of the estate or trust, 


3. TO PROVIDE THAT CORPUS CHARGES REDUCE INCOME TAXABLE T0 
BENEFICIARIES ONLY TO THE EXTENT CORPUS CHARGES CANNOT 
BE UTILIZED BY FIDUCIARY 


Resolved, That the American Bar Association recommends to the Congress that the 
Internal Revenue Code of 1954 be amended to provide that deductions which the 
fiduciary determines to be allocable to corpus will enter into the computation of 
distributable net income only to the extent that such deductions exceed items of gross 
income which the fiduciary determines to be allocable to corpus for the taxable year. 


Be It Further Resolved, That the American Bar Association proposes that this 
result be effected by amending section 643(a) of the 1954 Code; and 


Be It Further Resolved, That the Officers and Council of the Section of Taxation 
are directed to urge the following amendment, or its equivalent in purpose and effect, 
upon the proper committees of Congress: 


Section 1. Section 643 is hereby amended by adding at the end of section 643 (a) (7) 
the following new subsection: 


“(8) DEDUCTIONS ALLOCABLE TO CORPUS.—Deductions which the fiduci- 
ary, acting in good faith, determines to be properly allocable to corpus under the 


terms of the governing instrument and applicable local law shall be taken into | 
account only to the extent they exceed the items of gross income excluded from — 


distributable net income, reduced by the deductions allowed to the estate or trust 
under section 642(b) and section 1202.” 


Section 2. The amendment made by section 1 shall be effective for all taxable 
years beginning on or after January 1, 1956. 


Explanation 


Under existing law, deductions which are properly allocable to the principal account 
rather than to the income account nevertheless reduce distributable net income so that 
the benefit of the deduction is shifted to the income benficiaries. This result has been 
severely criticized by fiduciaries as improperly depriving the remaindermen of tax 
deductions to which they are rightfully entitled. It has been indicated that probate 
law may require the fiduciary to make necessary adjustments between principal and 
income accounts in order to reimburse the remaindermen for the tax benefit of which 
they are deprived by the present statute. 


According to the legislative history, the present provision was adopted to prevent 
the wastage of deductions which might otherwise occur where all the income was 
currently distributable. The statute, however, goes beyond the declared objective. 
The benefit of corpus deductions is shifted to the income beneficiaries even where there 
remains gross income taxable to the fiduciary, such as capital gains. 


The Committee’s proposal would carry out the objective of preventing the wastage 
of corpus deductions. At the same time, it would not shift the benefit of these dedue- 
tions to the income beneficiaries where sufficient gross income remains taxable to the 
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fiduciary to absorb them. This is accomplished by taking corpus deductions into 
account in computing distributable net income only to the extent that they exceed 
items of gross income allocable to corpus and excluded from distributable net income. 
Since the deductions allowed the fiduciary under § 1202 (deduction for capital gains) 
and under § 642(b) (deduction for personal exemption) represent corpus deductions 
which are not taken into account in any event in computing distributable net income, 
the proposal requires that gross income allocable to corpus be first reduced by these 
deductions. The remaining “corpus gross income,” such as net capital gains, determines 
the extent to which other corpus deductions will enter into the computation of 
distributable net income. 

Undcr the proposal, the benefit of corpus deductions is not passed through to the 
income beneficiaries where capital gains allocable to corpus (reduced by the § 1202 
and the §642(b) deductions) exceed the corpus deductions. This is the result even 
though the alternative method for computing tax on the capital gains is employed. 


4.TO PROVIDE THAT FOR A PERIOD THAT CANNOT EXCEED 48 
MONTHS DISTRIBUTIONS BY ESTATES SHALL BE TREATED IN 
THE SAME MANNER FOR FEDERAL INCOME TAX PURPOSES AS 
THEY ARE TREATED FOR PROBATE PURPOSES UNDER LOCAL 
LAW, ETC. 


Resolved, THat the American Bar Association recommends to the Congress that 
the Internal Revenue Code of 1954 be amended to provide that for a period that 
cannot exceed 48 months estates shall be treated in the same manner for Federal 
_— purposes as they are treated for probate purposes under local law, 
etc; an 

Be It Further Resolved, That the Association proposes that this result be ef- 
fected by amending section 663 of the Internal Revenue Code of 1954; and 

Be It Further Resolved, That the Section of Taxation is directed to urge the 
following amendment or its equivalent in purpose and effect upon the proper 
committees of Congress: 

Sec. 1. Section 663 of the Internal Revenue Code of 1954 is amended to read 
as follows: (eliminate matter struck through and insert new matter in italics) ; 


SEC. 663. SPECIAL RULES APPLICABLE TO SECTIONS 661, 662, 
661, AND 662. 


(a) Exctusions.—There shall not be included as amounts falling within 
section 661(a) or 662(a)— 


(1) GirTs, BEQUESTS, ETC., OF SPECIFIC SUMS OF MONEY OR OF SPECIFIC 
PROPERTY.—Any amount which under the terms of the governing instru- 
ment or applicable local law is properly paid or credited as a gift, be- 
quest, or devise of a specific sum of money or of specific property and 
which is not to be paid or credited in more than $ tarable years of the 
estate or trust whether or not consecutive. An amount which can be 
paid or credited only from the income of an estate or trust shall not be 
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considered as a gift or bequest of a specific sum of money or of specific 
property. For the purpose of determining the number of taxable years in 
which an amount is paid or credited to a single beneficiary, a decedent's 
estate and a trust created under the decedent’s will each shall be con. 
sidered as a separate entity, and any gift, bequest, or devise payable a 
any one time under the terms of the governing instrument or law shal] 
be treated as paid in a single tazable year. 

(2) OrHER GIFTS, BEQUESTS, ETC——Any amount, other than capital 


gains considered paid, credited, or required to be distributed under sec. . 


tion 643(a)(3)(B), which under the terms of the governing instrument 
or applicable local law is an amount which is not to be paid or credited 
at intervals and which is properly paid or credited in full or partial satis. 
faction of a bequest, share, award or allowance from the corpus of a 
decedent’s estate during a period beginning with the day following the 
death of the decedent and ending 36 months thereafter. A payment shall 
be deemed to have been made from corpus of a decedent’s estate to the 
extent it is properly charged against corpus and designated as a distriby 
tion of corpus on the books and records of the estate by the fiduciary, 
For any taxable year or portion of a taxable year following the period 
described in this paragraph, the distributable net income of an estate for 
such tazable year or such portion of a tazable year shall be reduced by 
that amount of income of the estate for such tazable year or portion oj 
the tazable year which the decedent’s legal representative in good faith 
determines is required for the purpose of meeting existing or potential 
estate obligations which are payable out of estate income. 


(3) oF DouBLE pepucTION.—[No change.] 
(b) Disrrputions First Srxty-Five Days or Taxaste Year.—I[No 


(c) Separate SHares Treatep as Separate ESTATES OR Trosts.—For 
the sele-purpose of determining the amount of distributable net income in 
the application of sections 651, 652, 661 and 662, and determining whether 
an estate or trust has terminated for the purposes of sectron 642(h), in the 
case of an estate or a single trust having more than one beneficiary, sub- 
stantially separate and independent shares of different beneficiaries in the 
estate or trust shall be treated as separate estates or trusts. The existence 
of such substantially separate and independent shares and the manner of 
treatment as separate estates or trust, including the application of subpart D 
to such separate share trusts, shall be determined in accordance with regu- 
lations prescribed by the Secretary or his delegate. 


Sec. 2. These amendments shall apply to taxable years ending after the date of 
enactment of this Act. Such amendments also shall apply in computing the tax 
of any beneficiary (without regard to the computation of tax of any other 
beneficiary) to whom any amount was distributed or required to be distributed 
by an estate or trust in any prior taxable year to which the Internal Revenue 
Code of 1954 applied, as if such amendments had been included in section 663 of 
the Internal Revenue Code of 1954 on the date of the enactment of such Code, 
but only if such beneficiary so elects by written notice to the Secretary of the 
inn or his delegate within 6 months after the date of the enactment of this 


EXPLANATION 
Summary 


In general this proposal does three things: (1) it excludes from gross income 
of the distributee distributions by estates of certain gifts or bequests of specific 
sums of money or of specific property if properly paid or credited in not more 
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than three years whether or not consecutive (this rule does not apply to amounts 
which could be paid or credited only from income of estates) ; (2) for a period of 
36 months plus the balance of the taxable year in which the 36-month period 
expires amounts properly paid from and charged to corpus as a bequest or as a 
statutory award or allowance to a spouse would be excluded from income; (3) it 
makes the separate share rule now applicable to trusts applicable to estates. The 
proposal would be effective for taxable years ending after the date of enactment, 
but would be retroactive to any prior taxable year to which the 1954 Code applied 
if the beneficiary whose tax is affected so elects. 


Di. 


This proposal is that recommended by the Mills Advisory Group on Sub- 
chapter J. It is identical to the amendments proposed in Section 9 of H.R. 11997 
referred to the Ways and Means Committee on April 17, 1958. The explanation 
set forth below is from the Revised First Report of the Mills Advisory Group 
Report dated November 22, 1957. 

Section 663(a)(1) of the 1954 Code excluded from the terms of sections 661(a) 
and 662(a) certain gifts or bequests of specific sums of money or spe¢ific property 
paid or credited all at once or in not more than 3 installments other than 
amounts which could be paid or credited only from income of the estate or trust. 
Consequently, payment of such specific gifts or bequests of corpus does not entitle 
the fiduciary to a deduction under section 661(a) nor does it result in income 
being attributed to the recipient under section 662(a), and under section 102(a) 
such amounts are excluded from gross income of the recipient. 

This exclusion has proved to be too narrow in scope. For example, it does not 
exclude from the rules of section 661(a) and 662(a) distributions of corpus to 
residuary legatees, payments solely out of corpus to will contestants, payments 
out of corpus of an estate to widows pursuant to provisions of local law allowing 
an executor to make temporary provision for a widow’s support, and payment of 
an intestate share. As a result persons who receive distributions from corpus of 
an estate sometimes are treated as receiving income even though they may have 
no right to share in income. In other instances a distribution to a beneficiary 
from the residue of an estate in the ordinary course of administration and not 
prompted by any tax motive, results in the beneficiary being taxed with a dis- 
proportionate share of income. While extension of the separate share rule of sec- 
tion 663(c) to estates (see below) may ameliorate the hardships in some cases, 
complete relief in this area can be afforded only by excluding true corpus distri- 
butions from the operation of sections 661(a) and 662(a) so that such distribu- 
tions will be excluded from income to the extent provided under section 102. 

Under the proposed amendments (section 663(a)(2)), amounts properly paid 
from and charged to corpus as a bequest or as a statutory award or allowance 
to a spouse would be excluded from gross income for a period of 3 years which 
is long enough to take care of the administration of most estates. If a spouse is 
entitled under State law to income of an estate, however, as is sometimes the 
case where the spouse elects to take against a will, an amount paid the surviving 
spouse which the fiduciary properly charges to income would be subject to the 
provisions of sections 661(a) and 662(a) and includible in the gross income of 
the spouse. The same would be true where amounts paid to will contestants are 
ev payable out of and are charged to income. (See Delmar, 25 T.C. 1015 

956) ) . 

It is recognized that the proposed amendments give effect to a fiduciary’s identi- 
fication of the source of a distribution, as did the 1939 Code, and may therefore 
offer limited opportunities for minimizing taxes for the 3-year period where a dis- 
tribution is identified as made from principal although there is current income in 
the residuary estate from which a payment in the same amount could properly 
have been made to the same beneficiary. The possibility of avoidance in this 
area does not appear to be sufficient to justify continuance of the present arbi- 
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trary rules of attribution of estate income to beneficiaries with ite resulting 
inequities. 

The following example illustrates the operation of the present law and the 
proposed section 663(a) (2): 

Assume that a testator makes minor specific bequests to friends and divides the 
residue between his wife and a trust to be established for his minor son. He pro- 
vides that all estate taxes are to be apportioned to the share of the residue in 
trust for the son. During the first year of administration the estate income was 
$20,000, none of which was distributed. The following distributions were made: 


Family car transferred to widow; charged to her share of residuary estate. 800 
Cash advanced to widow; charged to her share of residuary estate....... 200 


During the second year of administration the net income of the estate (all 
ordinary income) was $20,000, all of which was distributed, one-half to the trust 
for the son and one-half to the widow. In that year estate taxes of $50,000 were 
paid, and a distribution of $15,000 was made to the son’s trust from corpus and 
from the income accumulated in the preceding year. In addition, a payment 
of $64,000 out of corpus and income accumulated in the preceding year was 
made to the widow to equalize the aggregate of distributions made to her and 
to the son’s trust during the estate administration. In making this equalizing 
distribution to the widow the estate taxes were treated as having been paid on 
behalf of the portion of the residuary estate to which the son’s trust became 
entitled. The corpus distributions to the widow in the prior year, including the 
automobile which was turned over to her, were also taken into account for 
this purpose. 

Since section 663(a) in its present form does not exclude from the operation 
of sections 661(a) and 662(a) distributions from the residuary estate, the 
attribution rules of section 662(a) must be applied in determining income to be 
reported by the widow and by the son’s trust for both years. Although the 
executor made no distribution of income in the first year of administration, 
under present law $1,000 of income will be attributed to the widow for that year 
on account of the distributions of the family car and of the cash advances out 
of corpus to her totaling $1,000. While these amounts were not required income 
distributions under sections 661(a)(1) and 662(a)(1), they constitute ‘other 
amounts’ under sections 661(a)(2) and 662(a)(2) and, since the distributable net 
income for the taxable year exceeds $1,000, the widow is taxed on the full 
amount of the corpus distributions to her in that year. 

In the second year the income of the widow under present law will also be 
subject to distortion. The distribution of $64,000 of corpus and accumulated in- 
come of the prior year to the widow in addition to one-half of the current year’s 
income ($10,000) would result in the widow being taxed with 


$74,000 (total distributions to widow) % $20,000 
$99,000 (total distributions made to all beneficiaries) 


or approximately $14,950, while the son’s trust would be taxed with only $5,050 


( which is $250 x $20,000 ), although each received $10,000, one-half of the dis- 
tributable net income of the estate for the taxable year. The effect of the 
attribution rules of present law, therefore, is not only to defeat the attempt of 
the executor to divide estate income evenly between the beneficiaries, but to 
attribute arbitrary amounts of income to the beneficiaries. The son’s trust is 
taxed with much less income than was actually received and the widow is 
really taxed on corpus she received. 

Under the proposed amendments, the estate would pay tax on the income 
of $20,000 during the first year of administration, and the widow would not be 
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taxed on any income for such year since all amounts distributed to her were 
charged to her share of the residue. In the second year, the widow and the 
son’s trust would be taxed on $10,000 each and the estate would pay no income tax. 

There has been inserted in section 663(a)(1) the following: “For the purpose 
of determining the number of taxable years in which an amount is paid or 
credited to a single beneficiary, a decedent’s estate and a trust created under 
the decedent’s will each shall be considered as a separate entity, and any gift, 
bequest, or devise payable at any one time under the terms of the governing 
instrument of law shall be treated as paid in a single taxable year.” The sub- 
stance of the above is now found in the regulations under subchapter J (sec. 
1.663(a)-1(c)). By including these rules in the statute and not including the 
other rules set forth in section 1.663(a)-1(c) of the regulations, it is not intended 
that any doubt should be cast upon the validity of the balance of section 
1.663(a)-1(c) of the regulations. 

A situation protected under the installment rule as set forth in the proposed 
section 663(a)(1) which is not protected under the present section 663(a)(1) is 
as follows: A in his will directs his executor to pay his daughter $4,000 in in- 
stallments of $1,000 each within 18 months after his death. Since the legacy is 
required to be paid in more than 3 installments, it is not protected under the 
present section 663(a)(1). Under the proposed section 663(a)(1), however, it is 
protected because it is not to be paid in more than 3 taxable years. The income- 
tax avoidance feature of installment payments is not in the number of install- 
ments but is in the number of taxable years in which payments may be made. 
Thus the change made by section 663(a)(1) is in accord with the basic objectives 
of the original section 663(a)(1). 

It should be noted with respect to section 663(a)(2) that after the 3 years 
referred to therein have elapsed, the distributable net income of the estate for 
each year is to be reduced by the amount of income for such year that the 
personal representative in good faith determines is required for the purpose of 
meeting existing or potential estate obligations which are payable out of estate 
income. Such a modification is believed necessary in order to eliminate inequities 
in the income taxation of distributees of estates after the 3-year period expires. 

The proposed amendments to section 663(c) are designed to extend the separate 
share rule to estates and also to extend the carryover provisions of section 642(h) 
to the termination of a single beneficiary’s interest in the estate or trust. 

Applicability of the separate share rule of section 663(c), as amended, to estates 
and trusts and their beneficiaries will be required even though separate and inde- 
pendent accounts are not maintained, nor required to be maintained, for each 
share, and even though no physical segregation of assets is made or required, 
If a trust or estate has more than one beneficiary and if such beneficiaries have 
separate and independent shares, such shares shall be treated as separate trusts 
or estates for the purpose of determining the amount of distributable net income 
allocable to the respective beneficiaries under sections 651, 652, 661 and 662. 

It is not intended that section 663(c) should operate so as to result in income 
being attributed to beneficiaries of estates to whom corpus payments are made 
which are excluded under section 663(a) from amounts falling within sections 
661(a) and 662(a). 
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The CHarrman. Thank you, Mr. Fillman. 

T have just a few questions I want to ask you about your recom. 
mendations. 

When the advisory group appeared before this committee Professor 
Casner stated that the group thought it was necessary to place char. 
itable beneficiaries in the fourth tier in order to prevent significant 
tax avoidance arrangements. That was the substance of what he 
said, though perhaps not exactly as he said it. 

Is it the position of the ABA that charities should not be placed 


in the last tier, whatever it is, because no tax avoidance is possible? 
Mr. Frx_man. I wouldn’t say that was the position of the associa- 


tion. I would say this, Mr. Mills: that the legislative recommenda. 
tions of the association did not put charities in the second tier of the 


existing two tiers and from that might be drawn the implication 
that they didn’t care to do that. 


Now, the fourth tier of the advisory group is perhaps a little lower 


than the second tier of the existing two tiers, but as to the extent that 
it has fallen, I am not exactly clear. J would think that the associa- 
tion would, in the light of all the present circumstances, certainly 
want to consider the tier system as recommended by the advisory 
group and I think one of the things to be considered in that area 
would be the position of the charitable beneficiaries. 

The CrHarrman. The second example that you gave on page 3 of 
your written statement was a situation similar to one used by the 
advisory group to point out what constitutes in its opinion a tax avoid- 
ance arrangement. 

Mr. Fitimay. I think that is right, Mr. Mills. I believe that that 
example may be the primary reason why charities were put in the 
fourth tier by the advisory group. I am really incapable of saying 
whether that is a substantial tax avoidance arrangement or not. 

The CHatrman. Under that example, the income would be tax free, 
whereas under the advisory group recommendation there would be a 
proration that would impose some tax on it. That is a matter, of 
course, for us to weigh with respect to what might be considered the 
equity of the situation against the possible misuse of the provision. 

You referred to an exception in your proposal from the general 
approach treating distributions to charities in the same manner as 
distributions to any other beneficiaries. You referred to an excep- 
tion in your proposal. 

Mr. Yes. 

The Cuarrman. Under the ABA proposal, would this exception be 
continued as a deduction from gross income as under existing law? 

Mr. Fitimay. In addition to the ordinary deductions for distribu- 
tions to charities, a trust is permitted deductions for amounts perma- 
nently set aside for charity, even though they are not distributed at 
the time. That always creates the necessity when you are dealing in 
this area of taking care of that situation, which no one wants to elim- 
inate, so that the question then arises as to whether amounts perma- 
nently set aside should be continued as a deduction or should be 
treated as if it had been distributed. 

The Cuarrman. You continue this, as I understand, as a deduction 
because you exclude it from the proposal that other deductions be 
treated as distributions. 
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Mr. Yes. 

The Cuairman. What I am getting to is if that is the case, does 
that not present quite a problem of tracing? 

Mr. Firuman. Yes, the tracing problem would still remain if you 
kept that asa deduction. I think there is no question about it. 

he Cuarrman. Under the advisory group proposal, as I under- 

stand it, a deduction would be allowed for distributions to charity 
paid out of corpus 

Mr. Fittman. Yes. 


The Cuatrman. Would you proposal) permit this? 


Mr. Fititman. Yes, I think it would. 


The CuarrMan. With regard to your suggestion on the capital gains 


section 64:3(a) (3), under our proposal, as 1 understand, capita) gains 
wil) not be treated as distributed by the trust or estate unless the 
governing instrument so provides or unless gains are rea)ized in the 
year Of termination ; is that correct 4 

Mr. Firtman. That is right. 

The CHAIRMAN. Does your committee object to the advisory group 

roposal inthis section which would allow the intention of the 
fiduciary, as reflected on his books or by notice to the beneficiary, 
tomake this determination ? 

Mr. Firman. I don’t see that there is in our legislative recom- 
mendation anything that would constitute an objection to a further 
definition. I will say this: that I don’t know whether that broadens 
it to a degree that might possibly raise some objection or not, but 
I don’t believe that there is anything that we have so far done that 
would extend to an exclusion of an extension of the definition. 

The CuarrMan. The advisory group proposed in section 643(a) (3) 
(C) corpus deduction, that the present law be changed by providing 
that corpus deductions are to be allowed first against corpus income 
and only the excess of such corpus deductions would be taken into 
account in computing distributable net income. This is the same prin- 
ciple embodied in your proposal, is it not ? 

r. Yes, sir. 

The Cuairman. However, under the advisory group proposal where 
the trust or estate uses the alternative snl under section 1202 in 
computing its tax, the corpus deductions are in effect restored as deduc- 
tions from distributable net income; is that not true? 

Mr. FituMan. That is true. 

The Cuairman. As I understand it, the ABA proposal would not 
permit this. 

Mr. Fiteman. It would not. 

The Cuatrman. What is your reasoning for not permitting it? 

Mr. Fittman. I would guess—I think this would have to be a 
guess—that such an extension of the principle of nonwastage deduc- 
tions didn’t occur to them, but I have no evidence of the exact reason 
why it didn’t occur to them or, if it did, why it did not raise any 
comment in any published report or proceeding that I know of. 

The Cuairman. If we do not adopt the advisory group proposal in 
this respect, will there be a wastage of deductions where the alternative 
tax is used ? 
hl Fittman. I think that would be a matter of definition, Mr. 

ills. 
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The wastage would occur because of a beneficial provision of the / 


statute which would reduce the tax below what it would have been jf 
the deductions had been taken. I am not sure that I would define 
that asa wastage. 

As a technical matter, the deductions would not reduce income that 
was being subjected to tax in the hands of the trustee, because it was 


being taxed in this alternative fashion which permits of no deductions, | 


The Cuarrman. Is there any possibility that the advisory group 
proposal might tend in the direction of allowing a double deduction 
or the ABA proposal tend in the direction of allowing a double 
deduction ? 

Mr. Fittman. No, I don’t believe it would be a double deduction, 
Mr. Mills. I think it would be allowing a deduction and at the same 
time allowing the use of the alternative tax. 

The Cuarrman. If you use the alternative tax, do you not, under 
the proposal, almost have to include it again? 

Mr. Fitiman. Yes, under the advisory group proposal, if you used 
the alternative tax, then the trust, let’s say, would be taxed on the 
capital gains, on the alternative basis. It wouldn’t need or couldn't 
use the deduction against it. That is why it uses the alternative 
method, because it is cheaper. Then the deductions would swing over 
and reduce the income taxable to the beneficiaries. 

The Cuarrman. That is what I am getting at. 

Mr. Fittman. Yes, that is what would happen. 

The Cuarrman. With respect to your suggestion on section 663, 
the ABA proposal adopts in its entirety the advisory group proposal, 
as I understand. 

Mr. Fiituman. Yes, sir. 

The CuatrmMan. The executor has discretion to label a distribution 


of cash under this proposal as being a distribution from corpus, does | 


he not ? 

Mr. Firuman. Yes, sir. 

The Cuatrman. And the recipient would not be taxed on it even 
though the estate had income in that year? 

Mr. Frutman. That is right. 

The Cuatrman. Do you believe this to be a desirable result? 

Mr. Firitman. The association’s recommendation, I think, says 
“Yes,” that is a desirable result, or at least it says it is not an un- 
desirable result. 

The Cuarrman. I am just afraid that it might permit unwarranted 
manipulation and certainly there would be tax avoidance possibilities. 

Mr. Fiuiman. I think, Mr. Mills, one of the questions that we al- 
ways have difficulty with is what are the tax avoidance possibilities 
in estates that are substantial enough to require complicated and spe 
cial rules for their correction. 

I think we begin with the obvious proposition that people don't 
cause their decease in order to create tax avoidance possibilities for 
their executors, so there is some freedom of action there, that the 
question of how much avoidance and what rules are justified of an 
action to prevent it is the question of policy that is involved, I 
believe. 

The Cuarrman. We know there are some inequities of course in the 
present law that do need attention. You mentioned the family car 
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and the diamond ring. However, it just occurs to me that if the 
advisory ee de proposal to extend the separate share rule to estates 
is adopted, all of the real hardships and inequities might be taken 
care of. Or penne all of them might not be—I am not certain— 
but, on the other hand, under the advisory group’s approach, we 
create this possibility of unwarranted manipulation eehich might out- 
weigh the use of that approach. 

I was just wondering, if the committee adopts the proposal to ex- 
tend the separate share rule to estates, would not all of the real hard- 
ships and inequities be taken care of by adopting that proposal and 
the substitute proposal dealing with distributions in kind ? 

I think I asked the advisory group that question. 

Mr. Fituman. I have had a little difficulty discovering what their 
response was and I don’t know what the response of the bar asso- 
ciation would be if you were to put that question up to them spe- 
cifically, too. 

I do think this, Mr. Mills: That the proposals here made by the 
association and the advisory group would restore in this respect the 
situation that existed in substance prior to the 1954 code, and perhaps 
the Treasury Department could give you some idea of what they 
thought that problem was in scope at that time. 

The CHairmMan. Your group also adopts the advisory group pro- 
posal which allows the fiduciary at the end of the 36-month period 
to reduce distributable net income of an estate by an amount of in- 
come which he in good faith determines is required to meet. the exist- 
ing or potential estate obligations which are payable out of the estate 
income. 

You adopt that proposal ¢ 

Mr. Fittman. Yes. 

The Cuarrman. Why is such a provision necessary, frankly? 

Mr. Firiman. If I were to speak about it personally, I think it may 
be because of the 36-month provision that is specific in its legislation 
and when you reach the end of it you may not have completed all the 
things that might have been completed, and there are some things that 
justifiably have a special treatment. 

The 2 Moi to the 36-month provision, I should think, Mr. 
Mills, although it isn’t the association’s recommendation, would be 
not to have a 36-month period, but just to allow the present rule for 
the administration period of estates to govern. 

The present rule, I think, is that the period of administration lasts 
as long as it is necessary for the executor to conduct the duties and 
fulfill the duties that he has undertaken. If he takes too long, the 
Commissioner can step in and say for tax purposes the period is over, 
but both the association and the advisory, group chose to make the 
matter somewhat more definite by putting a 36-month period in on 
the ground that that was a reasonable length of time and that after 
that the operation should be treated essentially as a trust. 

The Cuarrman. I know the advisory group did not so intend, but 
does it occur to you that there is a possibility that distributable net 
income might be reduced twice by the same deduction ? 

Take the case where the deduction occurs in the year when the 
36-month period ends. Could it again occur when the obligation is 
paid in the next year? 
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Mr. Fitiman. That certainly should be prevented if the existing 
proposals don't prevent it. It certainly should 

ve CHAIRMAN. I am not clear that it is prevented under the lan- 
guage that we have in the bill before us. Your group did not takea 
position on multiple trusts, you point out, the tier system, or the 
throwback rules? 

Mr. Fitiman. That is right. 

The CHatrman. However, the section on taxation has discussed 
and commented on the multiple-trust proposals and the tier system, 
has it not ? 

Mr. Firtman. Our subcommittee last year commented on it and 
there was a discussion of the multiple-trust provisions in Los Angeles, 


I am not sure there was any discussion of the tier system in partieu- 


lar; was there? 

Mr. Park. I don’t believe there was. 

The CHarrman. Did you get around to the point of discussing 
whether, if legislation should occur with respect to multiple trusts, 
the approach taken by the advisory group might be sound or 
unsound ? 

Mr. Fittman. We certainly got around to discussing that in the 
committee. 

Mr. Pars. As a matter of fact, we had a recommendation by the 
committee that came up before the section of taxation, and I believe it 
was referred back to the committee. I believe the recommendation 
by the committee was substantially the same as the advisory group. 

Do you know whether that is true or not 

Mr. Fititman. I was chairman of the subcommittee. What we said 
was this: That we didn’t have at our command information that would 
enable us to say whether this legislation was needed or not and so on 
the question of the policy, of the adoption of it, we really couldn't take 
a position for lack of information. 

We observed the possible opportunity for avoidance that the pro- 
posed legislation was designed to correct, but we didn’t know how 
much they had been used or what their potentialities were. We really 
didn’t have the facilities for that kind of study, but in the light of 
that we concluded that the advisory group had made at least an excel- 
lent start in the type of proposal that might be effective. 

I do say this: That I don’t’ know the various grounds on which a 
person attending the meeting in Los Angeles or have rejected the 
notion that this should be passed along to the House of Delegates asa 
recommendation. 

Also, I would say that the committee has not had a full opportunity 
to discuss alternative proposals such as one I read in the testimony 
of Mr. Lindsay the other day, that is, that the Treasury Department 
wanted to study the possibility of getting at this problem at the time 
that distributions are finally made to the beneficiaries rather than at 
the time the multiple-trust legislation is passed. 

The Cuatrman. I raised the question of such an alternative with 
the advisory group, whether or not it might be more desirable than 
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the approach of the advisory group, and I was in hopes that maybe 
your people or your group in your last meeting had discussed it. 

Mr. Sporrorp. May I say a word? 

The CHAIRMAN. Yes, sir. 

Mr. Srorrorp. During the debate on multiple trusts, a great deal 
of concern was discussed on the responsibilities that would be imposed 
on trustees, this matter of dissemination of information and what con- 
stituted notice. 

There was a great deal of opposition expressed on those grounds. 
Perhaps those who voted against the proposal for those reasons may 
have supported it if they were satisfied as to the trustee’s position. 

It is quite difficult when a proposal is rejected to explain why each 
person voted as he did. There may have been a dozen reasons. 

The CuHarrMan. Did you have any discussion of the tier system at 
your last meeting ¢ 

Mr. Park. I don’t believe we did. 

The CuatrMan. Let me ask Mr. Fillman then, because I have such 
great respect for his position in this field and his views, whether or 
not you feel that under the present two-tier system there is any real 

roblem presented or any inequity in the present law where beneficiar- 
les receiving income are placed in the same class with beneficiaries 
who under the trust instrument are only entitled to receive corpus ? 

Mr. Fititman. I would have this feeling: That that might perhaps 
have to be judged by experience that people would bring to you from 
different parts of the country, the question as to whether you very 
frequently have a type of trust in which, let’s say, part of the income 
is to be paid to A and part is to be paid to B, but if need arises, the 
trustee can invade the corpus for the benefit of C, whether you should 
have an arrangement whereby it was absolutely clear that in those 
circumstances if the corpus was invaded for C that C would not be 
taxed on any of the income, may be a question as to how frequently that 
type of disposition is made. 

n my own personal experience, I don’t see it very often and maybe 
Iam not terribly impressed with the necessity of amending the statute 
to achieve that result, to make certain that C in such a case would not 
be taxed on any proportionate part of the income or the trust. 

The Cuatrrman. Gentlemen, Phad hoped that we might, by going 
ahead, be able to conclude your testimony and not impose upon you 
to return to the committee, but we now have a quorum call. It will 
be necessary for us to adjourn until 2 o'clock. 

We will meet here again at 2 o'clock. 

(Thereupon, at 12:45 p.m., the committee recessed, to reconvene at 
2 p.m., same day.) 

AFTERNOON SESSION 


The Cuatrman. The committee will please come to order. 

Mr. Mason, did you have any questions of Mr. Fillman ? 

Mr. Mason. No, Mr. Chairman. 

The Cuarrman. Let us go, then, to Mr. Driscoll’s statement. 
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STATEMENT OF LEE PARK, CHAIRMAN, SECTION OF TAXATION; - 


ACCOMPANIED BY CLIFFORD L. PORTER, CHAIRMAN, COMMITTEE 
ON CORPORATE STOCKHOLDER RELATIONSHIPS; JOSEPH P. DRIs. 
COLL, CHAIRMAN, COMMITTEE ON PARTNERSHIPS; JESSE R. 
FILLMAN, CHAIRMAN, COMMITTEE ON INCOME OF ESTATES AND 


TRUSTS; AND WILLIAM R. SPOFFORD, VICE CHAIRMAN OF THE © 


SECTION OF TAXATION, AMERICAN BAR ASSOCIATION—Resumed 


Mr. Driscoti. Mr. Chairman, I have prepared a statement outlining 
the 15 recommendations of the American Bar Association with respect 
to 

might say, first of all, that these recommendations were prepared 
prior to the first report of the advisory group, and we are very pleased 
that virtually all of the 15 recommendations have been incorporated 
in one fashion or another in the advisory group report. These recom- 
mendations have formed the basis for many of the proposals of the 
advisory group. 

There are certain differences, mostly of a technical nature, which 
I shall point out very briefly. 

I would like with permission of the chairman just to state brief 
the substance of our recommendations and the approach of the ad- 
visory group. 

First of all, we have a recommendation on section 702(c), relatin 
to the gross income of a partner, and we have proposed an amend- 
ment to prevent the double inclusion of guaranteed payments in the 
income of a partner. This is a technical amendment, and the advisory 
group has adopted the same amendment as one of their proposals. 

Going on, we have proposed an amendment to section 703, relating 
to the organizational expenses of a partnership. The amendment 
provides that organizational expenses of a partnership would be de- 
ductible over a period of 60 months, comparable to the period of 
deduction of the corporate organizational expenses. 

Again, the advisory group has adopted this proposal virtually in 
the language of our recommendation. 

Our third proposal involved section 706. This is one of considerable 
importance and has been emphasized by the Treasury Department. 
We have proposed that the partnership year should automatically 
close with respect to a deceased partner upon the date of his death, 
but that the estate shall be allowed an sadtion if they wished, to 
continue that partnership year, so that the income would be taxable 
to the estate. 

Again, the advisory group has a similar proposal, with only very 
minor differences in wording. 

I would emphasize the significance of this recommendation, because 
it affects thousands of small partnerships, where the partners and 
partnership are on the same taxable year. The change in the 1954 
code was to take care of a situation where there might be a bunching 
of income in one year. Unfortunately, the 1954 code has had the 
result of sometimes denying a partner any income for his last year. 
This is usually unforeseen, and many small partnerships are not pre- 
a to take precautions which would prevent this occurrence. The 

reasury suggested that this proposal be taken out of order and per- 
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haps enacted at the earliest possible date for the benefit of thousands 
of small partnerships. 

No. 4, there is a technical amendment which would have the effect of 
treating the sale of an interest of 50 percent or more to other members 
of the partnership as not causing a termination of the saajeabpes 
At the present time, the interest of such a 50-percent partner may 
liquidated by a distribution without causing a termination. The 
proposal would extend the same rule to sales, to other members of the 
partnership, and the advisory group again has adopted this bal 2eroah 

We then go on to section 708(b), where we have a recommendation 
concerning the treatment of a two-man partnership. And we have 
proposed a clarification of the statute to expressly provide that a 
two-man partnership shall be considered as continuing, despite the 
death or retirement of one, so long as payments are made to the retired 
partner or his successor. 

The advisory group has not had an amendment to section 708 as 
such, but it has another amendment to section 736, which would have 
the same effect so far as allowing a deduction to the continuing member 
of the former two-man partnership. 

Here there is a ts age difference in the amendments, but the 
purpose is the same for the most part. 

I might say, however, that the advisory group recommendation in 
connection with section 736 would have other effects beyond those 
which were the substance of our recommendations, and we are not 
commenting at this time on those other implications of the amendment 
tosection 736. 

Recommendation 6 in our group, pertaining to pertnarshtns, is a 
technical amendment, in which we proposed that a donee of a pares 
should not have any greater rights than the partner himself would 


| have had with respect to distributed property. This would close 


what may be a loophole in the statute, and again the advisory group 
has adopted this recommendation. 

They do, however, have other recommendations in section 735 that 
are unrelated to this proposal. ‘ 

Going on to section 736, our seventh recommendation involves the 
treatment of payments to a retiring partner or an estate, and we pro- 
pose substantial simplification and clarification of these rules. Our 
proposal, basically, would limit section 736(a) to payments which are 
made in cash and also payments which are made over a period com- 
prising more than 1 partnership year. We would allow an agreement 
to waive these limitations if the party so desired. 

The advisory group has gone along with this recommendation, and 
while there are some technical differences, I would say that in sub- 
stance and effect their recommendation would cover our proposal. 

_The purpose of this is, first of all, to simplify the rules relating to 
distributions, so that 736(a) would apply only to cash distributions 
and not to property, or primarily to cash, and also that lump-sum 
distributions, that is, payments made in one single sum or over a very 
short period of time, would not fall within the rules of section 736, 
but would be treated more in the nature of a capital transaction. 

Recommendation 8 pertains to section 763 and one or two other re- 
lated sections. There may be a loophole in the present law which 
would allow unrealized receivables to obtain a step-up in basis upon 
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the death of a partner. This is not entirely clear, but it could occur, / 


And we have proposed that no adjustment be made to the basis of 
unrealized receivables upon the death of a partner. — 
Accordingly, that income would be taxed to his estate or his sue. 
cessors, as it was received. 
The advisory group has generally sought to reach the same result 


in their amendments to section 736, although it has been pointed out, | 


I believe, in the hearings before this committee that there are some 
items of unrealized receivables which might go untaxed under the 
advisory group proposal. I would say that generally there is correla- 
tion, but that there are minor technical differences which have already 
been brought to the attention of the committee. ah 

Recommendation 9 pertains to section 751, the provision that deals 
with collapsible partnerships. Our recommendation is primarily 
clarification in section 751(a). We have proposed that some of the 
rules of the regulations, which go quite far in attempting to work out 
the mechanics of a sale of the partnership interest, should be spe- 
cifically incorporated in the statute. 

I realize that a question has been raised before as to whether the 
incorporation of these rules in the statute is necessary, since many of 
them are already in the regulations; but we felt that certain of the 
rules were of such importance that they should have specific statutory 
support, especially since the regulations appeared to be groping for an 
answer sometimes, or perhaps supplying rules that were not specifi- 
cally called for or clearly warranted under the statute. And it seemed 
desirable to clarify those points. 

Our amendments to section 751(a) are in the nature of clarification 
and incorporation of the rules of the regulations. In this connection, 
the advisory group has a different approach to section 751, which has 
already been discussed with you. But I would say that in general 
the purposes of our amendment would be taken care of within the 
scope of the advisory group proposal, although there are other differ- 
ences, some of which I point out here, particularly the limitation to 
net gain or loss, which were not encompassed within our recommen- 

ation. 

Recommendation 10 pertains to a rather important matter, the sub- 
ject of distributions by a partnership, and the effect under the col- 
lapsible rules. We propose an amendment to section 751(b) to ex- 
clude current partnership distributions from the rules of section 
751(b). The reason for that was to avoid some of the complexities 
involved in section 751(b), especially with regard to current distri- 
butions. We did not, however, in our recommendation, deal with the 
subject of complete liquidations of an interest. The advisory grou 
has gone further than our proposal, and proposed the complete elimi 
nation of section 751(b), with other changes in various sections, which 
they hoped would take care of that problem. But I note in the hear- 
ings it has already been pointed out that this may present a substantial 
problem. Our proposal, however, relates only to current distributions. 

Our next recommendation, 11, deals with section 751(c), the defini- 
tion of unrealized receivables. That definition has been a problem 
since it was first put into the 1954 code, particularly as it applies to 
work to be done in the future and goods to be sold in the future. The 
purpose of the unrealized receivables definition is to somehow define 


the 
th 
ele 
dis 
du 
un 
in 
| ne 
co 
in 
th 
sit 
| sa 
re 
sti 
ur 
th 
su 
A 
te 
tie 
al 
ef 
he 
re 
ve 
li 
to 
th 
al 
in 
th 
ti 
tl 
d 


AMEND INTERNAL REVENUE CODE 977 


the concept of ordinary income insofar as it applies to the business 

rations of a partnership. But with further experience, we have 
ought, and recommend, that the definition should not include any 
element that substantially represents the good will of the business, as 
distinguished from services already rendered or income already pro- 
duced. And accordingly, we would eliminate from the definition of 
unrealized receivables rights to payments for services to be rendered 
in the future and goods to be delivered which are not then owned 
by the partnership. 

The advisory group has the same objective, and they have set up a 
new definition of section 751 assets, which would have the effect of 
covering our proposals by avoiding inclusion of elements of good will 
in the definition of ordinary income assets. 

Item 12, the definition of substantially appreciated inventory: In 
this area, we are dealing with what may be a very definite loophole 
situation. The collapsible partnership rules were designed to prevent 
sale of an interest in such a way as to get capital gain on sale with 
respect to the inventory items of a partnership which have sub- 
stantially appreciated. In the definition of substantial appreciation 
under the present law, there are possibilities of adding properties to 
the partnership, or assumin liabilities, or purchasing property under 
such conditions that it will defeat the purposes of the limitations. 
And we propose to close those loopholes by changing the percentage 
tests in so far as the application of them is concerned. 

For example, we would require that you take account of the 20- 

reent appreciation test only by reference to inventory items which 
oe themselves appreciated. This is to take care of the possible situa- 
tion where the partnership has appreciated inventory but goes out 
and buys more inventory at current market cost, so as to defeat the 
effect of the limitation. We would limit the 20-percent to assets which 
have appreciated. 

Insofar as borrowing is concerned, we would apply the test with 
respect to the net worth of the partnership, rather than the gross 
value of its assets. This has the effect of eliminating partnership 
liabilities in the computation and would give strength and support 
to the purpose behind section 751. 

The advisory group proposes rather substantial changes in section 
751, but I would say that on the whole they are aware of the problems 
that we have pointed out, and they have attempted to deal with them, 
although their approach is somewhat different. The percentage fig- 
ures are different, and they would have a single percentage concept 
instead of the dual-percentage concept that we have. I understand 
that the Treasury has raised some objections to the advisory group 
proposal in this connection, but it seems to me that our recommenda- 
tion is not subject to quite the same criticism that was presented by 
the Treasury, because we have obviated with the dual test that wit 
which they were concerned. 

We have a further recommendation with respect to collapsible 

artnerships, the definition in section 751(e) (2), of inventory items. 

is is a technical amendment, in which we sought to clarify the 
definition of inventory items and to simplify it somewhat. 

The advisory group would accomplish the same purpose through 
their new definition. 
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Item 14 is a recommendation in connection with section 752, per. ( 


taining to the allowance of losses to members of a partnership. We 


propose that if a partner owes a specific sum of money to a partner. 
ship, that should be taken into account in determining the tax basis 
of his interest in the partnership, and accordingly he might be allowed 
to take a larger share of losses which are allocated tohim. 
Under the present law, the partner will take account of liabilities 
of the partnership to third parties, but does not take account of his 


own liabilities to the partnership. The advisory group has seen the 


problem in the same way that we have, and they have adopted a similar 


proposal. 
roing on to section 761(a), we have proposed a modification of the 
provision relating to the election out of subchapter K with respect 


to certain investment partnerships and certain other groups which are , 


engaged in the extraction of property or the joint use of property, but 


which do not themselves have a net income. 


The present law permits an election out of the partnership provi- 
sions primarily for administrative reasons, since there is no significant 
tax difference: but under the present law, the consent of all members 
of the group must be obtained. 

There is considerable difficulty in getting the consent, sometimes, of 
all of the participants. The regulations have sought to deal with 
this by establishing a presumption, a presumption to the effect that 
if the partnership makes this election out, then unless a member comes 
in and objects within a certain number of days, the partnership will 
be deemed to have made the election; but we see possible difficulties 
in support of the regulations if the test should ever be made, and we 
fee] that it should be made clear that these groups, which are not 
deriving a net income, or whose net income can be attributed directly 
to the participants, should be automatically excluded from the part- 
nership rules unless they elect to be taxed as a partnership. This is 
purely an administrative matter, since the same tax effects occur, but 
In many cases they would rather handle their accounts individually, 
rather than asa partnership. 

Mr. Chairman, that summarizes our points very briefly. We appre 
ciate the opportunity to present these comments to you. 


STATEMENT OF JOSEPH P. DRISCOLL, CHAIRMAN OF THE PARTNERSHIP COMMITTEE, 
SECTION OF TAXATION, AMERICAN BAR ASSOCIATION 


Since the enactment of subchapter K in the 1954 code, the tax section of the 
American Bar Association has been intensively engaged in analysis of the provi- 
sions applicable to partners and partnerships. A total of 15 legislative recom- 
mendations have been adopted by the American Bar Association for amendment 
of subchapter K. We are pleased that this work has provided the basis for 
many of the recommendations of the advisory group. 

The American Bar Association proposals were directed to correcting defects, 
loopholes, and ambiguities in the existing statute. The advisory group has, in 
several areas, undertaken a more sweeping revision of the statutory pattern. 
The comments of individual members of the partnership committee on each of 
the advisory group’s recommendations have been submitted to the staff of the 
joint committee. 

The American Bar Association has approved and adopted the following legis 
lative proposals with respect to subchapter K. 


1. Section 702(c): Gross income of a partner 

The ABA proposed an amendment to section 702(c) to prevent the double 
inclusion of guaranteed payments in the gross income of a partner. The advis 
ory group adopted this proposal. 
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9. Section 103: Deduction of organizational erpenses of a partnership 
Under existing law expenses incurred in the organization of a partnership 
must be capitalized while expenses incurred in the formation of a corporation 
may be amortized by the corporation over a 60-month period. The ABA pro- 
that the organizational expenses of a partnership be deductible over a 
period of 60 months beginning with the month in which such expenses were paid 
or accrued. Partnership organizational expenses would include the cost of 
forming the partnership, the preparation or amendment of the partnership 
agreement. Partnership organizational expenses would include the cost of 
forming the partnership, the preparation or amendment of the partnership agree- 


ment, and agreements relating to the transfer or retirement of a partner's 
interest. The advisory group adopted this proposal. 


§. Section 106: Closing of partnership taxable year with respect to a decedent 
partner 

Bxisting law frequently creates a serious inequity upon the death of a part- 
ner. Under section 706 the partner’s share of income for the taxable year in 
which the death occurs is taxable to his estate. As a result it may be impos- 
sible to offset deductions and exemptions of the decedent for his last year 
against his share of income attributable to that period. The regulations have 
attempted to remedy this situation by providing that the partnership taxable 
year will close as to the decedent partner where there is an agreement for the 
sale of his interest as of the date of his death, but these provisions are inap- 
plicable or unsuitable in the great majority of cases. 

The ABA proposed that the partnership year should close with respect to the 
deceased partner as of the date of his death, but the executor could file an 
election to continue the partnership year. The advisory group adopted a similar 
legislative proposal. 


}. Section 708: Termination of a partnership upon sale of an interest of 50 
percent or more 

Under present law a partnership is considered as terminated if there is a sale 
or exchange of 50 percent or more of the total interest in partnership capital 
and profits in a 12-month period. On the other hand, the liquidation of the 
interest of a partner having an interest of 50 percent or more in the partner- 
ship does not result in termination of the partnership. The ABA proposed that 
the sale of such an interest, if made to other members of the partnership, 
should not cause a termination of the partnership for tax purposes. The ad- 
visory group adopted this proposal. 


5. Section 708(b): Termination of a partnership upon death or retirement of 
one member of a two-man partnership 

There is a problem under present law as to whether a partnership terminates 
where one member of a two-man partnership retires or dies and the survivor is 
obligated to make payments to the retiring partner or the successor. The regu- 
lations have attempted to deal with the problem but a specific statutory provi- 
sion is considered desirable. The ABA proposed to clarify the statute by pro- 
viding expressly that such a partnership shall be considered as continuing for 
tax purposes while payments are made which would qualify under section 736. 
The advisory group has not proposed an amendment to section 708, but its 
amendment to section 736 relating to successors to a partnership does cover the 
two-man partnership case. However, the advisory group proposal was appar- 
ently intended to cover other situations, such as successor proprietorships or 
corporations, not within the scope of the ABA proposal. 


6. Section 735(a): Character of gain or joss on disposition of distributed property 


There is a defect in the present statute in that it would appear to permit a 
donee who receives certain assets from a distributee partner to obtain capital 
gain treatment on the assets although the partner himself might have been 
subject to ordinary income tax. The ABA proposed that a donee (or any other 
person receiving property in a tax-free transaction) take the property with the 
same ordinary income characteristics as it had in the hands of the partner. 
The advisory group adopted this proposal. It has also proposed other amend- 
ments to section 735(a) not related to the ABA proposal. 
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7. Section 736(a): Payments to a retiring partner or to a deceased partner's 
successor in interest 

Section 736(a) provides generally that payments made to a retiring partner 
or a deceased partner’s successor in interest, exclusive of those payments made 
for an interest in partnership property as defined in section 736(b), shall be 
treated as income to the recipient and as deductible or excludible to the con- 
tinuing partners. This section provides desirable flexibility in arrangements 
involying the withdrawal or death of a partner. However, it sometimes produces 
complicated or unexpected results. 

The ABA proposed that section 736(a) should apply only to distributions made 
(1) in cash, and (2) over a period comprising more than one partnership taxable 
year. The limitation to cash distributions was to eliminate the complexities 
involved in applying section 736(a) to property distributions and the artificial 
gain or loss which may result in the case of property distributions. The removal 
of lump-sum distributions from section 736(a) was to avoid unexpected tax 
results as between the withdrawing partner and the continuing partners. How- 
ever, under the proposal the partners could by agreement waive both of these 
rules and apply section 736(a) rules in either or both situations if they so 
desired. 

The advisory group has adopted substantially similar proposals in both areas, 
It proposes that where distributions are made both in money and property the 
money shall first be considered as coming under section 736(a), unless the 
partners agree otherwise. It also provides that section 736(a) shall apply only 
to payments made over a period of more than 12 months, unless the partners 
agree otherwise. The advisory group has made other changes in section 736 
outside the scope of the ABA proposals. 


8. Section 753: Income with respect to a decedent 


It is possible that under the existing provisions unrealized receivables could 
obtain a stepup in basis upon the death of a partner. If the estate retains its 
interest in the partnership, it could be argued that the estate obtains an increased 
basis for its entire partnership interest including the value of such ordinary 
income assets and that the increase in basis may then, by an election under see- 
tion 755, be applied to the specific assets to prevent the realization of taxable 
income. On the other hand, such income would be taxable as income in respect 
of a decedent in the absence of a partnership or where section 736(a) payments 
are made to the estate. 

To close this loophole, the ABA proposed that no adjustment should be made 
to the basis of unrealized receivables upon the death of a partner and that income 
therefrom should be treated as income in respect of a decedent. The advisory 
group, in its amendments to section 753, generally reaches the same result by 
providing that ordinary income assets shall be treated as income in respect of a 
decedent whether or not the estate continues as a member of the partnership. 


9. Section 751(a): Sale of an interest in a collapsible partnership 


The ABA proposed clarification of the present provisions of section 751(a) 
relating to the sale or exchange of an interest in a collapsible partnership. The 
proposed changes would (1) clarify the method of determining a partner's tax 
basis with respect to specific properties of the partnership, (2) provide for deter- 
mination of profit or loss to the selling partner on the basis of the fair market 
value of the assets to the partnership, and (3) incorporate the rule of the regu- 
lations allowing a transferee to elect to apply his cost basis to specific partner- 
ship assets in computing gain or loss. 

The advisory group has adopted a different approach by proposing that section 
751(a) apply only to the net gain or loss upon the entire sale. Present law 
requires that gain or loss be determined separately with respect to capital assets 
and ordinary income assets. 


10. Section 751(b): Current distributions by collapsible partnerships 


Section 751(b) provides generally that in the case of non-pro-rata partnership 
distributions with respect to unrealized receivables or substantially appreciated 
inventory the partners shall be taxed as if they had sold an interest in the part- 
nership. This may result in an ordinary income tax. The purpose of the provi- 
sion was to prevent avoidance of the collapsible partnership rules relating to the 
sale of a partnership interest. However, the provisions of section 751(b) result 
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in consjderable complexity, particularly as to current partnership distributions. 
The ABA therefore proposed that section 751(b) should not apply to current 
Rerations, i.e., those which are not made in liquidation of a partner's interest. 

The advisory group adopted the ABA recommendations but proposed to extend 
the elimination of section 751(b) to liquidating distributions. 
11. Section 751(c) : Definition of unrealized receivables 

“Unrealized receivables” are defined in very broad terms in the present law 
to include rights to payments for services rendered or to be rendered, or goods 
delivered or to be delivered. The objection has been made that this definition 
which is intended to apply to ordinary income assets may well apply to capital 
assets of the partnership, such as going concern value or goodwill. The ABA 
proposal would eliminate from the definition of unrealized receivables, (1) 
rights to payment for services to be rendered in the future, and (2) rights to 
payment for the delivery of goods not then owned by the partnership. 

The advisory group has proposed elimination of the term “unrealized receiv- 
ables” and “inventory items” and the insertion of a new definition of section 751 
assets. Section 751(a) assets would generally constitute any assets the sale 
of which would result in ordinary income. The advisory group proposal would 
accomplish the purposes of the ABA recommendation. 


12. Section 751(d) (1): Substantially appreciated inventory 


Inventory is considered substantially appreciated for purposes of section 751 
only if the fair market value of all inventory items has increased by more than 
20 percent, and if the fair market value of such inventory items exceeds 10 
percent of the fair market value of partnership property other than cash. It 
has been pointed out that these limitations can be juggled by having the part- 
nership purchase additional nonappreciated inventory, by borrowing additional 
funds for the purchase of assets and in other ways. 

The ABA proposed to close these loopholes by providing (1) that the 20-percent 
appreciation test shall be applied only to those inventory items which have in- 
creased in value, and (2) that inventory items shall be considered as substan- 
tially appreciated if the gain attributable thereto exceeds 20 percent of the net 
fair market value of all partnership assets after reduction for partnership lia- 
bilities. The second proposal places the computation on a net worth basis in- 
stead of the gross assets test under present law. 

The advisory group proposed to require that the gain on section 751 assets 
should be taxable as ordinary income only if it exceeds $1,000 and exceeds 15 
percent of the net amount received upon the transfer of the partnership. The 
$1,000 exclusion is a new proposal. The 15 percent provision of the advisory 
group, like the ABA proposal, eliminates partnership liabilities in the determina- 
tion of whether the collapsible partnership rules should apply. 


13. Section 751(d) (2): Definition of inventory items 

The ABA proposed technical amendments to the definition of inventory items. 
Among other things, the proposals would exclude real or depreciable property 
used in the trade or business but held for a period of 6 months or less, and ac- 
counts or notes receivable acquired in the ordinary course of business. The 
amendment would also correct a defect in the statute where capital assets of 
the partnership are distributed to a person who is a dealer in such assets. 

As noted above, the advisory group has substituted a new definition of sec- 
tion 751 assets for “unrealized receivables” and “inventory items.” The tech- 
nical problems to which the ABA amendment is directed appear to have been 


' ¢liminated in the advisory group proposal. 


14. Section. 752: Deduction of partner's distributive share of losses 


Under section 704(d) law a partner may not deduct partnership losses in ex- 
cess of the tax basis of his partnership interest. The basis of his partnership 
interest is increased for his share of partnerhip liabilities but not for his liabil- 
ities to the partnership. The ABA proposed that a partner’s unconditional obli- 
gations to a partnership should be added to the basis for his partnership inter- 
est. With the increased basis, the partner might then be able to deduct a larger 
amount of losses allocated to him by the partnership. The advisory group 
adopted this proposal. 
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15, Section 761(a): Exclusion of certain organizations from partnership pro. 
visions 

The present law allows the Treasury to exclude from the definition of part. 
nership certain joint ventures where the income of the participants can be de 
termined without the computation of partnership income. However, this excly. 
sion can be made only with the election of all the members of the organization, 
Because of the difficulties of obtaining the consent of all the members, the ABA 
proposed that these organizations should be automatically excluded from the 
partnership provisions unless they elect to be taxed as a partnership. The ad- 
visory group adopted this proposal. 

I am very pleased to have had an opportunity to present the recommendations 
of the American Bar Association in the partnership area. We shall, of course, 
continue our efforts to find methods of simplifying and improving the law ap. 
plicable to partners and partnerships. 
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SUBTITLE A—INCOME TAXES 


CHAPTER 1—NORMAL TAXES AND SURTAXES 


Subchapter K. Partners and Partnerships. 


Part I. Determination of tax liability. 


1. GROSS INCOME OF A PARTNER 

Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to provide that in deter. 
mining the gross income of a taxpayer from a partnership of which he is a member, 
there shall be taken into account only the excess of his distributive share of the gross 
income of the partnership over any guaranteed payments from the partnership that 
are included in his gross income. 


Be it Further Resolved, That the Association propose that the result be achieved by 
amending section 702tc) of the Internal Revenue Code of 1954, effective for taxable 
years ending after the date of enactment; and 


Be it Further Resolved, That the Section of Taxation be directed to urge the fol- 
lowing amendment, or its equivalent, in the proper committees of Congress: 


That section 702(c) of the Internal Revenue Code of 1954 be amended to read as 
follows (insert new matter in italics) : 


“(c) GROSS INCOME OF A PARTNER.—In any case where it is necessary to 
determine the gross income of a partner for purposes of this title, such amount 
shall include the excess of his distributive share of the gross income of the 
partnership over any payments from the partnership that are included in the 
partner’s gross income under sections 707(c) and 61(a).” 


Explanation 

Section 702(c) provides that in any case where it is necessary to determine gross 
income of a partner, such amount shall include his distributive share of the gross 
income of the partnership. Section 707(c) provides that guaranteed payments of 
salary or interest to a partner shall be considered as made to one not a partner for 
certain limited purposes including determination of the partner’s gross income under 
section 61(a). Since guaranteed payments to a partner do not reduce the Laer 
gross income and consequently do not reduce the partner’s distributive share of 
income there will be a double inclusion in the partner’s gross income because of the 
overlap of guaranteed payments and his distributive share of gross income from the 
partnership. The proposed change in section 702(c) will prevent this unintended result. 


2. DEDUCTION OF ORGANIZATIONAL EXPENSES OF PARTNERSHIP 


Resolved, That the American Bar Association recommend to the Congress 
that the Internal Revenue Code of 1954 be amended to permit a partnership to 
amortize its organizational expenses over a period of 60 months; and 

Be It Further Resolved, That the Association propose that this result be 
achieved by amending section 703 of the 1954 Code; and 
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} Be It Further Resolved, That the Section of Taxation be directed to urge the 
 eaeing amendment, or its equivalent in purpose and effect, upon the proper 
committees of Congress. 

Section 703 of the Internal Revenue Code of 1954 is amended by redesignating 
the present subsection (b) as subsection (c) and adding a new subsection (b) 
reading as follows: 


(b) Depuction oF. OnGANIZATIONAL EXPENSES OF PARTNERSHIP.— 


(1) ALLowancr or Depuction.—A deduction, taken into aceount in the 
manner provided in paragraph (2), shall be allowed to the partnership for 
the organizational expenses (as defined in paragraph (3) of the partnership. 


(2) Pertop ror Wuicn Depuction 1s ALLOWABLE.—This deduction for 
organizational expenses vf the partnership shall be taken into account by 


the partnership— ; 
aber, (A) for a period of 60 months beginning with the month in which such 
TOSS erpenses were paid or accrued, and 
that (B) any organizational expenses not previously deductible by the part- 
nership shall be deductible by the partnership for its tazable year in which, 

d by or with which, the partnership is terminated in the manner described in 
able section 708(b). 
fol (3) DeFINiTION oF ORGANIZATIONAL ExpeNnses.—For purposes of this sub- 

section, the term “organizational expenses” includes any expenditure which 
: would be capitalizable but for this subsection and which is incident to— 

as 
(A) the creation of a new partnership, 

+t (B) the preparation of a partnership agreement for a partnership, 


A (C) the amendment of an existing partnership agreement, or 
the (D) the preparation or amendment of any agreement relating to the 
the transfer or retirement of an interest in a partnership. 


Esplanation 

' Under existing case law, the legal fees and other expenses incurred in the 
organization of a partnership are capital expenditures and cannot be deducted for 
of | income tax purposes, On the other hand, a corporation may under present law, 
for | deduct its organizational expenses over a period of five years. 


It is proposed to amend Section 703 by imsert a paragraph specifically 

\ permitting the organizational expenses of a partnership to be amortized over a 
period of 60 months after such expenses were paid or incurred. Any such 
amounts not previously deducted would be deductible by the partnership in 

the year of its termination, The term “organizational expenses” is 

broadly defined so as to include costs of preparing a partnership agreement for 
an ex'sting partnership or of revising or amending the partnership agreement. 


3. CLOSE OF THE TAXABLE YEAR OF A PARTNERSHIP WITH RESPECT 

TO A DECEASED PARTNER. 

Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to permit the executor 
or administrator of the estate of a deceased partner to elect whether the deceased 
partner’s share of partnership income to date of death shall be included in the 
decedent’s final return or whether the partnership year shall continue with respect to 
the deceased partner. 
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Be It Further Resolved, That the Association propose that the result be achieved by 
amending section 706(c) of the Internal Revenue Code of 1954, effective for taxably 
years ending after the date of enactment; and 


Be It Further Resolved, That the Section of Taxation be directed to urge the fo, 
lowing amendment, or its equivalent, in the proper committees of Congress: 


That section 706(c) of the Internal Revenue Code of 1954 be amended to read y 
follows (eliminate matter struck through; insert new matter in italics) : 


“(c) CLOSING OF PARTNERSHIP YEAR.— 


(1) GENERAL RULE.—Except in the case of a termination of a Partnership 
and except as provided in paragraphs (2) and ($) of this subsection, the taxably 
year of a partnership shall not close as the result of the death of a partner 
the entry of a new partner, the liquidation of a partner’s interest in the partner. 
ship, or the sale or exchange of a partner’s interest in the partnership. 


(2) DEATH OF A PARTNER.—Except as hereinafter provided in this parg. 
graph, the taxable year of the partnership shall close with reapect to a deceaga 
partner as of the date of death of such partner. The successor in interest of the 
deceased partner may file an election, in accordance with regulations prescribed 
by the Secretay or his delegate, not to close the taxable year of the partnership 
with respect to the deceased partner as of the date of his death, in which event 
nian year of the partiership shall close with respect to such deceased 


(A) at the close of the partnership taxable year if the interest of the de- 
ceased partner is not sold, exchanged or liquidated prior to that date, or 


(B) at whichever is the later of— 


(i) the date of sale, exchange or liquidation of the interest of the de 
ceased partner, or 


(ii) the day following the death of such partner. 


« (3) PARTNER WHO RETIRES OR SELLS INTEREST IN PART. 
NERSHIP.— 


(A) DISPOSITION OF ENTIRE INTEREST.—The taxable year of a 
partnership shall close (except as provided in paragraph (2) in the case ofa 
deceased partner )— 


(i) with respect to a partner who sells or exchanges his entire interest 
in a partnership, and 


(ii) with respect to a partner whose entire interest is liquidated, eneops 
that the taxable year of @ partnerchip with reepect to partner whe din 
shelt net close price 40 the ond of the pertnership's tenable year. 


Such partner’s distributive share of items described in section 702(a) for 
such year shall be determined, under regulations prescribed by the Secretary 
or his delegate, for the period ending with such sale, exchange, or liquidation. 


(B) DISPOSITION OF LESS THAN ENTIRE INTEREST.—The taxable 
year of a partnership shall not close (other than at the end of a partner- 
ship’s taxable year as determined under subsection (b)(1)) with respect tos 
partner who sells or exchanges less than his entire interest in the partner- 
ship or with respect to a partner whese interest is reduced, but such partner's 
distributive share of items described in section 702(a) shall be determined 
by taking into account his varying interests in the partnership during the 
taxable year.” 


Explanation 


Section 706(c) provides as a general rule that the taxable year of the partners. 
shall not close as the result of death of a partner, the entry of a new partner, 
the liquidation of a partner’s interest, or the sale or exchange of a partner’s interest 
The purpose of section 706(c) is to avoid a bunching of income in the year of a part 
ner’s death or in the event of certzin other changes in the membership of the firm 


The statutory provision goes further than is required. In the absence of a bunching 
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of income in the final return of the deceased partner, it may be desirable to close the 
taxable year of the partnership with respect to that partner and to permit his share 
partnership income to be reported in his final return. The deceased partner may 
pave deductions and exemptions which could be offset against his share of partnership 
if included in his final return and which may be lost if the partnership year 
does not end with respect to the deceased partner as of the date of his death. 
The regulations (§ 1.706-1(c) (3) (iv)) attempt to remedy this situation in part by 
ng that if there is an agreement for sale or exchange of a deceased partner's 
entire interest as of the date of his death, the taxable year of the partnership closes 
gs of that date. The regulations do not fully cure the situation and it appears that 
legislation is required. 
Under the proposed amendment to the statute, the general rule would be that the 
hip year closes with respect to a deceased partner as of the date of his death. 
This probably is the result that would be expected by the average taxpayer and it is 
for that reason that it is stated as the general rule. However, the executor or other 
successor in interest of the deceased partner may file an election to continue the tax- 
able year of the partnership with respect to the deceased partner. Further, if the 
interest of the deceased partner is sold or liquidated as of the date of his death, 
pursuant to a binding agreement, the taxable year of the partnership closes with 
respect to the deceased partner at whichever is the later of— 


(1) the date of sale, exchange or liquidation of the interest of the deceased part- 
ner, or 


(2) the day following the death of such partner. 


The general rule in section 706(c)(2) (A) of the present law is that the partner- 
ship taxable year closes with respect to a partner who sells or exchanges his entire 
interest or whose interest is liquidated. This could result in a bunching of income 
in the final return of a deceased partner if the partnership agreement provides for 
the sale or liquidation of his interest vursuant to a binding contract, as of the date 
of his death. There is no policy reason for closing of the partnership taxable year 
so as to require reporting of the deceased partner’s share of his income in his final 
return. Under the proposed amendment, if the successor in interest of the deceased 
partner so elects, the taxable year of the partnership will close with respect to a 
deceased partner on the day following his death, notwithstanding the sale or liquida- 
tion of his interest as of the date of his death. 


a 


4, TERMINATION OF A PARTNERSHIP UPON SALE OF AN INTEREST OF 
50 PERCENT OR MORE 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to provide that a part- 
nership is terminated by a sale or exchange of an interest of 50 percent or more in 
partnership profits only if such interest is sold to others than partners. 


Be It Further Resolved, That the Association propose that the result be achieved 
by amending section 708(b) (1) (B) of the Internal Revenue Code of 1954, effective 
for taxable years ending after the date of enactment; and 


Be It Further Resolved, That the Section of Taxation be directed to urge the fol- 
lowing amendment, or its equivalent, in the proper committees of 3 


That section 708(b) (1) (B) of the Internal Revenue Code of 1954 be amended to 
read as follows (eliminate matter struck through; insert new matter in italics) : 


“(B) within a 12-month period these ie @ sale or onchange there are sales or 
exchanges, to persons other than partners who have been members of the part- 
nership for a period of at least 12 months prior to such sales or exchanges, of 
6@ pereents or more totaling 50 percent or more of the total interest in partner- 
ship capital and profits.” 


Explanation 


Section 708(b) (1) (B) of the present statute provides that a partnership shall be 
considered as terminated if, within a 12-month period, there is a sale or exchange 
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of 50 percent or more of the total interest in partnership capital and profits. There , 


is no sound policy reason for terminating the partnership where the interest is sold 
to other members of the partnership, and such a result creates an artificial distinction 
between a sale of an interest to such partners and a retirement of a partne 
interest by distributions from the partnership in liquidation of that interest (§ 1.708.{ 
(b) (1) (ii) of the regulations), Accordingly, it is proposed that paragraph (B) of 
section 708(b) (1) be amended to restrict its application to a sale, or to cumulative 
sales over a period of 12 months, to others than partners. To prevent misuse of this 
sectio.1, the partners to whom the interest is sold must have been partners for at ' 


least 12 months. 


This amendment facilitate clarifeation of a point of interpretation 
under present law. The regulations ($ 1.708-1(b) (1) (ii)) state that the contribution 
of capital to a partnership does not constitute a sale cr exchange of a Partnershiy 
interest for the purpose of applying section 708(b). This is a correlative of the 
provision in the regulations that the liquidation of a partnership interest is nota 


sale or exchange for the purposes of section 108(b). Under the existing law both 


Provisions are justified as affording relief from the harsh statutory rule that the 
sale of a partnership interest to other members of the firm could cause a termination | 
of the partnership. The proposed amendment eliminates the necessity for providing 
this relief; Under the proposed new statutory rule, it would appear completely ap 
propriate for the Congressional committee reports to indicate that the Congress 
intended a liquidation of a partner’s interest or a contribution of capital by a new 
partner to be considered a sale or exchange for the purposes of section 708(b). 
The present law is confusing in that it speaks of “a sale or exchange” occurring 


“within a 12-month period”. Obviously a cumulative concept was intended so that 
if all sales or exchanges within the 12 months resulted in a total sale or exchange 


of 50 percent or more of the interest in capital and profits, the partnership would ) 


be terminated. Changes in the language of the present statute are proposed in order 
to clarify this concept. 


5. TERMINATION OF A PARTNERSHIP UPON DEATH OR RETIREMENT OF 
ONE MEMBER OF A TWO-MAN PARTNERSHIP 
Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenuc Code of 1954 be amended to permit a partnership 
composed of two persons to continue subsequent to the death or retirement of one 
partner, provided that during such period payments that qualify under section 736 
are made to the retiring partner or to the successor in interest of the deceased partner, 


Be It Further Resolved, That the Association propose that the result be achieved 
by amending section 708(b) of the Internal Revenue Code of 1954, effective for taxable 
years ending after the date of enactment; and 


Be It Further Resolved, That the Section of Taxation be directed to urge the fol- 


lowing amendment, or its equivalent, in the proper committees of Congress: 


That section 708(b) of the Internal Revenue Code of 1954 be amended to read as 
follows (eliminate matter struck through; insert new matter in italics): 
“(b) TERMINATION.— 
(1) GENERAL RULE.—¥er purposes of subsection torr Except as provided 
in paragraph (2), a partnership shall be considered as terminated only if— 

(A) no part of any business, financial operation, or venture of the part 
nership continues to be carried on by any of its partners in a partnership, or 

(B) [see Recommendation 24 for language of present statute and the / 

proposed amendment]. 
(2) SPECIAL RULES.— 

(A) TWO-MEMBER PARTNERSHIP.—If a retiring or deceased partner 
is a member of a partnership composed of two partners, the business, finan- 
cial operation or venture of the partnership shall be considered to be carried 
on in a partnership, for the purposes of subparagraph (1)(A), following his 
death or retirement, for such period of time as payments that qualify under : 
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scction 736 are made to the retiring partner or to the successor in interest of 


the deceased partner. 

¢4) (B) MERGER OR CONSOLIDATION.—In the case of the merger 
or consolidation of two or more partnerships; the resulting partnership shall, 
for purposes of this section, be considered the continuation of any merging 
or consolidating partnership whose members own an interest of more than 
50 percent in the capital and profits of the resulting partnership. 

«B) (C) DIVISION OF A PARTNERSHIP.—In the case of a division 


of a partnership into two or more partnerships, the resulting partnerships 


(other than any resulting partnership the members of which had an interest 


of 80 percent ox less in the capital and profits of the prior partnership) 


shall, for purposes of this section, be considered a continuation of the prior 


partnership.” 
Eeplanation 
Section 708(b) (1) (A) provides that a partnership shall be considered as ter- 
minated if no part of any business, Anancia) operation or venture is carried on by 


any of its partners “in a partnership”. This creates a difficult problem in the case 


Partnership where one retires Or dies with the result that the 
business is thereafter conducted by the survivor in a proprietorship form. The regula- 
tions attempt to solve the problem by providing (§ 1.736-1 (a) (6)) that if payments are 
made to a retiring or deceased partner which qualify under section 736, the part- 


nership is considered as continuing so long as such payments are made. Because the 


regulations may exceed the statutory authority, the proposed change would incorporate 
the rule in the statute. 


Part II. Contributions, distributions, and transfers. 


6. CHARACTER OF GAIN OR LOSS ON DISPOSITION OF DISTRIBUTED 
PROPERTY 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to provide that if a 
taxpayer who has received a distribution of property from the partnership gives or 
otherwise transfers such property in a transaction where the basis of the transferee is 
determined in whole or in part by reference to the basis of the distributee partner, 
the transferee shall likewise be subject to the provisions of section 735. 


Be It Further Resolved, That the Association propose that the result be achieved 
by amending section 735(a) of the Internal Revenue Code of 1954, effective for 
years ending after the date of enactment; and 


Be It Further Resolved, That the Section of Taxation be directed to urge the 
following amendments, or their equivalent, in the proper committees of Congress: 

That section 735(a) of the Internal Revenue Code of 1954 be amended to read as 
follows (eliminate matter struck through; insert mew matter in italics): 


UNREALIZED RECELABLES —Geoin or lose on the dicposition by 
distributes partner of unreaticed rescivebles (ae defined in ecction 


erchenge of preperty ether than @ capital 

(1) UNREALIZED RECEIVABLES.—If unrealized reccivables (as defined 
in section 751(c)), which previously were distributed by a partnership are sold 
or exchanged by the distributec partner, or by a person whose basis for such 
unrealized receivables is determined in whole or in part by reference to the basis 
in the hands of the distributee partner, the gain or loss on such disposition shall be 


erred gain or loss from the sale or exchange of property other than a capital 
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ether than @ capita: ascot 


(2) INVENTORY ITEMS.—If inventory items (as defined in 
751(d)(2)), which previously were distributed by a partnership, are sold o 
exchanged, within 5 years from the date of the distribution, by the distribute, 
partner, or by a person whose basis for such inventory items is determined i, 
whole or in part by reference to the basis in the hands of the distributee partner 
the gain or loss on such disposition shall be considered gain or loss on the sal 
of property other than a capital asset.” 


Explanation 

Section 735 provides in effect that if a partnership distributes unrealized receivable 
or inventory items to a partner, the gain or loss realized by that distributee partner 
upon a subsequent sale or exchange of such unrealized receivables or inventory item 
will be ordinary income. The section by its express language applies only to the gain 
or loss on the disposition of property “by a distributee partner”. Thus, if the statute 
is literally applied, a distributee partner could make a gift of the unrealized receivables 
or inventory items received by him as a distribution from a partnership, and the 
donee would escape application of the provisions of section 735. It is proposed that 
section 735(a) be amended to apply also to a sale or exchange of such unrealized 
receivables or inventory items by a taxpayer who acquired them from the distribute 
and whose basis for such property is determined by reference to the distributee’s basis, 


7. PAYMENTS TO A RETIRING PARTNER OR TO A DECEASED PARTNER'S 
SUCCESSOR IN INTEREST 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to provide that payments 
to a retiring partner or to the successor in interest of a deceased partner will qualify 
under section 736(a) only if either such payments are made in money and in more than 
one taxable year of the partnership, or the parties agree that such payments are 
to constitute section 736(a) payments. 


Be It Further Resolved, That the Association propose that the result be achieved 
by amending section 736(a) of the Internal Revenue Code of 1954, effective for 
taxable years ending after the date of enactment; and 


Be It Further Resolved, That the Section of Taxation be directed to urge the 
following amendment, or its equivalent, in the proper committees of Congress: 


That section 736(a) of the Internal Revenue Code of 1954 be amended to read as 
follows (eliminate matter struck through; insert new matter in italics): 


“(a) PAYMENTS CONSIDERED AS DISTRIBUTIVE SHARE OR GUAR. 
ANTEED PAYMENT.— 

(1) GENERAL RULE.—Payments made in liquidation of the interest of 

a retiring partner or a deceased partner shall, except as provided in sud 

section (b) and subject to the limitations of paragraph (2), be considered— 


4 (A) as a distributive share to the recipient of partnership income 
if the amount thereof is determined with regard to the income of th 
partnership, or 

( (B) as a guaranteed payment described in section 707(c) if the 
amount thercof is determined without regard to the income of 
partnership. 


(2) LIMITATION.—This subsection shall apply only if either— 


(A) the payments are made in money and consist of more than one 
payment made in more than one partnership taxable year, or 


(B) the agreement with respect to such payments provides that they 
are to constitute either a distributive share of partnership income or 6 


guaranteed payment described in section 707(¢).” 
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Explanation 


The proposed regulations (§ 1.736-a(2)) provided that payments qualifying under 
section 736(a) must be made in money and that such payments must be made in more 
than one taxable year of the partnership. The final regulations contain no such 
requirement, presumably because of the lack of statutory authority. The Committee 
considers that the statute should contain requirements, similar to those in the proposed 
regulations, in order to prevent unexpected and undesirable tax consequences. 


For example, the A-B-C partnership agreement provides for payment of $50,000 
for the interest of a deceased partner in the partnership. Payment is to be made 
in cash within 90 days after death. Liability for the payment is funded with life 
insurance. The partnership agreement makes no reference to a payment for a deceased 
partner’s interest in good will. Partner C dies and the continuing partnership of A 
and B makes the $50,000 payment to C’s executor in full retirement of C’s interest 
in the partnership. If it is later determined that the fair market value of C’s interest 
in partnership property (exclusive of good will) was $30,000, C’s estate would have 
ordinary income of $20,000, representing a payment under section 736(a). The taxable 
income of A and B would be reduced by $20,000, a fact that might influence their 
ideas with respect to the valuation of C’s interest in the partnership property. 


If there is a lump sum payment for the interest of a retiring partner or deceased 
partner, or if the interest is retired by a distribution of property other than money, 
it is probably the usual intention of the parties that the transaction be considered a 
capital transaction rather than an income distribution. Accordingly, it is proposed 
to amend section 736(a) by adding a new paragraph (2) dealing with limitations on 
the treatment of a payment as a distribution of income or a guaranteed payment. 
Under the first limitation, the payment must be made in money and payments must 
be made in more than one taxable year of the partnership. 


However, if the parties clearly intend a lump sum payment or 4 distribution of 
property other than money to be a distribution of income, and assuming it otherwise 
qualifies, there is no apparent policy reason why such payment or distribution should 
not be treated as a section 736(a) payment. Accordingly, in paragraph (2) there is 
an alternative limitation that would recognize & lump sum payment or a distribution 
of property as a section 736(a) payment if the parties so agree, and if the payment 
or distribution otherwise falls within section 736(a). Regulations to be prescribed 
by the Secretary or his delegate will specify what evidence is required of the existence 
of such an agreement. 


8." INCOME WITH RESPECT TO A DECEASED PARTNER 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to provide that no 
adjustment may be made under section 743(b) to the basis of unrealized receivables 
of the partnership as the result of death of a partner; that section 753 be broadened in 
its definition of income in respect of a decedent in the case of a deceased member of 
a partnership; and that section 1014(c) be amended with respect to basis of a deceased 
partner’s interest in a partnership which has unrealized receivables. 


Be It Further Resolved, That the Association propose that the result be achieved 
by amending sections 743(b), 753 and 1014(c) of the Internal Revenue Code of 1954, 
effective for taxable years ending after the date of enactment; and 

Be It Further Resolved, That the Section of Taxation be directed to urge the 
following amendments, or their equivalent, in the proper committees of Congress: 


That Section 743(b) of the Internal Revenue Code of 1954 be amended to read as 
follows (eliminate matter struck through; insert new matter in italics) : 


* Also includes conforming amendment under Subchapter O, Part II, “Basis Rules of General Appli- 


cation.” 
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“(b) ADJUSTMENT TO BASIS OF PARTNERSHIP PROPERTY.— 


(1) GENERAL RULE.—In the case of a transfer of an interest in a partner. 
ship by sale oi exchange or upon the death of a partner, a partnership with. 
respect to which the election provided in section 754 is in effect shall— 


4} (A) increase the adjusted basis of the partnership property by the” 


excess of the basis to the transferee partner of his interest in the partnership 
over his proportionate share of the’ adjusted basis of the partnership 


property, or 


4%) (B) decrease the adjusted basis of the partnership property by the : 


excess of the transferee partner’s proportionate share of the adjusted basis 
of the partnership property over the basis of his interest in the partnership, 


Under regulations prescribed by the Secretary or his delegate, such increase or 
decrease shall constitute an adjustment to the basis of partnership property with 
respect to the transferee partner only. A partner's proportionate share of the 
adjusted basis of partnership property shall be determined in accordance with his 
interest in partnership capital and, in the case of an agreement described in section 


704(c) (2) (relating to effect of partnership agreement on contributed property), — 


such share shall be determined by taking such agreement into account. In the case 


of an adjustment under this subsection to the basis of partnership property 


subject to depletion, any depletion allowable shall be determined separately for 
the transferee partner with respect to his interest in such property. 


(2) EXCEPTION.—No adjustment to basis ehall be made with respect to” 


unrealized receivables, as defined in section 751(¢), in the case of a transfer of 
a@ partnership interest upon death of a partner.” / 


That section 753 of the Internal Revenue Code of 1954 be amended to read as follows 


(eliminate the matter struck through; insert new matter. in italics) : 


“SEC. 753. PARTNER RECEIVING INCOME IN RESPECT OF DECEDENT. 


The amount ineludible in the grese income of @ successor in interest of « 
deecaced partger under section shai ve considered income in respect of 
decedent under 64+ 


In the case of a deceased partner, the following amounts shall be considered 
income in respect of a decedent under section 691: 


(1) the amount includible in the gross income of a successor in interest 
of such deceased partner under section 736(a); and 


(2) the interest of the deceased partner, as of the date of hie death, in 
unrealized receivables (as defined in section 751 (c)), to the extent not 
already included in subparagraph (1).” 
That section 1014(c) of the Internal Revenue Code of 1954 be amended to read as 
follows (insert new matter in italics) : 


“(C) PROPERTY REPRESENTING INCOME IN RESPECT OF A DECE- 
DENT.—This section shall not apply to property which constitutes a right to re- 
ceive an item of income in respect of a decedent under section 691. In the case of @ 
deceased partner, the basis of his partnerchip interest shall be the amount de- 
termined under subsection (a) reduced by the value, at the applicable valuation 
date, of the amount, if any, which, under the provisions of section 758, is considered 
income in respect of such deceased partner.” 


Explanation 


It is very possible that the present statutory provisions could be interpreted 30 
that @ successor in interest of a deceased partner is entitled to an adjustment to 
basis of unrealized receivables of the partnership under section 743(b), assuming & 
proper election is made under section 754. There is nothing in section 743(b) that 
specifically denies the right to adjust basis of unrealized receivables in the cese of 3 
transmission of a partnership interest upon death of a partner. The fact that section 
7153 is restricted to payments qualifying under section 736(a) tends to indicate the 
oe any limitation on the adjustment to basis of unrealized receivables of & 
partnership. 
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Assume that the A-B-C partnership has unrealized receivables of $30,000 at the 
time of A’s death. If the partnership makes payments to A's successor in interest for 
his interest in the partnership, section 736(b) (2) (A) requires that the payments 
for A’s $10,000 interest in unrealized receivables shali be treated as payments under 
section 736(a). Section 753 defines such payments as “income in respect of a decedent”. 
The payments in retirement of A’s interest in the unrealized receivables are ordinary 
income to A's successor in interest and reduce the partnership income taxable to B 
and C. If, however, the partnership should file an election under section 754 to 
adjust basis of partnership property, pursuant to section 743(b), to reflect the trans- 
mission of the partnership interest to A’s heirs, then A’s successor in interest could 
claim that under section 743 (b) there should be a $10,000 adjustment to basis of 
unrealized receivables. This adjustment would be confined in its effect to A’s suc- 
cessor in interest. Thus, by continuing the partnership and filing the election under 
section 754, A’s successor in interest completely avoids the realization of taxable 
income with respect to A’s interest in unrealized receivables as of the date of his 
death. B and C would be willing to go along because they are taxed on $20,000 of 
ordinary income either way. 

If the adjustment to basis under section 743(b) can be made to unrealized receiv- 
ables of the partnership, A’s successor in interest could also avoid the realization of 
income with respect to A’s share of unrealized receivables through a sale or exchange 
of A’s partnership interest. Section 751(a) would still be applicable, but there would 
be no taxable gain attributable to the sale of A’s interest in the unrealized receivables. 


To close these loopholes in the statute, section 743(b) should be amended to provide 
specifically that no adjustment may be made to the basis of unrealized receivables upon 
the death of a partner. Section 753 should be broadened so that such unrealized re- 
ceivables fall within the definition of income in respect of a decedent. Section 1014(c) 
should be amended to make it abundantly clear that the amount which is considered 
income in respect of a decedent under sections 753 and 691 is not included in the 
basis of the partnership interest of a deceased partner. 


9, SALE OR EXCHANGE OF AN INTEREST IN A PARTNERSHIP 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to provide that in the 
case of a sale or exchange of a partnership interest, the gain or loss of the transferor 
partner attributable to unrealized receivables and to substantially appreciated inven- 
tory shall be determined as chough the partnership had sold the unrealized receiv- 
ables or appreciated inventory and the transferor partner shall be taxed on his 
— share of the gain attributable to the unrealized receivables or apprecia 

tory. 


Be It Further Resolved, That the Association propose that the result be achieved by 
amending section 751(a) of the Internal Revenue Code of 1954, effective for taxable 
years ending after the date of enactment; and 


Be It Further Resolved, That the Section of Taxation be directed to urge the 
amendment, or its equivalent, in the proper committees of Congress: 


That section 751(a) of the Internal Revenue Code of 1954 be amended to read as 
follows (eliminate matter struck through, insert new matter in italics) : 


“(a) SALE OR EXCHANGE OF INTEREST IN PARTNERSHIP.—Phe 
of any money, or the faie merket value of eny property, received by 
tweneterer peniner im onchange ler eli a pert of des im the partner 
atinbutable 
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(1) Upon a sale or exchange of all or a part of a partner's interest in the 
partnership, the gain or loss attributable to the sale or exchange of all or a 
part of his intercst in the partnership's section 751 property, as defined in 
paragraph (4), shall be considered as en ameunt gain or loss realized from the 
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sale or exchange of property o:her than a capital asset. 


(2) The amount f ga‘n or loss attributable to the sale of all or a pan 
of a partner's interest in the partnership's section 751 property shall be th 
difference between the transferor partner's distributive shares 


(A) immediately before the sale or exchange of all or a part of his 
partnership interest, and 


(B) immediately after such sale or exchange, 


in the profit or loss the partnership would have realized had it sold th 
section 751 property for its fair markct value on the date of the sale 
exchange of the partnership interest. ‘ 


(3) If the interest in the partnership that is sold or exchanged wag ar. 


quired by the transferor, in whole or in part, within 2 years prior to euch. 


sale or exchange and if the election under section 754 was not in effect with 
respect to such vrior transfer, the transferor partner may elect, in accord. 
ance with regulations issued by the Secretary or his delegate, to determine, 
pursuant to paragraph (2), his gain or loss attributable to the sale of hy 
interest in partnership property as if the adjustment to basis of partnership 
property provided in section 743(b) were in effect with respect to euch 
prior transfer. 


(4) For the purposes of this section the term “section 751 property” mean 
unrealized receivables of the partnership, as defined in section 751(c), and 
inventory items of the partnership which have appreciated substantially ix 
value, as defined in section 751(d).” 


Explanation 


Section 751(a) provides in effect that an allocation shall be made of a portion of 
the sales price of a partnership interest to unrealized receivables or substantially appre- 
ciated inventory. The regulations (§ 1.751-1(a) (2)) require that basis of the interest 
sold in the section 751 property shall be determined as though such property had been 
distributed to the transferor partner immediately prior to the sale or exchange of his 
interest in a pro rata distribution. This formula for determining gain or loss on sale 
of a partnership interest allocable to unrealized receivables or appreciated inventory 
items is extremely complicated in practical application. 


It is recommended that section 751(a) be amended in several particulars. In 
order to facilitate the legislative language, it is proposed that there be a definition of 
the term “section 751 property”. The regulations at §1.751-1(a)(1) adopt this ap- 
proach and define section 751 property as including unrealized receivables and sub- 
stantially appreciated inventory items. This de“nition is found in section 751 (a) (4), 
as proposed to be amended. 


It is also proposed that section 751(a) be amended to provide that the gain or loss 
of the selling partner attributable to the sale or exchange of his interest in section 
751 property shall be determined as though the partnership had sold such section 751 
property at market value. It is contemplated that the actual sales price of the 
partnership interest will be used in determining the sales price at market value, 
This would prevent the use of a theoretical market value of the section 751 property 
that does not take into account the valuation used by the partics in fixing the sales 
price of the partnership interest. The proposed statutory amendment is designed to 
also cover the situation where a partner sells less than his entire interest in the 
partnership. 

Section 751(a) does not provide for the sale or exchange of an interest in & 
partnership having section 751 property where the transferor partner acquired his 
interest by a transfer within 2 year prior to the date of such sale or exchange but the 
election under section 754 is not in effect. The regulations at § 1.751-1(2) attempt 
to cover this situation by providing that the transferor partner’s basis of the section 
151 property “shall be an amount equal to the basis such property would have had 
under section 732 (including subsection (d) thereof) if the selling partner had 
received his share of such property in a current distribution made imniediately before 
the sale.” By bringing into account the section 732(d) adjustment, the regulations 
do achieve the effect of the adjustment to basis of partnership property under section 
743(b) that would have been made had the election under section 754 been in effect 
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Paragraph (3) of section 751(a), as proposed to be amended, incorporates a provision 
that corresponds to the relief afforded by section 732(d). 


10. CERTAIN DISTRIBUTIONS TREATED AS SALES OR EXCHANGES 


Resolved, That the Amcrican Bar Association recommend to the Congress that 
the Internal Revenue Code of 1954 be amended to provide that section 751(b), 
dealing with certain distributions which are treated as sales or exchanges, shall 
not apply unless the distribution is in complete liquidation of a partner’s interest; 
and 

Be It Further Resolved, That the Association propose that this result be 
achieved by amending section 751(b) of the 1954 Code; and 

Be It Further Resolved, That the Section of Taxation be directed to urge the 
following amendment, or its cquivalent in purpose and effect, upon the proper 
committees of Congress. 


Section 751(b)(2) of the Internul Revenue Code of 1954 is amended to read 
as follows (climinate matter struck through; insert new matter in italics) : 


(2) Excerrions—Paragraph (1) shall not apply to— 


(A) a distribution of property which the distributee contributed to the 
partnership, -or- 

(B) payments, described in section 736(a), to a retiring partner or suc- 
cessor in interest of a deceased partner, or 

(C) a distribution which is not in liquidation of a partner's interest and 
is not one of a series of distributions in complete liquidation of a partner's 
interest pursuant to a plan to retire said interest. 


Ezplanation 


Section 751 deals with the problem of the “collapsible partnership.” If a partnership 
has Sec. 751 property (i.e., unrealized receivables or substantially appreciated inven- 
tory), part of the gain realized upon sale of a partnership interest is attributed to the 
8ec. 751 property and is taxed as ordinary income. If the partnership distributes prop- 
erty to the partners, and if the result of the distribution is to change the interests of 
the partners in the Sec. 751 property, Sec. 751(b) provides for recognition of gain or 
losa to the partners on the theory that there has been an exchange of an interest in the 
Sec. 751 property for an increased interest in other partnership assets. The application 
of See. 751(b) to a distribution that does not compietely retire the interest of a partner 
creates complexities and possible traps for the unwary, especially in the case of a cur- 
rent distribution of cash or property. Other provisions of the statute adequately protect 
the revenues where there is a distribution that does not completely retire a partner’s 
interest. The proposed amendment to Sec. 751(b) would confine its application to those 
distributions which are made in the complete retirement of a partner’s interest. 


ll. DEFINITION OF UNREALIZED RECEIVABLES 


Resolved, That the American Bar Association recommend to the Congress that 
the Internal Revenue Code of 1954 be amended to limit the definition of un- 
realized ‘receivables so as to avoid treating the value of partnership good will as 
an unrealized receivable; and 

Be It Further Resolved, That the Association propose that this result be 
achieved by amending section 751(c) of the 1954 Code,, effective for taxable 
years ending after the date of the enactment; and 

Be It Further Resolved, That the Section of Taxation be directed to urge the 
following amendment, or its equivalent in purpose and effect, upon the proper 
committees of Congress. 
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Section 751(c) of the Internal Revenue Code of 1954 is amended to ready 
follows (eliminate matter struck through; insert new matter in italics) : 


(c) UNREALIzED RECEIVABLES.— 


(1) GENERAL Rute.—For purposes of this subchapter, the term “unrealized 
receivables” 4neludes- means the value, at the time of the sale, exchange, or 
distribution, of a right to payment for services or for inventory items, as 
defined tn section 751(d)(2), to the extent that such value was not previ. 
ously includible in income of the partners under the method of accounting 
used by the parternship, and to the extent that such value exceeds the 
partner’s basis for the right or item for which the right is receivable. 


(2) Limitations.—In the case of a right to future payment for uncom. 
pleted services, the value of the right shall not exceed the value of the 
services rendered prior to the time of the sale, exchange, or distribution, 
In the case of a right to payment for undelivered inventory items, the value 
of the right shall be includible only to the extent that the right is attribute 
ble to items owned by the partnership at the time of the sale, exchange, or 
distribution, without reduction by the value of such ttems. 


Explanation 


Section 751(c) defines “unrealized receivables” ax including the right to payment for 
services to be rendered or for goods to be delivered in the future. The concept of “un 
realized receivables” is significant in determining the ordinary income realized upon sak 
of a partnership interest (Sec. 751(a)) or upon certain distributions by a partnership 
(Sec. 751 (b)). 

The present definition of “unrealized receivables” is broad enough to include the vale 
of rights to payment under uncompleted long-term contracts. which are generally con 
sidered to be part of the good will of the business. For example, a partnership service 
ing television sets might be required to treat the value of its right to compensation for 
services to be rendered two years in the future under a long-term contract as an w© 
realized receivable. 

Furthermore, the present provision might be considered to include orders for the de 
livery at a future date of inventory items not yet acquired by the partnership. Such 
orders for future deliveries represent part of the going concern value of the busines 
and should not be treated as an unrealized receivable. 

The proposed amendment would limit the concept of unrealized receivables in two 
respects. It would exclude from the definition of unrealized receivables rights to pay- 
ments for services to be rendered in the future, and rights to payment for the delivery 
of goods not then owned by the partnerships. 


12. DEFINITION OF SUBSTANTIALLY APPRECIATED INVENTORY 


Resol That the American Bar Association recommend to the Congress that the 
fn the Internal Revenue Code of 1954 be amended to provide that inven- 
tory items will be considered to have appreciated substantially in value only if (1) 
such appreciation is more than 20 percent of the appreciation in value of all partner- 
ship properties that have appreciated in value, and (2) the fair market value of the 
inventory exceeds 120 percent of the total net worth of the partnership determined by 
using fair market values for partnership properties. 


Be It Further Resolved, That the Association propose that the result be achieved 
by amending section 751(d)(1) of the Internal Revenue Code of 1954, effective for 
taxable years ending after the date of enactment; and 


22 
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Be It Further Resolved, That the Section of Taxation be directed to urge the follow- 
ing amendment, or its equivalent, in the proper committees of Congress: 


That section 751(d)(1) of the Internal Revenue Code of 1954 be amended to read as 
follows (eliminate matter struck through; insert new matter in italics) : 


“(1) SUBSTANTIAL APPRECIATION.—Inventory items of the partnership 
shall be considered to have appreciated substantially in value if 4hete dete market 


of he 40 tbe partnership of such property, 


46 percent of she foie market value of at perinerehip property, othee 
than money. 

(A) the excess of the fair market value over the adjusted basie to the 
partnership of inventory items of the partnership exceeds 20 percent of the 
difference between the total fair market value and the total adjusted basis 
to the partnership of all partnership properties whose fair market value 
exceeds their adjusted basis to the partnership, and 


(L) the fair market value of inventory items of the partnership exceeds 
20 percent of the difference between 


(i) the fair market value of all partnership property and 
(ii) the total liabilities of the partnership.” 


Explanation 


Substantially appreciated inventory items are defined in the present statute as 
inventory items the value of which exceeds 120 percent of the partnership's adjusted 
basis of such property and 10 percent of the fair market value of all partnership 
property other than money. It is possible to avoid the 120 percent test by planned 
action, such as causing the partnership to purchase additional inventory having a 
market value no greater than cost. It is also possible to avoid the 10 percent test by 
causing the partnership to use its cash to purchase securities, or to borrow money to 
purchase securities, or to otherwise “juggle” assets and liabilities. 

To make the test of substantial appreciation more meaningful and less vulnerable 
to planned tax avoidance, it is proposed that substantially appreciated inventory be de- 
termined by a comparison between the appreciation in value of the partnership's 
inventory and the total appreciation in value of all of the partnership's property, 
whose fair market value exceeds adjusted basis. Thus, assume a partnership had 
inventory with a fair market value of $35,000 and an adjusted basis to the partner- 
ship of $20,000. The excess of fair market value over basis is $15,000. The partner- 
ship also has properties X and Y with basis and fair market values as follows: 


Adjusted Fair Market 
Basis Value 
Property X $ 50,000 $140,000 
Property Y 80,000 30,000 
Total $130,000 $170,000 


For the two items the total excess of fair market value over adjusted basis is $40,000. 
However, the excess of fair market value over adjusted basis with respect to Property 
X is $90,000. Under the proposed amendment, Property X would be considered in 
the measure of whether the inventory was substantially appreciated. Property Y 
would be omitted from consideration. The computation would be as follows: 
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Excess of Market 
Market Adjusted Value Over 


Value Basis Adjusted Basis 
Inventory $35,000 $20,000 $15,000 
Property X 140,000 50,000 90,000 
Property Y 30,000 80,000 mags 
Total $105,000 
Ratio to total of excess of market value 14% 


The excess of market value over adjusted basis of inventory is less than 20 percent 
of the total appreciation (i.e., excess of market value over adjusted basis of partner- 
ship property) of those partnership properties that reflect an appreciation in value. 
Consequently, the inventory, in this example, is not substantially appreciated in value. 

In addition to the inventory being substantially appreciated under the foregoing 
test, it also must have a market value that exceeds 120 percent of _the excess of the 
market value of all partnership property over the partnership liabilities. This is to 
avoid the problems of fragmentation where the appreciation in value of partnership 
property is insignificant in comparison with the total net worth, at market value, of 
the partnership. The measure is made the excess of market value of partnership 
property over partnership liabilities, rather than merely the market value of 
partnership property as in the present law, so as to eliminate obvious opportunities 
of increasing the partnership’s property through borrowings. 


13. DEFINITION OF INVENTORY ITEMS. 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 bé amended to redefine inventory 
items for the purposes of section 751. 


Be It Further Resolved, That the Association propose that the result be achieved 
by amending section 751(d)(2) of the Internal Revenue Code of 1954, effective for 
taxable years ending after the date of enactment; and 


Be It Further Resolved, That the Section of Taxation be directed to urge the fol- 
lowing amendment, or its equivalent, in the proper committees of Congress: 


That section 751(d)(2) of the Internal Revenue Code of 1954 be amended to read 
as follows (eliminate matter struck through; insert new matter in italics): 


(2) INVENTORY ITEMS.—For purpose of this subchapter the term “inven- 
tory items” means— 


(A) property of the partnership of the kind described in sections 1221(1), 
1221(3) and 1221(5), and 


(B) any other property of the partnership whieh, on sale ov onchange oy 
the partnership, would be considered property ether then @& capital anced 
and other than property deseribed in $334, and with respect to which 
the amount realized on a sale or exchange by the partnership would be con- 
sidered as an amount realized from the sale or exchange of property other 
than a capital asset, provided that the following properties shall be excluded 
from the definition of inventory items: 


(i) accounts or notes receivable acquired in the ordinary course of 
trade or business for services rendered or from the sale of property 
described in section 1221(1), 


(ii) property described in section 1231, and 


(iti) property held for a period of 6 months or less which is used by 
the partnership in its trade cr business, of a character which is subject 
to the allowance of depreciation provided in section 167, or real property 
used in the partnership's trade or business. 


(C) any other property held by the partnership which, if held by the 
selling or distributee partner, would be considered property of the type 
described in subparagraph (A) or (B). Jn determining what constitutes 
inventory items for the purpose of applying scction 751(b), this subparagraph 
shall apply only with respect to property owned by the partnership after the 
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distribution is made and with respect to which property the distributee 
partner has relinquished or reduced his interest in exchange Jor property 


distributed to him.” 


Explanation 
Section 751(d) (2)(B) of the present statute includes in the definition of inventory 
items any other property which on sale or exchange by the partnership “would be 
considered property other than a capital asset and other than property described in 
rection 1231". This definition probably is considerably broader than the Congress real- 
ized. Among the items which are not capita) assets and not property described in section 
1231 (and consequently would be inventory items) are— 


(1) Real property or depreciable property used in the trade or business but which 
has been held for a period of six months or less (section 1221(2)), and 


(2) Accounts or notes receivable acquired in the ordinary course of trade or 
business for services rendered or from the sale of inventory (section 1221(4)). 
This would include accounts receivable of an accrual basis partnership even 
though the amount realized on sale of goods or for services rendered has 
been included in the partnership’s taxable income. 


The inclusion of these items in inventory gives a distorted result which may work to 
the detriment of either the Treasury Department or the taxpayer. It is proposed to 
amend section 751(d) (2) (B) so as to specifically exclude from classification as inven- 
tory items accounts or notes receivable acquired in the ordinary course of trade or 
business, section 1231 property and real property, or depreciable property used in the 
trade or business of the partnership but which has been held for a period of 6 
monthr or less. 


It will be noted that the proposed statutory language refers to property “with 
respect to which the amount realized on a sale or exchange by the partnership would 
be considered as an amount realized from the sale or exchange of property other than 
a capital asset.” This language was designed with the thought of preventing the 
contribution to a partnership of section 306 stock or of stock in a collapsible corpora- 
tion (section 341). Under the present statute, it might be possible to argue that 
such stock is not inventory as defined in section 751(d) (2) (B). It is believed that the 
suggested language is broad enough to include section 306 stock or stock of a 
collapsible corporation in the definition of inventory. 


Under section 751(d)(2)(C) of the present law, inventory items also include 
property which may not be held as inventory or for sale in the ordinary course of the 
partnership business but which would be so held if owned by the selling partner or 
the distributee partner, Presumably this provision is intended to prevent dealers in 
real estate avoiding ordinary income consequences by participating in partnerships 
which hold real property for investment purposes. 

However, in the case of a distribution of partnership property to which section 
151(b} applies, section 751(d)(2)(C) may have unexpected and unfair consequences 
to some partners. For example, the A-B-C partnership holds real property which is 
a capital asset of the partnership. The partnership has no property other than the 
real estate and cash. If the real estate is distributed to A, who is not a dealer in real 
estate, it would not be an inventory item of the partnership and consequently section 
751(b) would not be applicable. However, if the real estate is distributed to C, who 
is a dealer in real estate, it would be an inventory item under section 751(d) (2) (C), 
of the present statute. If the real estate had substantially appreciated in value, 
A and B would realize ordinary income under section 751(b), to the extent of their 
shares of the appreciation, as a result of the distribution of the property to C. 


The proposed change in the statute would result in classifying property as inven- 
tory, by reference to its status if held by the distributee partner, only as to property 
owned by the partnership after the distribution. If property is distributed, the 
distributee partner, in effect, has reduced his interest and hence sold or exchanged his 
interest in the property remaining in the partnership. He realizes ordinary gain or 
loss if such property, in which he has relinquished or reduced his interest, would be 
inventory if held by him. On the other hand, if the property in question were dis- 
tributed to such partner, so that the remaining partners are in effect selling or 
exchanging their interests in such property, the continuing partners only realize 
capital gain or loss since it is a capital asset to them. 
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14. LIMITATION ON PARTNER’S DISTRIBUTIVE SHARE OF LOSSES. 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 limiting the allowance of the share 
of a partner’s losses in excess of the adjusted basis of such partner’s partne 
interest be amended to permit the allowance of such share of such losses where the 
partner is unconditionally obligated to the partnership therefor. 


Be It Further Resolved, That the Association propose that the result be achieved 
by amending subsections (a) and (b) of section 752 of the Internal Revenue Code of 
1954, effective for taxable years ending after the date of enactment; and 


Be It Further Resolved, That the Section of Taxation be directed to urge the fol. 
lowing amendments, or their equivalent, in the proper committees of Congress; 


That subsections (a) and (b) of section 752 of the Internal Revenue Code of 
1954 be amended to read as follows (insert new matters in italics) : 


“(a) INCREASE IN PARTNER'S LIABILITIES.—Any increase in a partner’s share of 
the liabilities of a partnership, or any increase in a partner's individual liabilities 
by reason of the assumption by such partner of partnership liabilities, or any in. 
crease in a partner's liability to the partnership, shall be considered as 4 con- 
tribution of money by such partner to the partnership. 


(b) DECREASE IN PARTNER’S LIABILITIES.—Any decrease in a partner's share of 
the liabilities of a partnership, or any decrease in a partner’s individual liabilities 
by reason of the assumption by the partnership of such individual liabilities, 
or any decrease in a partner's liability to the partnership, shall be considered as 
a distribution of money to the partner by the partnership.” pi 


Explanation 


Under the present provisions of section 704(d), the excess of a partner’s share of 
losses over the adjusted basis of his partnership interest is deductible only in the year 
in which such excess is repaid to the partnership. In determining his adjusted basis, 
any increase in his share of liabilities to third parties is taken into account so the 
partner may deduct his share of a partnership loss to the extent he becomes liable to 
partnership creditors. However, no logical distinction can be drawn between a liability 
of a partner to the partnership and a share of liabilities of the partnership to third 
parties. 

The proposed change would permit a partncr to deduct in the year of the loss his 
full share of partnership losses although in excess of the basis of his partnership 
interest if he is obligated to repay his share of such losses. As a matter of drafting 
convenience, the liability to repay his share of losses is referred to as a liability to the 
partnership. However, it is intended that the same result will obtain where the 
liability to repay is to the other partners or to some of them, rather than directly 
to the partnership. The interests of the revenue are amply protected against the subse- 
quent forgiveness of a partner’s obligations to the partnership by other provisions of 
the Code which tax the amount of such forgiveness as income. 


The proposed change will not permit losses to be allowed to a partner in excess of 
the basis of his partnership interest where he is obligated to repay such losses on & 
conditional basis only (e.g., out of future profits) since, in these circumstances, the 
amount of the partner’s loss, if any, has not been finally fixed. 

Upon its passage by the House of Representatives, H. R. 8300 (subsequently enacted, 
with amendments as the Internal Revenue Code of 1954) contained a provision which 
would have accomplished the result here recommended. This provision was, however, 
stricken from the bill by the Senate Finance Committee without explanation. 


Part III. Definitions. 


15. EXCLUSION OF CERTAIN UNINCORPORA 
PARTNERSHIP PROVISIONS. TED ORGANIZATIONS FROM 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to permit the Secretary 
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or his delegate to exclude from treatment as partnerships certain unincorporated 
organizations, other than those organizations that elect to be treated as partnerships, 
without any requirement that all of the members must elect such treatment. 

Be It Further Resolved, That the Association propose that the result be achieved by 


amending section 761 of the Internal Revenue Code of 1954, i 
of Subchapter K thereof, and . as of the effective date 


Be It Further Resolved, That the Section of Taxation be directed to urge the follow- 
ing amendments, or their equivalent, in the proper committees of Congress: 


That section 761 of the Internal Revenue Code of 1954 be amended to read as follows 
(eliminate the matter struck through; insert new matter in italics) : 


“(a) PARTNERSHIP.— 


(1) General Rule. For purposes of this subtitle, the term ‘partnership’ in- 
cludes a syndicate, group, pool, joint venture, or other unincorporated 
organization through or by means of which any business, financial oper- 
ation, or venture is carried on, and which is not, within the meaning 
of this title, a corporation or a trust or estate. 

(2) Organizations Excluded by Regulations. Unless an unincorporated organi- 

- gation described in this paragraph elects to be taxed as a partnership, 
under regulations the Secretary or his delegate may et the election of qt 
the members of an unincorporated orgeniaation, exclude such an unin- 
corporated organization described in paragraph (1) of this subsection 
from the application of all or part of this subchapter, if it is availed of— 


4 (A) for investment purposes only and not for the active conduct 
of a business, or 

¢2> (B) for the joint production, extraction, or use of property, but not 
for the purpose of selling services or property produced or 
extracted, 

if the income of the members of the organization may be adequately de- 

termined without the computation of partnership taxable income. 


Ezplanation 


The present statute contains provisions for exclusion from the of 
ship, for income tax purposes, of an unincorporated organization, but only if all of the 
members elect to be excluded. Experience indicates impracticability of an election by 
all of the members. The legislative recommendation eliminates the requirement that 
all of the members elect to be excluded. At the same time the recommendation pre- 
serves the privilege whereby such an organization (as distinguished from the members) 
may be taxed as a partnership. 
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The Cuatrman. Mr. Driscoll, let me direct your attention to your 
proposal with respect to the deduction of organizational expenses of 
a partnership. Under this proposal, would the allowing of a dedue- 
tion over 60 months, for expenses in the preparation or amendment 
of an agreement relating to the transfer or retirement of an interest 
in a partnership—buy and sell agreements, I am talking about—create 
any precedents for the deduction of other expenses which might be 
described as estate planning expenses / 

Mr. Driscott. I do not believe so, Mr. Chairman. I would sa 
that we have included the buy and sell agreements because of their 
close relationship to the partnership agreement itself. And I might 
say that as a matter of Fret those provisions can well be inserted in 
the partnership agreement rather than being in a separate document, 
We felt that whether they are in one document or in two documents, 
they represent ways of handling partnership affairs upon the with- 
drawal] of a partner, 

The CuHarrman. I was just thinking about the possibility that if 
we include this, we might some day be asked to allow a deduction for 
all estate planning expenses, and it might be contended that. this is 
in some way a precedent for doing that. 

Mr. Driscoti. Mr. Chairman, I would suggest that it should be 
made clear that this relates only to the operation of the partnership 
and was being done for the purpose of avoiding needless distinctions 
between the different documents that relate to the formulation of the 
partnership itself, and was not an aspect of estate planning. 

In a sense, every partnership agreement has some estate planning 
features. Invariably some provision must. be made with respect to 
possible withdrawal of a partner or some provision relating to death. 
And yet we do not consider the partnership agreement as such pri- 
marily an instrument of estate planning. 

The Cuarrman. Would the ABA proposal to exclude lump-sum 
payments from section 736(a) and to treat such payments as a capi- 
tal transaction and not as an income distribution—unless the part- 
ners agree otherwise—permit widespread shifting of potential ordi- 
nary income from the withdrawing partner, say, to the continuing 
partner, or vice versa—at least in the case of a family partnership? 

Mr. Driscoty. Mr, Chairman, there is a great deal of flexibility in 
section 736 the way it stands today. ‘There is an election with respect 
to goodwill, to treat it as a capital item or as an ordinary income item. 
And it seems to me that there has been little or no abuse of that flexi- 
bility. And I contemplate there would be no abuse of the provision 
relating to single sum distributions. I would say that it would not 
materially change the pattern in section 736, except that in those cases 
where people inadvertently fall into the present rules, they would 
have a better starting point. We provide some clarification in the 
statute, but I do not believe it would result in any misuse. 

The CHarrman. Now, would you apply this to a service partner- 
ship, where capital is not a material income-producing factor? 

Mr. Driscoti. All of our recommendations apply to both service 
and nonservice partnerships. I think your question is directed pri- 
marily to the element of goodwill under the present law, and I would 
say as to that, so far as I know, it has not been a problem, in that a 
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professional partnership will be scrutinized rather carefully with 
respect: to the element of goodwill. 

he CHairMAN. Well, at least in a service partnership, it would 
be awfully difficult, would it not, to prove the existence of goodwill 
or to give valuation to goodwill? I was thinking of the administra- 
tive problems that might be created, and also that in that particular 
situation there might be some potential shifting of income. 

Mr. Driscot.. With respect to the lump-sum distributions 4 

The Cuatrman. Yes. 

Mr. Driscott. We have not thought so, although it is something to 
be considered. 

The Cuarrman. In connection with your discusion of section 751 
(b), curent distributions by collapsible partnership, I understand that 
your recommendation would eliminate the application of the so-called 
collapsible partnership provisions in the case of current distributions. 

Mr. That is the effect, yes, sir. 

The CuairMAN. Does this mean that a limited partner, for example, 
could in effect sell 90 percent of his interest in the partnership to the 
remaining partners by receiving a distribution from the partnership 
which is not in liquidation of his interest, but is substantially so? 

Mr. Driscott. The point was brought up in our discussions as to 
whether a substantial liquidation but not resulting in a complete 
termination of the interest would present a problem. I might say 
the answer that was generally given was that we felt current distribu- 
tions ordinarily do not present that problem, and we felt that it was 
not acute even in the case of substantial redemption of the interest, 
so long as the person remained a member of the partnership. 

Now, it all produce some shifting of income. The advisory 
group had no concern with complete termination of the interest. Our 
proposal does not go that far. I would say the main difference is that 
in our case the partner who is receiving a distribution would have to 
continue to be a partner in some respect. And that is not merely a 
matter for form, since, as you will appreciate, any participation in a 
partnership is a very serious matter and involves a real tie with the 
partnership, so that we felt it was not an area of significant abuse. 

The Cuarrman. I was thinking, in the example I gave you, of a 
limited partner. And I would like to consider this in the family 
Eleorehie situation. In that situation I think there might be a very 
serious possibility of shifting of income, might there not? 

Mr. Driscott. With respect to the complete termination of an in- 
terest, that point has been expressed among members of our group, 
although we do not have an official position on it. 

The CuarkmMan. Well, is the possibility such that we should try, if 
we go along with this general proposition, to safeguard against that 
shifting, do you think ¢ 

Mr. Driscou.. Certainly there is a great deal of merit in making 
sure that whatever is done in section 751 does not permit any signifi- 
cant shifting of income. 

The Cuarrman. If it is to be allowed under certain circumstances, 
of course, we would have to be very careful that we do not create a 
situation where it could become widespread, 

Mr, Driscoty. I would say that the main purpose of our proposal 
was that with respect to current distributions, there was some concern 
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that ordinary distributions of cash in regular course might present 
a problem, and that we were concerned that the partner should not 
have to unduly work out these distribution rules in ordinary distri- 
butions, where there may be slight shifts of income from one year to 
another or slight shifts in interest. 

Mr. Chairman, one problem in partnerships is that frequently a 
partnership interest is only good for a short period of time, such asa 
year, by which I mean to say that the interests are constantly being 
shifted. This may be true, for example, in a professional partner. 
ship or in others, where the degree of contribution of services changes 
from year to year. And we are anxious that there not be any applica- 
tion of these rules, unless necessary, with respect to the ordinary shift- 
ing of interest, which does not involve the tax avoidance situation 
you had in mind. 

The CHarrman. Mr. Driscoll, | have not been able to understand 
exactly why it is so important that we reverse the procedure under 
section 761(a). 

Mr. Driscott. We have a recommendation on that, and I might 
say that our recommendation was prepared at a time when the Treas- 
poe struggling with section 761(a). 

he CHarrMan. Your recommendation is on all fours, I under- 
stand, with the advisory group suggestion; but I just would like to 
know the reason this is an important matter. 

Mr. Driscoiy. Let me point out what I think is the actual situ- 
ation. Very commonly, section 761(a) relates to a joint operating 
agreement involving mineral properties, where the parties tradition- 
ally have reported their own share of income and taken their own 
deductions. That is the way they have operated for years gone by. 
They wish to do so, and the Revenue Service is perfectly happy for 
them to continue in that fashion, because they each report their own 
individual deductions and their own share of income or the prop- 
erty; so that as far as the Revenue Service is concerned, it. is a per- 
fectly feasible method of operation. 

Section 761(a) itself was intended to clearly provide authority for 
electing out of the partnership rules in those cases where they are 
only technically a partnership and can just as well report their in- 
come separately ; but, unfortunately, section 761(a) requires the con- 
sent of all the members. In some of these joint operating agree 
ments, of which there are thousands, that go back many years, af- 
fecting mineral properties particularly, it may be impossible to get 
the consent of all of these parties. In many cases, involving unitized 
properties, there may be hundreds or thousands of persons who have 
an interest. in those properties under agreements that were executed 
years ago. This isa very real problem. If you attempt to work out 
a partnership in a unitized mineral operation with thousands of par- 
ticipants, it involves a great deal of paper work which all goes for 
naught, since the Revenue Service will collect the revenue individ- 
ually without the necessity of a partnership return. 

We also have the situation in which the operator of the properties 
is not distributing the income to the participants. The operator of 
the properties merely operates them and transmits any share of min- 
eral wealth directly to the pipeline, which then pays the funds directly 


to the coowners. The result is that the operator, who technically 
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would be the man required to file the partnership return, does not 
have the information, sometimes, as to the income being reported by 
those different parties. But the Revenue Service did a monumental 
job in trying to alleviate this situation under a statutory provision 
which unfortunately did not take full account of the complexities. 
And they have adopted a rule which presumes the consent of all 
members. 

Now, that is somewhat of a presumption, and we think it would 
be better to make it clear in the law as to exactly what Congress 
intended. We think the Revenue Service has obtained the right 
result, but that the case rests upon the regulations solely and upon 
a presumption as to what the partners would do if they were to ex- 
press intention. 

I would think it is entirely an administrative matter, and we cer- 
tainly would be interested in the comments of the Treasury on this 
and would feel that in general the interest of the revenue would not 
be diminished and, in fact, would be served by simplification of these 
rules. 

The Cuarmrman. Do you recall what the Treasury said to us on 
that point ¢ 

Mr. Driscoi. I believe they had some reservations. 

The CHarrMan. That was my recollection, that they did not go 
along fully with it. 

Mr. Driscott. And yet I think they agree with the principle that 
we ought not to have a partnership return required particularly as 
to the maybe hundreds of thousands of past agreements which are 
in effect at the present time. 

The CHarrMan. I can understand the problem you would have in 
getting agreement on the part of all partners when you do not have 
access to knowledge as to all the partners, where they are, or some- 
thing of that sort. I just wondered, though, if the problem could 
be handled without going in a reverse direction; if it could be 
handled by statutory language that carried out the expression of the 
regulations, which I must agree with you may well not be supported 
by the present provisions of section 761. 

Mr. Driscot.. Here we have a problem under the regulations today, 
in that we could well have a dissenter in the group. And one dis- 
senter could involve the entire agreement in partnership complica- 
tions. 

I might say that this provision at one time in the oil industry was 
called a blackmail provision, because of the fact that a single dis- 
senter could compel the complications of partnership filing, although 
it would serve no revenue purpose. 

The CHatrMaN. It would not serve any revenue purposes. It would 
just impose quite a burden upon the organization, you think? 

Mr. Driscoti. That is right. I would say that if we had the rule 
proposed by our group, the Revenue Service could still, and probably 
perhaps should, require certain information as a general matter under 
the information provisions, so that it would have within its control 
whatever information it desired; but the danger is that if you merely 
put the present rule in the regulations, the presumption works only 
in the case of those members of the group who do not reply within 
a certain period of time. And quite possibly one or two, perhaps dis- 
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satisfied with the transaction as worked out, would file dissenting 
papers and cause some difficulty. 

he CHairMAN. Well, now, you are thinking in terms of a situa. 
tion, I know, that is in reality not a partnership operation; but I am 
wondering if we do exclude per se partnerships that engage in these 
certain activities, could it be possible that we would have excluded 
from the requirement of a partnership return certain situations where 
there are all the elements of partnership organization and activity! 

Mr. Driscoui. It seems to me that this provision is intended to only 
apply in an area where basically the operation is not or should not 
be considered a partnership; that the basic definition is such that we 
have a category of operation which does not involve the joint activities 
of a partnership. 

The CHarrman. That is what I have been striving to get into the 
record. I had not been able to quite understand why it was s0 
important. I see now your explanation. 

ny further questions of Mr. Driscoll ? 
Mr. Mason ? 
Mr. Mason. I just wanted to make the remark, Mr. Driscoll, that 


your testimony has been much more clear and concise and specific | 


than most testimonies we have listened to. 

The CHarrman. Let me say this, in defense of the others that 
you have been listening to. As complicated as this field of partner- 
ship law is, I think, as one skilled in partnerships, Mr. Driscoll, you 
will permit me to say that perhaps there are even more complica- 
tions when we get into subchapters J and C. Is that not true? 

Mr. Yes, sir. 

The CHarrMAN, It is always a little easier for me to understand 
a discussion of partnerships, too, than some of these others. 

Mr. Alger? 

Mr. Acer. I simply want to join with my colleagues in welcoming 
Mr. Driscoll here and to also point out that the coming and going isa 
result of our having to be simultaneously several places, as the House 
is meeting. And for my part, I intend to become more familiar with 
the part of the statement that I missed, and I certainly am glad that 
you are here to testify. 

Mr. Driscoti. Thank you, Mr. Alger. 

The Cuarrman. Mr. Park, does that conclude your presentation ¢ 

Mr. Park. That concludes our presentation. 

The CHarrman. Let me take occasion, Mr. Park, again to thank 
you and those here with you for your statements and your help in try- 
ing to resolve some of the problems in this area. We thank you very 
much. 

. oo Park. Thank you, Mr. Chairman. We wish we could be more 
elpful. 

The CHarIRMAN. I am sure you and your group will be of any pos- 
sible help you can any time we want to call on you for help. You have 
always been very anxious to assist us in any way. I know that. We 
appreciate it. 

That concludes the call of the calendar for the day, and without ob- 
jection the committee adjourns until 10 a.m. in the morning, when cer- 
tain matters relative to percentage depletion will be heard. 
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(The following material was received by the committee :) 


THE ASSOCIATION OF THE BAR OF THE CITY OF New York, 
THE COMMITTEE ON TAXATION, 
March 13, 1959, 


STATEMENT ON REPORTS SUBMI.TED BY THE ADVISORY GROUPS TO THE SUBCOMMIT- 
TEE ON INTERNAL REVENUE TAXATION ON SUBCHAPTER C (CORPORATE DISTRIBU- 
TIONS AND ADJUSTMENTS), SUBCHAPTER J (ESTATES, TRUSTS, BENEFICIARIES, AND 
DECEDENTS), AND SUBCHAPTER K (PARTNERS AND PARTNERSHIPS) OF THE IN- 
TERNAL REVENUE Cope or 1954 


Hon. D. MILLs, 
Chairman, Committee on Ways and Means, House of Representatives, New House 
Office Building, Washington, D.C. 

Deak Mr. Mitts: We commend the advisory groups for their work in what 
are undoubtedly the most intricate areas of the Federal income tax law. Their 
reports and the bills containing their recommendations are important contribu- 
tions to the continuing process of tax revision. 


SUBCHAPTER C. CORPORATE DISTRIBUTIONS AND ADJUSTMENTS 


We feel that the revised report of the advisory group on subchapter C (relating 
to corporate distributions and adjustments), dated December 11, 1958, and H.R. 
4459, which contains the proposed amendments, taken as a whole, would repre- 
sent a substantial improvement over the existing statutory provisions. This re- 
port and bill were developed after careful consideration of the views of various 
professional groups, including our own committee. Although we believe that a 
few of the proposals require further consideration, and although some of the 
seemingly unnecessary complexities of the 1954 Internal Revenue Code have been 
retained, and in a few cases others appear to have been added, in the main 
a large and difficult task has been performed in a highly commendable way. 

We suggest for the committee’s consideration the following reservations in- 
volving particularly important policy matters : 

First, with respect to section 317,’ relating to the definition of “indebtedness 
of a corporation,” our committee feels the advantages of such a definition are 
outweighed by the practical possibility that, despite precautionary language 
in the statute, the definition may become the standard for the Internal Revenue 
Service and the courts, precluding from characterization as indebtedness any 
obligation that does not meet its terms. The advisory group shows some con- 
cern with this problem by stating in its revised report (p. 24): “Unless it is 
made clear that the definition is not intended to be and should not be consid- 
ered exclusive, the advisory group would not favor its enactment.” Because 
our committee feels that not even the quoted language will accomplish the pur- 
pose of making the definition nonexclusive, we recommend that section 317 
not be enacted. 

Second, with respect to section 343, relating to “collapsible corporations,” 
our committee feels that, although the proposal is a marked improvement over 
the present section 341, it is not yet ready for enactment. We feel that further 
study of the collapsible corporation problem should be undertaken in the hope 
that a simpler solution is available. 

Third, with respect to section 382, limiting the allowable carryovers to 50 
percent of the value of the business, our committee feels that the proposed amend- 
ment warrants further consideration. Basically, we do not believe that the 
ratio of the loss carryovers to the value of a business and its loss carryover 
has any relationship to the policy reasons for disallowing a loss carryover. 
We feel that the further study required should consider integrating and per- 
haps choosing between the subjective criteria of section 269 and the objective 
criteria of section 382. 

Nothwithstanding these reservations, our committee feels that the Advisory 
Group on Subchapter C, in revising its report and proposed amendments, has 
extended and improved an already sound technical job. We believe that the 
revised report and the proposed amendments, as revised and incorporated in 
H.R. 4459, merit favorable consideration by the Committee on Ways and Means. 


‘Section references are, unless otherwise indicated, to the provisions of the Internal 


Revenue Code of 1954 as they would be changed by advisory group proposals. 
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SUBCHAPTER J. ESTATES, TRUSTS, BENEFICIARIES, AND DECEDENTS 


Although the Advisory Group on Subchapter J (relating to estates, trusts, 
beneficiaries, and decedents) has done a fine job in many respects, our com. 
mittee questions some of its recommendations. We also feel that additional] 
work remains to be done on certain other of its recommendations to make them 
suitable for enactment. We enclose a memorandum of comments on the fina] 
report of the Subchapter J Advisory Group and H.R. 3041, which contains the 
recommendations made in that report. 

At the enclosed memorandum indicates, our committee regards the proposed 
amendment with respect to multiple trusts as too uncertain and too broad 4 
delegation of authority to regulations. We are also concerned with the com- 
plexities of the proposed four-tier system for allocating estate or trust income 
among classes of distributions, and with the intricacies and seemingly unintended 
results of the proposed treatment of income in respect of a decedent. For these 
and other reasons set forth in the enclosed memorandum, we recommend that 
H.R. 3041 not be enacted without further study by your committee and the 
several technical staffs. 


SUBCHAPTER K. PARTNERS AND PARTNERSHIPS 


We are also submitting a memorandum of comments on the revised report 
of the Advisory Group on Subchapter K (relating to partners and partnerships), 
dated December 31, 1957, its supplementary report dated December 8, 1958, and 
H.R. 4460, which contains the proposals advanced in those reports. Although 
we regard the work of the Subchapter K Advisory Group as technically well 
drafted, we are opposed to portions of the proposals which we believe open up 
avenues of tax avoidance. 

The advisory group proposals would, in effect, allow partners to elect broad 
shifting of ordinary income among themselves in several situations. Sections 
736 and 751 of present law contain safeguards against the conversion of ordinary 
income into capital gain and against the shifting of ordinary income between 
partners in the case of current and liquidating distributions. The advisory 
group’s proposals would eliminate some of these safeguards on the ground of 
simplifying the statute. They would permit, for example, a partner in a 
cash basis personal service partnership to receive from the partnership his 
share of fully earned income at capital gain rates on death or retirement. 
The scope of the “collapsible partnership” provisions, which are designed to 
prevent a partner from receiving capital gain treatment on the sale or exchange 
of his share of “ordinary income” assets, would be significantly narrowed in the 
case of partnership distributions. 

We feel that these changes may well be incompatible with a graduate income 
tax. Accordingly, we recommend that your committee and the technical staffs 
carefully consider whether these proposals represent a desirable departure from 
the policy of the partnership provisions enacted in 1954. 

Respectfully submitted. 


James B. Lewis, Chairman. 
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THE ASSOCIATION OF THE Bar OF THE CITY OF NEW YORK—-THE COMMITTEE ON 
TAXATION, MARCH 1959 


MEMBERS OF THE COMMITTEE 


James B. Lewis, chairman 

Charles C. MacLean, Jr., chairman * 
D. Nelson Adams 

Robert Anthoine* 

Richard H. Appert, secretary * 

R. Palmer Baker, Jr. 

F. Roberts Blair’ 

George E. Buchanan * 


William L. Cary 

John Costelloe 

Henry W. de Kosmian 
Victor E. Ferrall 
Richard H. Garner 
Francis A. Goodhue, Jr. 
Maurice C. Greenbaum 


Richard Kilcullen 

Daniel C. Knickerbocker, Jr. 
Saul Duff Kronovet 

William B. Landis, Jr. 

O. Carlysle McCandless 
Winthrop R. Munyan 

James P. Murtagh 

Russell Olsen * 


William A. Patty* 
Richard G. Powell 

James Q. Riordan 

Sidney I. Roberts 

Donald Schapiro, secretary 
Gerald Silbert 

Harry F. Weyher* 


MEMORANDUM OF COMMENTS ON FINAL REPORT OF SUBCHAPTER J ADVISORY GROUP 
SECTION 641(C).? MULTIPLE TRUSTS 


The proposed amendment is intended to preclude the tax advantages inherent 
in the creation of multiple trusts to accumulate income for the same beneficiary. 
In an effort to encompass cases other than those obviously motivated by tax 
avoidance, a complex statute has been drafted which creates many uncertainties 
and leaves a wide area to be covered by regulations. Plainly, the proposed 
statute would be difficult to administer, and it might well produce substantial 
inequities. 

Our committee suggests that the difficulties and uncertainties that such statute 
would introduce into the law may well outweigh the importance to the revenue 
of the taxes that otherwise would he lost through the use of multiple trusts. 
Indeed, the lack of precision in the proposed statute would make it quite unac- 
ceptable if it were concerned with business transactions. The burdens that it 
would impose can only be justified, therefore, on the premise that, compared 
with the importance of protecting the revenue, the public has a relatively small 
interest in promoting gifts by way of inter vivos or testamentary trusts. 

Our specific comments on the proposed statute are as follows: 


1Term expired June 1958. 
*Section references in the headings are to the provisions of the Internal Revenue Code 
of 1954 as they would be changed by the advisory poms proposals. 
in the text are to the 1954 code unless otherwise indicated. 
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(a) The proposed statute requires aggregation of the currently accumulated 
income and taxable income allocated to corpus in cases where the “primary bene. 
ficiary or beneficiaries” are “substantially the same.” In the opinion of our 
comnittee, the proposed statute does not provide a satisfactory guide to a de 
termination of who are the “primary beneficiary or beneficiaries” or when t 
are “substantially the same.” The lack of a statutory guide is particularly 
troublesome in cases involving discretionary distributions among a class. 

The examples in the advisory group’s final report (pp. 6-8) serve to indicate 
the uncertainty that would result from the proposed statute. Thus, it is difficntt 
to find any clear line of distinction between examples 2 and 4, in the first of 
which the inclusion of the wife as a potential beneficiary of the accumulated 
income of all three trusts is said not to make the primary beneficiaries sub- 
stantially the same, whereas in the second case the overlapping inclusion of 
one or more brothers or sisters as potential beneficiaries is stated to render the 
primary beneficiaries substantially the same. The shadowy nature of the lines 
is also indicated by the advisory group's change of views in the final report 
with respect to examples 5 and 7 from the views expressed in its earlier revised 
first report with respect to those examples. 


(b) Our committee believes that a specific method of aggregation of income 


should be spelled out in the statute rather than left to regulations. As it stands, 
the proposal leaves unanswered many questions with respect to the method of 
computing the tax on multiple trusts. Suppose, for example, that three trusts 
have the same beneficiary as to accumulated income but not as to income allocable 
to corpus. Is the aggregated income to be added in turn to the unaggregated 
income of each of the trusts to determine after a series of computations which 
produces the greater tax? And consider the more complex case of three trusts, 
Nos. 1 and 2 of which have the same beneficiary as to accumulated income and 
Nos. 2 and 3 as to income allocable to corpus. Also, what is the meaning of 
the phase “to the extent that” the primary beneficiaries are the same? Does 
it mean that, if the beneficiaries are the saine as to only a part of accumulated 
income or income allocable to corpus, that part alone shall be aggregated? If 
so, how is that amount to be added to that portion of the income of the various 
trusts that is not to be aggregated in computing the tax? 

Our committee thinks that a matter so basic as the method of computing the 
tax should not be left to regulations but should be stated in the statute itself. 
We also think that the method of allocating the tax among the various trusts 
should be set forth in the committee reports as a guide to what the regulations 
should provide.’ Furthermore, we think that the committee reports should state 
expressly that the intent is not to impose joint and several liability for the 
entire tax on the several trusts which are taxed as multiple trusts, but to make 
each trust liable only for its allocated portion of the combined tax. 

(c) The widest potential area of tax avoidance exists where the income of 
multiple trusts is accumulated for eventual payment to the same beneficiary. 
But, under the proposed amendment, even though the primary beneficiaries of 
accumulated income are not the same, the taxable income allocated to corpus 
nevertheless will be aggregated if the primary beneficiaries of that income are 
substantially the same. 

The requirement for aggregation of taxable income allocated to corpus seems 
to us to be a complication that is unwarranted by the evil which it aims to correct. 
In general, the ability to have capital gains taxed to multiple entities does not 
afford the large tax avoidance possibilities that flow from division of ordinary 
income. One specific instance where aggregation of taxable income allocated 
to corpus would cause complication, although income tax avoidance is not really 
involved, is the common two-trust testamentary plan used in connection with the 
marital deduction. 

Since the formulation of workable rules for the aggregation of income would 
be greatly simplified if the requirement for aggregation of taxab'e income allo- 
cated to corpus were eliminated, we suggest that this course be taken, even at 
the expense of logical consistency. 

(d) Proposed section 641(c) (4) provides that a trustee shall not be personally 
liable for taxes assessed under the proposed statute “to the extent that he did 
not know such taxes were payab'e.” Presumobly, the nersonal liability referred 
to is that which could arise under Revised Statutes 3467. It would seem desir- 
able however, that the committee reports expressly negative any possible 
implication that some other liability is created by this limited exemption 
provision. 
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We suggest that, to avoid difficult questions as to trustees’ knowledge, the 
statute should relieve trustees of personal liability for the additional tax in all 
cases except where they had received written notice of a claim by the Commis- 
sioner that the multiple-trust provision applied. The Commissioner’s need 
for information regarding the possible existence of multiple trusts could be 
satisfied by requiring additional information to be furnished with all trust 
income tax returns. 

(c) In order to avoid the complexities of the statute in cases where the 
combined accumulated income or taxable income allocated to corpus of the 
several trusts is so small that any tax avoidance would be minimal, proposed 
section 641(¢c)(1)(A)(i) and the corresponding clause relating to testamentary 
trusts provide that the additional tax computation is not required “when such 
income or such taxable income or both are less than $2,000." If aggregation 
of income allocated to corpus is not eliminated as suggested above, the apparent 
intention of this provision would seem more clearly expressed if the provision 
were changed to read: ‘“‘When the total of such income and such taxable income 
is less than $2,000.” 

(f) The final report states (p. 9): “It is not recommended that trusts created 
on or before December 31, 1956, be combined in any way with trusts created 
after that date in applying section 641(c).” It should be made clear whether 
trusts created on or before December 31, 1956, or such other date as Congress 
may select, are to be considered in determining whether multiple trusts exist, 
even though the income thereof is not to be aggregated for purposes of com- 
putation of tax. 

(g) At page 4 of the final report it is stated that, in determining whether 
separate trusts exceed three in number, a trust does not count if its income 
“is not taxable because of its foreign source.” The implications of this state- 
ment are not clear. If the income of a trust were solely from tax-exempt 
securities, would such trust count in determining whether the separate trusts 
exceed three in number? It would seem that the committee reports should 
develop this subject. 


SECTION 642(H). UNUSED LOSS CARRYOVERS AND EXCESS DEDUCTIONS ON 
TERMINATION 


The proposed amendment of this section, together with the proposed amend- 
ments to section 663(¢), would allow the beneficiary of a separate share of a 
trust or estate the benefit of excess deducations and unused loss carryovers upon 
termination of his share, notwithstanding the continuance of the trust or estate 
for the benefit of others. These changes, and the proposal to amend section 
663(c) to extend the separate share rule to estates, would represent distinct 
improvements in the law. The proposed amendment to section 642(h) would 
present for the first time, however, the question of how carryovers and deduc- 
tions are to be allocated between a continuing trust or estate and a beneficiary. 
The final report states (p. 14) that a continuing trust loses its share of the 
net operating loss carryover allocated to a beneficiary, but the amendment to 
the statute does not cover the point. It is believed that the matter of alloca- 
tion of net operating capital loss carryovers and current deductions should 
be covered in the statute itself. 


SECTION 643(A)(3). CAPITAL GAINS AND LOSSES AND’ CORPUS ITEMS OF 
DEDUCTIONS 


The proposed amendments would adopt rules, for the purpose of determining 
distributable net income, as to when capital gains are to be considered as paid, 
credited or required to be distributed, and would change the treatment of corpus 
deductions. These amendments would accomplish desirable changes in the 
statute and they are approved. It is suggested, however, that the terminology 
as to payment, credit or distribution employed in subparagraph (B) of proposed 
section 643(a)(3) and in some of the other proposed amendments should be 
made consistent. 


SECTION 651. TRUSTS DISTRIBUTING CURRENT INCOME ONLY 


The revised definition of a ‘simple trust’ contained in proposed section 651 (a) 
appears subject to two comments: 

(a) In order to exclude from the category of simple trusts those that provide 
for mandatory nonincome distributions but under which no distribution is 
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actually made until after the end of the taxable year, it is suggested that the 
phrase “and is not required to distribute” should be added after the words 
“distribute or credit” where they first appear in paragraph (2). 

(b) The revised first report of the advisory group added at the end of para- 
graph (2) of proposed section 651(a) the following phrase: “and does not dis. 
tribute or credit and is not required to distribute any amount to a charitable 
beneficiary”. At the same time the following sentence was added to the first 
paragraph of the advisory group comments in the revised first report on this 
section (revised first report, p. 21) : 

“In addition, the section has been revised so that a trust will not be removed 
from the ‘simple trust’ category merely because capital gains are permanently 
set aside in the taxable year for a charitable beneficiary.” 

Since, under proposed section 663(d), amounts set aside for a charitable 
beneficiary are deemed credited, it is questionable whether the sentence quoted 
above was a correct construction of the proposed statute. The addendum to the 
revised first report removed from the comments on section 651 the quoted sen- 
tence of the revised first report, and that removal is given effect in the final 
report. The references to proposed section 651 that were contained in pro 
posed sections 642(c) and 681 and in the various related amendments proposed 
to be made to portions of the code other than subchapter J, as the same ap- 
peared in the revised first report, have not, however, been eliminated in the 
final report but have been eliminated in the bill (H.R. 3041). If, as appears to 
be the case, it is now intended that trusts that set aside capital gains for 
charitable beneficiaries are not to be included in the simple trust category, the 
committee reports should contain affirmative statement in this effect. 


SECTION 652(C) AND SECTION 662(C). DIFFERENT TAXABLE YEARS 


Under the proposed revision of subsection (c) of section 652 and of section 
662, the amount of income that may have to be included in the final return of a 
deceased beneficiary whose normal taxable year was different from that of the 
trust or estate may be increased substantially as compared with present law. 
Under the present regulations, any income required to be distributed to a cash 
basis deceased beneficiary for the taxable year of the trust in which the bene 
ficiary’s death occurred, which was not actually distributed to him prior to 
his death, is included in the gross income of the beneficiary's estate, as income 
in respect of a decedent, rather than in the final return of the deceased bene- 
ficiary. The changes recommended by the advisory group would require the 
inelusion in the final return of the deceased beneficiary of all income properly 
chargeable under the instrument and applicable local law in determining his 
share of the income of the trust or estate for the period prior to the date of 
his death. 

Thus, where the normal taxable years of a trust and beneficiary are different, 
the revised subsections could result in the bunching of as much as 23 months’ 
income of a trust or estate in the final return of a deceased beneficiary, whereas 
under existing law such bunching would only occur to the extent that income 
(for the taxable year of the trust in which the beneficiary’s death occurred) 
actually had been distributed to the beneficiary. Our committee suggests that 
application of the revised subsections be limited to cases in which the normal 
taxable years of the trust or estate and the beneficiary are the same. Possibly, 
the subsections might be limited to situations in which application thereof would 
not result in the inclusion of more than 16 (or, at most, 18) months’ income of 
a trust or estate in the final return of a beneficiary. 

Our committee also is uncertain of the meaning of the new phrase “properly 
chargeable.” The third example contained in the advisory group’s comment on 
proposed section 652(c) (final report, pp. 23-24) indicates an intention to exclude 
from the final return of the deceased beneficiary items of income which had 
accrued but had not been collected at the date of the beneficiary’s death. How- 
ever, under applicable local law, items of income which have accrued at the date 
of death may well be “properly chargeable” even though uncollected. The re 
sulting uncertainty, which is engendered in part by the example and in part by 
the use of a new phrase, should be eliminated. 


SECTION 661(A) (1) AND SECTION 662(A) (1). THE “FOUR-TIER” SYSTEM 


The advisory group proposes a four-tier system for the allocation of estate or 
trust income among classes of income and corpus distributions. The advantage 
of this proposal, according to the advisory group, is that it would eliminate, for 
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the most part, the inequity of making corpus beneficiaries bear a portion of the 
tax on income of a trust or estate. In the opinion of our committee, the ad- 
yantage of the proposal is outweighed by the additional complexities that it 
would introduce, Moreover, we believe that the important and desirable changes 
that the advisory group is proposing to make in subsections (a) and (c) of 
section 663 (i. e., the addition of the 3-year rule with respect to gifts and be- 
quests, and the extension of the separate share rule to estates) should reduce 
materially the number of instances in which the tax burden is unfairly placed 
on corpus beneficiaries. 

With the proposed changes in section 663, we believe that the present two-tier 
system should operate satisfactorily except in the case of mandatory corpus 
distributions by a trust that are not within the separate share rule. Accord- 
ingly, it is suggested that a third tier could be added to cover this situation, 
resulting in the following order of priority : 

1. Mandatory income distributions. 
2. Discretionary distributions out of income or corpus, or both. 
3. Mandatory corpus distributions. 

We believe that this system, unlike the four-tier system, would not permit 
manipulation by the fiduciary of distributions among various beneficiaries below 
tier 1. 


SECTION 642(C), SECTION 662(A), AND SECTION 663(D) . CHARITABLE BENEFICIARIES 


The advisory group proposes that, in place of the present charitable deduction 
allowed to trusts and estates, amounts paid or credited to charitable beneficiaries 
or permanently set aside therefor should be treated as distributions to bene- 
ficiaries in accordance with the proposed tier system. The proposal is to place 
in the fourth tier amounts paid, credited, or required to be distributed to charita- 
ble beneficiaries and, in effect, to place in a fifth tier (proposed section 663(d) ) 
amounts permanently set aside in the taxable year for a charitable beneficiary 
and direct payments for charitable purposes. 

Our committee approves in principle the attempt to simplify the code by treat- 
ing amounts set aside for or paid to charitable beneficiaries as distributions to 
beneficiaries. Our committee is not prepared to approve the proposal of a ma- 
jority of the advisory group to exclude charities from the first three tiers. But, 
in any Case, we see no good reason for the distinction that the advisory group's 
bill would make between amounts currently paid to charitable beneficiaries and 
amounts accumulated for them, or for the proposed distinction between direct 
payments for charitable purposes and payments to charitable beneficiaries. 


SECTION 665. TREATMENT OF EXCESS DISTRIBUTIONS OF TRUSTS 


Despite the proposed amendments of the so-call throw-back rules, some mem- 
bers of the advisory group felt that the proposed provisions dealing with multi- 
ple trusts justify the deletion of the entire throw-back section. Others felt that 
if subpart D is retained the minimum accumulated distribution should be in- 
creased from $2,000 to $5,000 or $10,000 and the throw-back period decreased from 
5 to 3 years. 

If the same general pattern of taxing accumulation distributions is to be re- 
tained, the proposed liberalizing amendments appear desirable and carry out 
their avowed purpose. The following points, however, should be clarified : 

1. Section 665(b) sets out seven exceptions to the term “accumulation dis- 
tribution”, three of which are proposed additions. The excluded distributions 
are variously described as amounts “properly paid or credited”, amounts “paid, 
credited or required to be distributed” and amounts “required to be paid or cred- 
ited”. It may be that the difference in description is deliberate, i.e., that only 
mandatory distributions were to qualify in certain cases whereas discretionary 
distributions were also to be included in other cases. To the extent distinctions 
of that type were intended, they should be made the subject of a committee 
report; to the extent they were not, a uniform description should be adopted. 
In any event, in cases where the term “properly paid or credited” is used, we 
believe that the language “or required to be distributed” should be added, for 
the beneficiary might otherwise be taxed under section 666 prior to the year 
of actual payment or credit even though the later payment or credit would satisfy 
the requirements of the applicable exception. 

2. Proposed paragraph (4) excludes from the definition of accumulation dis- 
tribution a final distribution under a trust except to the extent that such dis- 
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tribution represents property transferred to the trust not more than 9 years 
prior to such distribution and income from such property. It would appear 
that only the income from the property transferred to the trust within the 
9-year period should be treated as an accumulation distribution, and not the 
property itself. The example given at pages 42-43 of the final report indicates 
that the advisory group intended that only the income from such property be 
taxed under the throw-back rule. 

The example given at pages 42-48 for determining what portion of income wag 
attributable to the property transferred within the 9-year period (where such 
income cannot be identified specifically) appears to be mathematically incorrect 
in cases where more than one transfer occurred within the 9-year period. When 
the second transfer occurs, the fraction to be used thereafter should apparently 
be one which would take into account the previous transfer, the income at- 
tributable to the previous transfer during the intervening period, and the second 
transfer. If, for example, the first transfer within the 9-year period was equal 
to the value of the property already in the trust at the time it was made, and 
the second transfer was also equal to the value of the property in the trust 
at the time it was made, the method used in the final report would result in all 
the income of the trust after the second transfer being treated as an accumula- 
tion distribution, even though part of such income would, of course, be attributa- 
ble to property transferred more than 9 years before termination. 

3. In connection with the exemption afforded by proposed paragraph (5), 
relating to amounts paid to a beneficiary upon the death of another beneficiary, 
our committee raises the question whether the exemption should not also apply 
to distributions made to the estate of the deceased beneficiary. 

4. Proposed section 665(b) (6) excludes a final distribution of a trust made 
by reason of the beneficiary attaining a specified age and is applicable to inter 
vivos trusts (as well as testamentary trusts) if the trust “was revocable by 
him [grantor] alone * * *.” Instead of referring to a single power which would 
result in the trust income being taxed to the grantor, it would appear preferable 
to include all trusts in which the terms of the trust result in the grantor’s being 
treated as the owner of the trust for income tax purposes. 


SECTION 691. INCOME IN RESPECT OF DECEDENTS 


1. Section 691(a).—The desire to provide a definition of “income in respect of 
a decedent” is understandable. The committee questions, however, how much, 
if at all, proposed paragraph (7) of section 691 (a) will clarify existing law. 

The Internal Revenue Service and, in general, the courts have been reluctant 
to limit income in respect of decedents to items which accrued prior to death 
within the conventional standards of accrual accounting. Once it is determined 
not to accept the accrual basis in the usual sense as the criterion, the problem 
whether a particular item of income was really earned during decedent's life 
becomes extremely difficult in the case of various types of contingent or po- 
tential claims. The committee doubts that proposed paragraph (7) will be 
any more helpful in resolving those questions that is the undefined language 
of present law. The application of paragraph (7) to contingent or potential 
claims is, as a matter of fact, not discussed by the advisory group. 

Our committee is not sure that it understands the language “to the extent 
that the valne of the right to receive such amount is includible in the gross 
estate for Federal estate tax purposes.” We assume that it was not intended 
to limit income in respect of a decedent to the estate tax valuation, although the 
language could be so construed. Limiting income in respect of a decedent 
to the estate tax valuation presumably would not affect the amount of income 
reportable on subsequent receipt (since the basis would in any event be zero), 
but it might change the character of the additional income in the hands of 
the recipient and might also reach a different result in the case of gifts. 

We suggest that paragraph (7) be eliminated and that paragraphs (1) 
through (6) be treated as income in respect of a decedent under an “including, 
but not limited to” approach. The specific cases mentioned in the final report 
as intended to be covered under paragraph (7) could be handled by the addi- 
tion of separate paragraphs describing each one specifically, as is done in para: 
gravhs (2) through (6). 

If paragraph (7) is retained, the word “or” should be added at the end, 
preceded by a comma. 
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Having regard to proposed paragraph (2), which would treat as income in 
respect of a decedent so much of the proceeds of sale or exchange or other dispo- 
sition Of property made prior to his death as would have been included in his 

income if he had received such proceeds, we question whether proposed 
paragraph (6) is necessary. Proposed paragraph (6), in effect, treats as income 
in respect of a decedent the unreported portion of income from an installment 
sale, the gain on which was reported on the installment basis under section 453. 
It would appear that proposed paragraph (2) would cover any item of income 
towhich proposed paragraph (6) applied and that confusion might be created by 
paving both proposed paragraph (2) and proposed paragraph (6). We note that 
income in respect of a decedent under proposed paragraph (6) would be covered, 
in the case of a transfer of a right to receive such income, by proposed subsection 
(b)(2)(B), whereas all other income in respect of a decedent (including pro- 
posed par. (2) income) would be covered, in the case of such a transfer, by 
proposed subsection (b)(2)(A). Since income in respect of a decedent as 
defined in proposed paragraph (6) would also be covered by proposed paragraph 
(2), it would literally be subiect to both subparagraphs (A) and (B) of proposed 
subsection (b)(2). It would seem to us desirable to consolidate subparagraphs 
(A) and (B) of proposed subsection (b) (2) since, in the case of unreported sales 
s, it would appear that the same result should be reached under sub- 
section (b) whether or not the sale was reported by the decedent on the 
installment basis. 

9. Section 691(b)(3).—As a matter of statutory language, it is not entirely 
dear that this proposed paragraph, relating to the character of income in respect 
of a decedent, applies to transfers of the right to receive such income. Para- 
graph (3) speaks only of “[iJncome in respect of a decedent,” now a defined 
term. The definition of that term apparently does not include income includible 
under proposed paragraph (2) as the result of a transfer of the right to receive 
sich income. It would seem appropriate to leave in the language of present 
section 691(a) (3), viz, “the amount includible in gross income under paragraph 
(1) or paragraph (2).” 

3. Section 691(c).—Our committee, as noted above, questions the proposed 
definition of income in respect of a decedent contained in paragraph (7) of pro- 
posed section 691(a). If that definition is retained, however, consistency would 
seem to indicate the addition of a similar definition of deductions in respect of 
a decedent, e.g., “which would have been deductible by the decedent if he had 
lived to incur it and which he failed to incur solelv by reason of his death.” 

Consideration might also be given to expanding the class of deductions in re- 
spect of a decedent. Proposed section 691(a) (2), for instance, proposes to treat 
asincome in respect of a decedent ‘a gain from a sale made by the decedent before 
his death, including cases in which the amount of gain is undetermined because 
the purchase price is unascertained at the date of death. Suppose, however, that 
the sale in fact results in a loss (using decedent's tax basis) which the decedent 
was not permitted to deduct in his final return because of the indeterminateness 
of the purchase price. Consistency would seem to indicate that such loss should 
be treated as a deduction in respect of a decedent allowable to the person in- 
heriting the sales proceeds. 

4. Section 691(d).—Proposed subsection (d) includes a proposal to deny a 
deduction for estate tax with respect to section 691 items which entered into the 
computation of the marital deduction or of a charitable bequest, and to grant 
the deduction to the remaining beneficiaries who received section 691 income. Our 
committee thinks that particular proposal is defective in several respects, which 
are to some extent interrelated. 

Our first difficulty is with the language ‘necessary to the allowance of any 
[marital or charitable] deduction” used in proposed paragraph (2)(B), which 
is intended to identify the section 691 items included in the marital and chari- 
table deductions for which the deduction for estate tax is not to be allowed to 
the recipients. We are not sure whether that language accomplishes the objec- 
tives of the advisory group, nor are we sure just what those objectives are. 
Suppose, for instance, that the decedent left one-half of his estate to his son 
and the other one-half to his wife, but that the executor, in the exercise of his 
discretion, included all the section 691 items in the wife’s share. We are not 
sure whether the amendment proposes to deny the wife any estate tax deduction 
on the theory that all section 691 items were “necessary” to the allowance of 
the marital deduction. To deny the wife the deduction would seem inequitable 
since she will, in fact, report all the section 691 income and since the son would 
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have been entitled to the deduction had the section 691 items been distribute 
to him and other property of equivalent value distributed to the wife. 

The proposed amendment does not make clear whether the term “necessary” 
means necessary at the level of the beneficiary, i.e., that a section 691 item 
actually was distributed to the wife and was needed to make up the maritg) 
deduction, even though other property could have been distributed, or whether 


it means necessary at the level of the estate, i.e., that the section 691 item had | 


to be distributed to the wife because other property was not available for distribn. 
tion to her. The latter interpretation would avoid what seems to us an inequity 
in the case stated in the preceding paragraph, but would raise a further question, 
i.e., whether the necessity must be due to the absence in the estate of other ASSets 
or whether it could also result from a direction in the testator’s will. In the 
example cited in the preceding paragraph, for instance, suppose the decedent's 
will had required that the section 691 items be distributed to the wife as a 
part of her one-half of the estate, so that the executor had no choice in the 
matter even though there was other property which could have been distributed 
had it not been for the provision in the will. It seems to us equally inequitable 
to deny the wife the estate tax deduction in such a case. 

If the term “necessary” is limited to situations in which there simply was not 
enough property in the gross estate to make up the marital deduction (or 
charitable bequest) without including some section 691 items therein. it would 
seem to us that the proposed amendment would be of such narrow applicability as 


to raise a serious question whether the benefit to be derived from it would be | 


sufficient to justify the additional complexities which would be created and that 
it would be difficult, if not impossible in many cases, to determine what portion 
of the section 691 items were “necessary” in that sense. 

Neither the proposed amendment, nor the final report of the advisory group, 
contains any clear explanation of the circumstances under which a section 691 
item was “necessary to the allowance of any [marital or charitable] deduction.” 
If any change in the existing law in this area is desirable, it seems to us it 
should not be made without a much closer study of different types of cases which 
might arise. 

Our committee also raises the question whether the computation of the deduce. 
tion for estate tax under the method prescribed by proposed subsection (d) will 
achieve the result which the advisory group intended. Suppose, for instance, 
the decedent had an adjusted gross estate of $500,000, consisting of $450,000 of 
income in respect of a decedent and $50,000 of other assets, of which $38,000 
was used to pay estate tax (assuming for convenience a flat rate of 20 percent 
on a taxable estate of $190,000 *), $212,000 was bequeathed to his son, and $250, 
000 to his wife. Assume further that the $250,000 going to the wife and $200,000 
of the $212,000 going to the son represented income in respect of the decedent. 
Under present law, the estate tax attributable to the section 691 items would be 
the difference between the estate tax payable on a taxable estate of $190,000 
and a taxable estate of zero* (i.e., estate tax of $38,000 using a flat 20 percent 
rate). That amount, representing the entire estate tax, would under present 
law, be divided between the wife and the son, $16,900 to the son and $21,100 to 
the wife. 

Under the proposed bill, on the other hand, the wife would get no deduction 
for estate tax. The son’s deduction would be computed under paragraph (2). 
Under proposed paragraph (2)(C), the “net value for estate tax purposes” of 
the section 691 items would be only the $200,000 left to the son, the $250,000 
left to the wife being excluded by paragraph (2)(B). In computing the estate 
tax attributable to the net value of $200,000, it would be necessary to compute 
the estate tax which would have been payable had the decedent died leaving 
an adjusted gross estate of $300,000. Assuming a marital deduction of $150,000" 
estate tax of $18,000 would have been payable on $90,000 (i. e., $150,000 less the 
$60,000 exemption). Hence, the deduction allowable to the son would be the 
difference between the estate tax payable on $90,000 and $190,000, i.e., $20,000 
using a 20-percent rate. 


3$500,000 less the marital deduction of $250.000 and less the $60,000 exemption. 

*Eliminating the $450.000 of income in respect of a decedent reduces the adjusted gross 
estate to $50,000 before the $60.000 exemption. 

5 The final report notes (p. 68) that the actual marital deduction is to be reduced to 
reflect the hypothetical reduction in gross estate. A similar rule is contained in the 
present Treasury regulations, sec. 1.691(c)-1(a) (2). 
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In short, the proposal would deny the $21,100 deduction allowable under 
present law to the wife, but would increase only to the extent of $3,100 the 
deduction allowable under present law to the son. The language of the advisory 
group at pages 67-68 of the final report, however, may suggest an intention 
that the son be entitled to a deduction in an amount equal to the combined de- 
ductions which both he and his mother would have been entitled to under 
present law. If that is the intention of the advisory group, the language of 
the proposed bill would not achieve it. Moreover, in the example given above, 
it would seem that the aggregate deduction for estate tax allowable (whether 
to the wife or to the son or both) should ejual the entire estate tax paid since 
the entire estate tax was attributable to the section 691 items (the nonsection 
691 items being less than the specific exemption). 

If, in the above example, the marital deduction had not been recomputed to 
take into account the hypothetical reduction in the taxable estate, the result 
would have been that which the final report suggests the advisory group may 
have intended, i.e., a deduction to the son of $38,000 on the facts of the above 
example. Perhaps, therefore, a revision of paragraph (2)(E) relating to the 
computation of the estate tax attributable to section 691 items is indicated. In 
any event, however, it appears to our committee that the results intended by 
the advisory group should be more clearly specified and that considerable addi- 
tional work needs to be done before the proposals of the advisory group in this 
area can be incorporated into present law. 


Tue ASSOCIATION OF THE BAR OF THE CITY OF NEW YorxK, COMMITTEE ON TAX- 
ATION—MEMORANDUM OF COMMENTS ON THE REVISED AND SUPPLEMENTARY 
REPORTS OF THE SUBCHAPTER K Apbvisory GRoUP 


PROPOSAL NO. 2—SECTION 702(B),' CHARACTER OF ITEMS CONSTITUTING 
DISTRIBUTIVE SHARE 


The advisory group proposes to amend section 702(b) to provide that the 
character of all partnership items—not merely those listed in section 702(a) (1) 
through (8)—will carry over into the hands of the partners individually. The 
proposed amendment, in itself, would not appear to change existing law as 
interpreted by the Treasury Regulations and, on that basis, the committee 
approves this amendment. However, in the last complete paragraph on page 
7 and the carryover paragraph on page 8 of the revised report, it is stated 
that “the sale of property by a partnership might result in ordinary income 
to a partner who is a real estate dealer and capital gain to other partners.” 
The committee believes that this statement places a gloss on section 702(b) 
that is novel and doubtful, and one which may well result in confusion. 

Although the language of section 702(b) may be susceptible to the construc- 
tion placed upon it in the revised report, the committee doubts that Congress 
intended the language to be so construed. Indeed, we had supposed that the 
provisions of section T02(a) requiring each partner “to take into account 
separately his distributive share of the partnership’s * * * gains and losses 
from sales and exchanges of capital assets,” ete., were based upon the premise 
that the character of partnership property is determined at the partnership 
level. If so, the conclusion seems warranted that once the character of property 
is so determined, it is not to be redetermined at the level of the individual 
partners.” 

The committee thinks, therefore, that, unless section 702(a) is to be revised 
materially, the paragraphs of the revised report referred to above should be 
omitted from any committee reports on the proposed amendments. 


PROPOSAL NO. 4—PROPOSED SECTION 708(B), ORGANIZATIONAL EXPENDITURES OF 
PARTNERSHIPS 


The advisory group would add a new subsection to section 703 permitting 
amortization of partnership organizational expenses in a manner analogous to 
that provided in section 248 for corporate organizational expenditures. The ad- 


1Section references are to the Internal Revenue Code of 1954 unless otherwise indicated. 
®*Compare Rabkin and Johnson, 1 Federal Income, Gift, and Estate Taxation, sec. 


16.07(13), p. 1663b: “The capital or noncapital character of gain or loss realized by a 
partnership on a sale of contributed property is determined by the character of the property 


nits own hands, not in the hands of the contributor.” See also Willis, ‘‘Handbook of 
Partnership Taxation,” p. 39 (1956). 
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visory group refers to two decisions of the Tax Court raising the question wheth- 
er all organizational expenses (including the cost of revision of existing agree. 
ments) of a partnership must be capitalized. The committee recommends that 
such expenses be made currently deductible. First, the relatively small amounts 
involved do not justify the administrative difficulty of allocating between drgapj. 
zational expenditures and current expenses. For example, there is the difficulty 


of determining what portion of an annual legal retainer is allocable to deductible | 


tax advice or current legal services and what portion is allocable to nondeductible 
organizational expenses. Secondly, when, as is often the case, the partnership 
agreement is revised annually, it seems proper that the cost of preparation and 
revision should be charged against current income. 


PROPOSAL NO. 5—SECTION 705, DETERMINATION OF BASIS OF PARTNER'S INTEREs? | 


The committee sees no objection to this proposal, under which the present al. | 


ternative rule for computation of the basis of a partnership interest would be 


come the primary rule and vice versa. We suggest, however, that if this pro. | 


posal is adopted, conforming changes should be made to section 722 and section | 


742 which would limit application of those sections to instances in which the 
new alternative rule is adopted. 


PROPOSAL NO. 10—-SECTIONS 721, 722, AND 724, INTEREST IN PARTNERSHIP CAPITAL 
EXCHANGED FOR SERVICES 


The committee questions whether it is appropriate, as proposed by the advisory 
group, to limit the amount taxable to a partner who receives a partnership inter- 
est for services, to such partner’s “proportionate share of the adjusted basis of 
the partnership property.” For example, if a partnership owns a building or 
marketable securities having a value of $500,000, and a service partner is given 
a 10-percent interest therein, it would seem that he should include $50,000 in his 
taxable income even if the adjusted basis to the partnership of the building or 
securities is much less than $500,000. 


PROPOSALS NOS. 11, 13, 14, 15, 17, AND 21—SECTIONS 731, 732, 735, 736, 741, 751, AND 


755, PARTNERSHIP DISTRIBUTIONS AND COLLAPSIBLE PARTNERSHIPS 


A. General comments 


In providing for the taxation of sales of partnership interests and distributions 
from a partnership to a partner (either current distributions or distributions in 
liquidation of a partner’s interest on death or retirement), present law divides 
property into three classes: (a) Substantially appreciated inventory, (0) uD 
realized receivables, and (c) other property (including depreciable property and 
capital assets). 

In the simple case where a partnership interest is sold for cash, or cash is 
distributed from the partnership, the amount received that is allocable to 
substantially appreciated inventory or unrealized receivables is taxed as ordinary 
income; an election with respect to adjustment of the basis of partnership 
property is made under section 754 where necessary. On the death of a partner 
there is, in substance, a stepup in basis for the decedent’s share of appreciated 
inventory but not for his share of unrealized receivables. The purchaser in the 
ease of a sale of a partnership interest, or the partnership in the case of a 


distribution, can obtain a corresponding tax benefit either in the form of a stepup | 


in basis or through a deduction or exclusion from income. 


The advisory group would preserve present rules in the case of sales of | 


partnership interests but would apply substantially different rules in the cases 
of distributions on retirement, death, and otherwise. In general, the distributee 
would be given capital gain treatment in a number of cases in which he would 
receive ordinary income treatment under present law, and the partnership 
would be denied a corresponding tax benefit through deduction, exclusion of 
stepup in basis. The stated purposes of the changed rules on distributions are 
to simplify complex provisions in section 751 applicable to current distributions 
and to make the tax rules correspond more closely with the assumed expecta- 
tion of the parties. 

The major statutory changes proposed by the advisory group are as follows: 

(1) Section 755 would be amended to deny a basis stepup under section 34 
to the partnership for distributions attributable to section 751 assets (i.e., assets 
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which on sale by the partnership would produce ordinary income). For example, 
if the continuing members of the partnership purchased the interest of the 
retiring or deceased partner in substantially appreciated inventory by a cash 
distribution from the partnership, the continuing partnership would receive no 
tax benefit to the extent that the purchase price exceeded the original cost of 
the inventory to the partnership. 

(2) Section 736 would be amended significantly to reduce the ambit of section 
736(a) (distributions which are deductible or excludable by the partnership 
and taxable to the distributee as ordinary income) and widen the scope of 
section 736(b) (distributions which are considered in exchange for property, 
hence treated as capital items to both the distributee and the partnership). 

(3) Section 751 would be amended to eliminate the present provisions which 
treat nonaliquot distributions involving substantially appreciated inventory and 
unrealized receivables as exchanges between the distributee and the partnership 
that give rise to ordinary income. 

The committee has the following general observations with respect to these 
proposals of the advisory group: 

(1) The committee disapproves the basic structure of certain of the advisory 
group's proposals insofar as different rules would be made applicable to part- 
nership payments in cash, partnership distributions in kind, and sales of 
partnership interests. We think that the proposed provisions may be filled 
with tax traps. Moreover, whatever justification there may be for diverse 
rules which shift income among the partners and former partners as a group,° 
there would clearly seem to be no justification for allowing taxpayers to adopt 
different and frequently artificial routes for accomplishing virtually identical 
economic objectives, if the only practical consequence of taking one route rather 
than another is to diminish the total amount of ordinary income taxable to the 


p. 

ror example, assume that a member of a mercantile partnership dies when the 
firm has substantially appreciated inventory. A cash distribution in respect of 
the decedent’s share of the inventory by the partnership to the estate in liquida- 
tion of the estate’s interest would be treated (as under present law) asa capital 
payment to the estate. However, unlike present law, the partnership would 
receive no stepup in the basis of partnership property as a result of the dis- 
tribution. In this form of transaction, no income tax generally would result 
to the estate but, upon the sale of the inventory, the partnership would pay an 
ordinary income tax upon the full amount of the increase in the value of the 
inventory over its partnership basis. 

On the other hand, as pointed out in the second full paragraph on page 40 of 
the revised report, if the estate’s share of the appreciated inventory first was 
distributed in kind and then repurchased by the partnership, the partnership 
would obtain the benefit of a stepup in basis. In this form of the transaction, 
the tax consequence to the estate would not be changed significantly, even 
though the inventory distributed to the estate and sold back to the partnership 
retained its character as a noncapital asset.‘ It would also seem that the con- 
tinuing partners could individually purchase the estate’s partnership interest 
with the same favorable tax consequences available to all parties if the election 
under section 743 is in effect. 

Similarly, in the case of a cash basis personal service partnership, a cash 
payment by the firm to an estate in respect of work in progress would be a capi- 
tal payment to the recipient and nondeductible by the partnership. By casting 
the transaction in an artificial form, however, the continuing partnership would 
appear able to obtain a stepped-up basis for the work in progress (without 
affecting significantly the tax treatment to the estate) if (@) the work in 
progress was first distributed to the decedent’s estate and repurchased by the 
firm, or (b) the surviving partner individually purchased the interest of the 
decedent. If the estate continued as a partner, and there was in effect an 
election under section 743 as to basis adjustment on the transfer, the estate’s 


*But see our observation (3) on p. 10, infra. 

*The estate generally would have no taxable gain since the inventory would hrve a 
stepped-up basis (derived from value at the date of death) in the hands of the estate 

er sec. 732(d) or 743. However, the partnership would obtain a step-up in basis for 
the inventory so “purchased.” The suggestion on p. 40 of the revised report that the 
ordinary income tax payable Sd the distributee partner compensates the revenues for the 
stepup in basis achieved by the partnership is applicable where the “distribution” and 


“repurchase” of inventory involve a retiring partner but does not take into account the 
stepup in basis to the distributee where an estate is involved. 
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share of the amount realized from its interest in the value of work in progress 
at the date of death would be transmuted into a capital item. 

The absence of correlation, under the advisory group’s proposals, of the tota} 
amount taxable as ordinary income to a group of distributions in cash and jp 
kind and on sales of interests (all of which can be used to accomplish the same 
economic objectives), may well create traps for the unwary and introduce 
troublesome distinctions akin to those that existed under the Court Holding 
Company case (324 U.S. 331) and the Cumberland Public Service Co. cage 
(338 U.S. 451). Also, the committee feels that, in principle, drastically differ. 
ent tax consequences should not be achievable with respect to the same economic 
result merely by adopting artificial differences in the form of the transaction, 

(2) The committee is of the view that the basic framework of the present 
statutory treatment of non-pro-rata distributions by collapsible partnerships prob. 
ably should not be altered at this time. The major justification for the changes 
proposed by the advisory group is the difficulty encountered in non-pro-rata cur. 
rent distributions under section 751(b). The objection appears to be based not 
on the policy of section 751 but on the difficulty of applying section 751(b) in 
view of the complicated Treasury regulations. 

The theory of the present section 751 is that a tax is imposed when, incident to 
a distribution, there is a shifting of the partners’ individual shares of earned but 
as yet untaxed ordinary income (including inventory profit). It is possible that | 
the applicability of present section 751(b) is susceptible of a relatively simple 
test: Assume all the partnership assets, including assets distributed, are sold | 
(a) immediately before the questioned current distribution, and (0) immediately | 
after the questioned current distribution. If the amount of ordinary income 
reportable by each of the partners on each assumed sale is the same, section 
751(b) would have no application. If the amount of ordinary income so report- 
able would differ, section 751(b) should apply. However that may be, the com- 
mittee believes that the possibility of drafting clearer regulations should be 
explored before statutory amendments are adopted. i 

(3) More fundamentally, the committee questions the basic policy approach of 
the advisory group in its decision to allow broad shifting of ordinary income 
among the partners by agreement in connection with non-pro-rata current dis- 
tributions by partnerships holding collapsible assets and in connection with dis 
tributions to retiring partners or the successors of a deceased partner. It is 
true that this is permitted to some extent under the present law. For example, 
under section 736, amounts payable by the partnership for goodwill can be 
treated as ordinary income or capital items at the election of the parties. Even 
here the possibilities are somewhat hedged by the regulations. The committee 
believes it may be a different matter, however, freely to allow shifting of the 
ordinary income that inheres in appreciated inventory and earned personal service 
income. The existence of some latitude under present section 736, dictated per 
haps by policy considerations or administrative convenience or otherwise, would 
not seem to justify allowing further latitude unless those policy reasons appeared | 
to apply to the other situations. 

Particularly wide latitude in shifting ordinary income of a cash-basis part 
nership would be given the partners by a provision that would permit a retiring 
partner or the estate of a deceased partner to receive capital treatment for his 
share of fully accrued (earned and billed) fees at the election of the parties if 
the total payments were made within a 12-month period. Also the rule embodied 
in proposed section 736 would permit taxation to the continuing partnership, and 
treatment as capital payments to the distributee, of payments by the partnership 
in respect of earned income which is not yet accruable under the accrual method 
of accounting, irrespective of the period over which it is paid. These change 
would represent a clear departure from the doctrine of cases such as Lucas v. Earl 
(281 U.S. 111) and Helvering v. Horst (311 U.S. 112). Even apart from the 
problem of the availability of charities, loss corporations, and low-bracket mem 
bers of a family partnership, as residual partners to absorb all the ordinary 
income, the committee questions whether the advisory group policy is compatible 
with a graduated income tax. 


— 


B. Additional comments on changes proposed to be made in section 736 

(1) Time at which section 786(a) amounts are to be taken into account W 
partnerships and distributces—The changes made by proposed section 736 (a) (2) 
relating to the time when section 736(a) amounts are to be taken into accout 
are approved with two qualifications : 
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(a) The provision of proposed section 736(a)(2) that such amounts 
are to be taken into account “as of the last day” of the taxable year of the 
partnership in which they are “paid, or payable” would seem to distort in- 
terim estimates necessary for purposes of declarations of estimated tax. 
If such payments are taken into account only as of the last day of a taxable 
year, then the income of the remaining partners will be overstated and that 
of the retiring partner, or successor of a deceased partner, understated for 
estimate purposes for all quarters except that in which falls the close of the 
partnership taxable year. 

(b) Reference in proposed section 736(a)(2) to the year in which an 
“amount is paid, or payable” is not clear. Suppose, for example, a retired 
partner is entitled to 10 percent of the partnership profits for the calendar 
year With provision that payment shall be made on June 15 of the follow- 
ing year. Is the amount payable at the close of business on December 31, or is 
it payable only on the following June 15? Again, suppose an amount 
that qualifies as a section 736(a) payment is to be paid on or before June 30, 
of the year following that in which it becomes fixed, and that payment is 
made on April 1 the following year, in which year would the amount be 
includible in the income of the recipient? If includible for the year prior 
to payment, does the proposed provision in effect allow a partnership with 
a properly drawn agreement an annual election as to the year of deductibility 
of such payments? 

(2) Treatment of accruable items or unrealized receivables.—Because the 
present code definition of “unrealized receivables” would be deleted from section 
751 by the advisory group, a new definition of “accruable items” is proposed 
as section 736(b)(2)(A). It extends to all “income or gain accruable at the 
date of death or retirement of a partner not previously includible in gross income” 
under the partnership’s method of accounting, except income or gain that 
would be treated as an amount realized upon the sale or exchange of a capital 
asset. The amount of income which is to be treated as acecruable where the 
partnership uses a long-term contract method of accounting is left for determina- 
tion by regulation. It is not entirely clear what treatment is accorded install- 
ment receivables. 

The definition is much narrower than the present definition of ‘unrealized 
receivables” and would result in contracting the extent of coverage in this area. 
Thus, ordinary income items resulting from work in progress (Reg. sec. 1.751-1 
(c)(1) (ii) ) would not seem to constitute accruable items even though they 
would constitute unrealized receivables. Percentage rents or royalties deter- 
mined on the basis of the lessee’s or licensee’s annual profits would also fall 
outside the concept of an accruable item in most cases. 

For the reasons previously stated, the committee disapproves this result. 
At a minimum, we think, the definition of “accruable items” should be 
broadened. One way of accomplishing this would be to use the definition of 
“unrealized receivables” contained in present section 751(c), merely moving 
that definition to section 736. The present definition of “unrealized receivables” 
should be extended, however, to types of ordinary income payments that may 
not, but clearly should, be within the scope of the definition. For instance, 
receivables arising from rental, royalty, or interest payments may not qualify 
as unrealized receivables under present section 751(c).° 

(3) Agreements with respect to payments for goodwill—Under section 
736(b)(2)(B), payments for partnership goodwill are treated as ordinary in- 
come to the recipient and are deducted by the paying partners or excluded 
from their ordinary income as the recipient’s distributive share unless the 
partnership agreement provides for payments for goodwill. If the agreement 
does so provide, such payments are treated as a distribution to the recipient, 
taxable at capital gain rates to the extent they exceed the recipient’s basis, and 
the ordinary income of the paying partners is correspondingly increased. 

The advisory group would permit agreements with respect to the treatment 
of goodwill to be made by a retiring partner or the successor in interest of a 
deceased partner, after retirement or death, as the case may be. In fact, no 
limit seems to be placed on the time at which such agreements might be made. 

For the reasons previously stated, the committee disapproves in principle 
the basic policy of the advisory group, exemplified here, of allowing wide lati- 
tude for shifting income by agreement among partners. But even if it is con- 


5See Little, “Federal Income Taxation of Partners and Partnerships,” 1957 Supplement, 
pp. 278, 279. 
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sidered desirable to permit the parties such wide latitude in deciding the income 
tax consequences of the retirement or death of a partner, it would seem yp. 
desirable to allow the parties to wait to adjust their agreements until a time 
when the only effect of the changes would be to reduce the total taxes payable 
by the group. 

If, contrary to the committee’s recommendation, partners are to be permitted 
so to agree upon the effect of goodwill payments, it would seem that certain 
safeguards should be placed about this election. First, the Government should 
be protected from conflicting claims by the continuing partners and the dis. 
tributees as to the meaning or effect of their agreement. This possibility exists 
under present law because the Regulations provide that a partnership agree 
ment may be oral (Reg., sec. 1.761-1(c)). To protect against this possibility, 
the agreement should be required to be in writing and to be submitted with the 
partnership income tax return. Alternatively, the manner of treatment of the 
payments in a partnership return countersigned by the retiring partner or the 
representative of a deceased partner might be deemed an election by all the 
parties. Secondly, an agreement so submitted or evidenced should be binding 
upon all members of the partnership, as is the case with other partnership 
elections. The parties should not be able to change their agreement from time 
to time as payments are made. 

(4) Lump-sum, payments.—The advisory group would add to the code a new 
provision—section 736 (c) (1)—to the effect that if all payments made in liquida- 


tion of a deceased or retiring partner’s interest “are payable within a 12-month | 


period,” they are to be treated as a partnership distribution and not as a dis- , 


tributive share or guaranteed payment taxable as ordinary income to the recipient. 
Partners would be permitted to agree that this provision was inapplicable to pay- 
ments made by their partnership. (The language of the sentence permitting this 
election would seem to permit the election to be made with respect to less than 
all the payments made within a 12-month period. ) 

The revised report states (p. 32) that this recommendation is made because of 
a belief that, when a partnership agreement provides for payments only within 
a relatively short period, the parties “ordinarily do not intend the payments to 
include a share of partnership income, to be received as mutual insurance or 
otherwise.” This assumption seems to us doubtful in the case of personal service 
partnerships. 

Under the advisory group draft, it would seem that the rule of proposed section 
736(c)(1) with respect to payments in 1 year would override the rule of sec 
tion 736(b) (a) (A) with respect to the treatment of accruable items. Therefore, 
proposed section 736(c)(1) would offer a retiring partner an election to avoid 
the treatment otherwise prescribed with respect to accruable items. This would 
provide some tax avoidance potential, which would be greatest, of course, where 
the remaining partners were in relatively low-income tax brackets, as is fre 
quently the case in family partnerships. 

As stated above, the committee questions the advisability of the amendment 
because it would open one further avenue, not now present in the code, for 
shifting ordinary income to capital gain. Moreover, it seems unnecessary to 
burden the code with amendments meant to cover such special situations, par- 
ticularly where partners have already been given so much freedom to control 
the tax consequences of distributions to a deceased or retiring partner. Also, 
this addition to the code would seem quite unnecessary if the Congress adopts 
the advisory group’s recommendation as to the time at which an agreement 
oer section 736(b)(2)(B) (with respect to the treatment of goodwill) may 

made. 

(5) Payments made under section 736(a) by a successor to a partnership— 
The advisory group would add to section 736 a new provision—section 736(c) 
(3)—which would permit a person who assumes a binding obligation of the part- 
nership to make section 736(a) payments to deduct those payments, but only to 
the extent that they did not increase the adjusted basis of the payor’s assets 
and did not otherwise reduce the payor’s taxable income. The revised report 
states (p. 33) that the provision is not to extend to payments “assumed volun- 
tarily.” Thus, according to the revised report, the son of a former partner 
who assumes the section 736(a) liability of a terminated partnership, and who 
is simply a volunteer having no connection with the partnership’s former business 
or assets, would not come within the provision. 
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Although the aims of the proposal may be desirable, its scope is presently 
yague. It would allow a deduction to the person assuming the obligation 
“put only to the extent that such amounts have not increased the adjusted 
pasis of assets of such person, * * *” This language fails to resolve the 
principal question, namely, when the assumption is to be treated as a con- 
tinuance of the old obligation rather than as a cost of acquisition of the assets. 
For example, upon a merger of two accounting firms, the section 736(a) pay- 
ments presumably would continue to be characterized as such after the merger. 
But if one accounting firm purchases the practice of another, it would seem 
doubtful, at least, that the purchaser should be allowed to deduct section 736(a) 
payments of the firm purchased. The bill does not indicate when one treat- 
ment or the other is to be applied. 


PROPOSAL NO. 17—SECTION 751. SALES OR EXCHANGES OF PARTNERSHIP INTERESTS 
RESULTING IN ORDINARY INCOME 


In addition to the comments made above on the proposed changes in section 
751, the committee questions the advisability of proposed section 751(c) (3) (B), 
under which short-term capital gain and ordinary income attributable to de- 
preciable property, etc., held for less than 6 months would be converted into 
long-term capital gain. Although such a proposal may be justified in the 
interests of administrative simplicity, the committee believes that it may afford 
undue opportunity for tax avoidance. 


PROPOSAL NO. 18——SECTION 752, LIMITATION ON PARTNER'S DISTRIBUTIVE SHARE 
OF LOSS 


The proposal to amend section 752 is desirable. However, it does not appear 
to deal with the case in which a partner must make good his share of the loss 
only on termination of the partnership or on his retirement or death. In such 
a case there is a liability but the time for payment is postponed and uncertain. 


PROPOSAL NO, 21—SECTION 755, SPECIAL RULE FOR ALLOCATION OF BASIS 


The advisory group proposes to amend section 755(b) to adopt the rule of 
the Regulations (sec, 1.755-1(a) (1) (ii) ) to the effect that the basis of partner- 
ship properties may not be increased above their fair market value. This 
change is unobjectionable. However, perhaps inadvertently, the language of 
the bill would apply only to section 734(b) adjustments, whereas the regula- 
tions seem to apply to both section 734(b) and section 743(b) adjustments, 
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NEw York STATE Bar ASSOCIATION SECTION ON TAXATION—-SUPPLEMENTAL 
REPORT OF COMMITTEE ON INCOME TAXATION OF TRUSTS AND ESTATES 


I. INCOME FOR BEN#FIT OF GRANTORS—SUPPORT TRUSTS 


This committee, in addition to its printed report dated December 31, 1958, 
which related to proposals of the advisory group on subchapter J of the In. 
ternal Revenue Code of 1954, respectfully submits in this supplemental report 
two important proposals for the amendment of subchapter J which are not 
covered in the reports of the advisory group. The proposals follow. 

(1) Section 677(a)(3) of the code provides for the taxation of the grantor 
of an irrevocable trust whose income, without the consent of an adverse party 
or in the discretion of the grantor and/or a nonadverse party, “may” be applied 
to the payment of premiums on life insurance on the life of the grantor. See. 
tion 677(b) (as well as its predecessor section 167 of the 1939 code) contains 
a provision that where a trust has been created in respect of which payments 
“may,” in the discretion of the grantor, the trustee, or any other person, be 
made to a person whom the grantor is legally obligated to support, that the 
trust income shall only be taxable to the grantor to the extent that it is actually 
used to meet such support obligation. 

This committee recommends that the salutary approach of section 677(b) 
should likewise be extended to the situation where a trust has been created the 
income from which “may” be used to pay life insurance premiums ,on the 
grantor’s life but where, in a particular year, the income is not so used. We 
ean conceive of no good reason why the income tax consequences should be 
different in these two situations. Frequent hardships arise from the applica- 
tion of the present provisions of section 677(a)(3). For example, irrevocable 
life insurance trusts have been created over a period of many years (frequently 
pursuant to the urgent entreaties of life underwriters) without full realization 
of the income tax consequences. The grantor of such trusts should not continue 
to be penalized by being taxed in years when the income is not used to pay 
premiums as he is at present. The same solicitude which has been shown by 
Congress in years past toward persons who unwittingly created personal hold- 
ing companies might also be demonstrated in this situation (see 1939 code, sec. 
112(b) (7) and 1954 code, sec. 333 (e) ). 

In making the above proposal the committee has not overlooked the recom- 
mendation made by the advisory group with respect to section 677(a) (3). It 
seems to the committee that the latter applies only to a very limited situation 
and does not correct the inequity proposed to be eliminated. 

(2) At the present time the position of the Internal Revenue Service is (see 
Regulations 1.662(a)-4) that where income from an inter vivos or testamentary 
trust is paid or applied in discharge of the legal obligation of support owed by 
a person to a beneficiary of such trust, the income is taxable to the person 
whose obligation is so discharged. The practical problem arises in a multitude 
of situations as to what is an expenditure which will be considered within 
the obligation of a parent, for example, to support his child. The present regu- 
lations provide that this shall be determined by the local law. In most juris- 
dictions there are no clear-cut decisions relating for example to such matters 
as the sending of children to private schools, the sending of minor children to 
colleges, special courses and training, etc. (See, for example, cases cited in 
article entitled “Support Trusts and Gifts to Minors” by Eustance W. Tomlin- 
son, Esq., Proceedings of Probate and Trust Law Divisions, 81st annual meet- 
ing, American Bar Association, 1958, pp. 82-93.) Even in States like New 
York with an extensive jurisprudence, apparently there is only one unreported 
decision on the question of the legal obligation of a parent in good financial 
circumstances to send his minor child to a private school. 

It seems to this committee that in view of the paucity of State court deci- 
sions relating to the extent of the legal obligation of parents of varying degrees 
of financial prosperity particularly as regards education, that there should now 
be a reconsideration of the policy of taxing a person having a legal duty of 
supporting a trust beneficiary where the trust is created by third persons. 

In the somewhat analogous field of the taxation of alimony, the Internal 
Revenue Service has always—as a matter of administrative simplicity—ap- 
proved a rule of universal application—rather than one requiring determination 
of the local law of the then 48 States—as regards the validity of a divorce 
decree. (See Rev. Rul. 57-113, 1957-1CB 106.) Apart from the matter of 
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administrative convenience, it is felt that in an ambulatory civilization such 
as ours there is a special need for a definite nationwide rule as to the taxation 
of the parent in respect of support payments. 

Where the person legally obliged to support the trust beneficiary is himself 
the grantor of the trust or has the power to control payments for such pur- 
poses, he should properly be taxed on the trust income to the extent it is used 
to discharge the support obligation. But it is submitted that in all fairness, 
sections 662, 677, and 678 of the code should be amended to provide that where 
a third person creates a trust for the benefit of one toward whom he has no 
obligation of support and the person who does have such obligation of support 
has no voice in determining whether the trust income shall be used for the bene- 
ficiary, that the income shall not be taxable to the person who is obligated to 
support the beneficiary. Moreover, similar treatment should be given in the case 
of custodial gifts to minors by persons who do not have the obligation to 
support. 

Phis committee has considered the advisory group’s proposals as to subpart 
E and considers them to be desirable and likely to encourage greater flexi- 
bility in the field of short term and controlled trusts. 


Il. TAXATION OF INCOME IN RESPECT OF A DECEDENT FOR FEDERAL INCOME TAX 
PURPOSES 


The Advisory Group on Subchapter J of the Internal Revenue Code of 1954 
has made certain proposals regarding the taxation of income in respect of 
decedents in its final report dated December 29, 1958. The comments and rec- 
ommendations of this committee are as follows: 

A. Section 691(a). Income in respect of decedents defined: The advisory 
group proposes to add a new subsection (a) to section 691 so as to provide an 
affirmative definition of what constitutes income in respect of a decedent. If an 
item does not fall within the definition it does not constitute such income. 

The need and desirability of the proposed definitions are not apparent. As 
a general matter, particularization in the code should be minimized rather than 
expanded in cases where such expansion is not plainly necessary.- Such ne- 
cessity does not exist in the case of income in respect of a decedent, a broad 
concept which has been developed and defined by the Internal Revenue Service 
and the courts in a reasonably sensible manner since the introduction of this 
concept by the Revenue Act of 1942. 

Under the proposal of the advisory group, the definition of income in re 
spect of a decedent would be divided into eight classifications, the last of which 
assigns the treatment of partnership items to subchapter K. 

The first of these classifications consists simply of those items which would 
have been includible in the gross income of the decedent if he had computed his 
income under the accrual method of accounting. However, thc Service and the 
courts have by no means limited the concept to this conventional standard, and 
hence the advisory group has been forced to bring into the definition other items 
of a more contingent nature. 

The proposed language which brings accrued items into the definition spe- 
cifically excepts amount of unrealized appreciation in value of property, whether 
attributable to inventory items or otherwise. This illustrates the dangers of the 
itemized approach for definition purposes, since unrealized appreciation is not 
normally accruable, nor does the Service any longer attempt to treat unrealized 
appreciation, whether attributable to inventory items or otherwise, as income 
in respect of a decedent. 

The proposed definition follows the rule of present law by including so much 
of the proceeds of a sale, exchange or other disposition of property made before 
the decedent’s death as would have been includible in the decedent’s gross in- 
come if he had received such proceeds. 

In its third itemization, the proposed definition would follow present law by 
including amounts received after the death of the decedent to the extent they 
represent compensation for services. Since this is a broad category, it requires 
detailed comment in the final report of the advisory group and a reference, for 
-— to the leading case of O’Daniel’s Estate v. Commissioner (173 Fed. 2d 


The fourth item of definition relates to earnings on or appreciation in value of 
investments of the decedent’s contributions under an employees’ benefit plan 
whether or not exempt. The wisdom of this provision, which removes any pos- 
sibility of an increased basis on death, is debatable. 
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At the present time the deduction for estate tax paid on annuities is allowed 
only with respect to joint and survivor annuities. The fifth item would liberalize 
this treatment by defining all annuities governed by section 72 as income ip 
respect of a decedent to the extent includible in gross income. The purpose of this 
amendment could be accomplished, however, simply by amending subsection (4) 
of section 691, which deals specifically with amounts received by surviving 
annuitants. 

The sixth part of the definition substantially follows present law but involves 
a rearrangement of the statute by including as income in respect of a decedent, 
the realized excess of the face amount of an installment obligation over the 
decedent’s basis therefor. 

The seventh part of the definition further illustrates the difficulties of the 
itemized approach. It provides a catchall inclusion of items other than alimony 


which would have been taxable to the decedent if he had lived and which he | 


failed to receive solely by reason of his death ‘‘to the extent that the value of | 


the right to receive such amount is includible for Federal estate tax purposes.” 
The application of this language to contingent or potential claims, including 
income taxable under subchapter 8, is unclear. The purpose of the quoted refer. 


ence to the estate tax is also unclear and may be subject to varying interpre- ' 


tations. 

This committee is of the view that the attempt to particularize the types of 
income in respect of decedents should be abandoned. 

B. Section 691(d)(1)(A) and (2)(B). Deduction for estate tax—Marital 
or charitable deduction: The proposed amendments under this heading are 
designed to prevent the allowance of any income-tax deduction for estate tax to 
a person who receives income in respect of a decedent which did not bear estate 
tax because it gave rise to a marital or charitable deduction. The example is 
given of a decedent who died intestate, so that his widow and son each received 
one-half of his residuary estate. The present law would treat a portion of the 
estate tax deduction as allowable to the wife even though her half of the residuary 
estate included income in respect of a decedent which qualified for the marital 
deduction snd therefore did not give rise to any estate tax. Under the proposed 
amendments the full deduction would be shifted to the son. Only in cases where 
income in respect of the decedent has to be used to fund the marital deduction 
is a ratable part of the estate tax deduction made available to the widow. 

This committee approves the proposed amendments in principle. However, 
it is apparent that extensive regulations will be necessary to implement the 
amendments. 

This committee approves the further proposal contained in section 691(d) 
(1)(B) to make the deduction for estate tax available to the estate or the 
beneficiaries to the same extent the income in respect of the decedent is taxable to 
them. 

C. Section 691(d)(2)(A). Deduction for estate tax—Inclusion of credits: 
Under present law the deduction for estate tax is computed after subtracting the 
credits for the gift tax, State death taxes, foreign death taxes and the tax on 
prior transfers. To this extent the present statutory scheme appears to be 
defective, and on a given item of income in respect of a decedent it is possible 
for the income tax, the Federal estate tax and the State death taxes to exceed 
the amount of the item. This committee therefore approves the proposed amené- 
ment, which would allow an income tax deduction for the gross Federal estate 
tax reduced only by the credit for the tax on prior transfers and by so much of 
the gift tax credit as relates to items other than income in respect of a decedent. 


STATEMENT OF Boris I. BirrKeR To House COMMITTEE ON Ways AND MEANS 


PROPOSED AMENDMENTS TO SUBCHAPTER C OF 1954 CODE 


A distinguished committee, after many months of study, has proposed a set of 
amendments to subchapter C of the 1954 code. In an earlier form, the amené 
ments were the subject of congressional hearing. As a result of the hearings 
other comments and suggestions, and the committee’s own studies, the amend 
ments were revised. Both in their original form and as revised, they rest on 4 
foundation of studies by the section of taxation of the American Bar Assoc 
ation, the American Law Institute Tax Project, and other professional orgatt 


zations. 
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Because of this background, there is an almost irresistible temptation to 
accept the basic structure of the amendments on faith, out of respect for the 
authors, and to confine one’s criticism to drafting errors, awkward phraseology, 
trivial omissions, and other details that can be improved in any legislative pro- 

Is. Focusing on the basic structure of the amendments, however, I am 
troubled by many matters that are inadequately discussed or ignored by the 
advisory group’s revised report. To put these matters, which are discussed in 
more detail hereafter,’ in proper perspective, however, I should like to make 
the following comments of a more general nature: 

1. Subchapter C was extensively revised in 1954. Until the basic regulations 
were issued by the Treasury in December of 1955, it was extremely difficult 
for taxpayers to plan business transactions in this area. Even with the regu- 
lations, and despite the vast outpouring of the loose-leaf services, law journals, 
tax institute proceedings, etc., attorneys and accountants—especially outside 
the largest cities—are only now beginning to digest the 1954 changes. Moreover, 
there have been several important statutory amendments since 1954. Among 
other changes, the collapsible corporation provision was amended in 1958 to 
accomplish the very same objective which the advisory gfoup seeks to achieve 
with its proposal; and the enactment in 1958 of subchapter S (elective tax treat- 
ment of small-business corporations), by eliminating the corporation income tax 
for certain corporations, enormously alters the economic importance of sub- 
chapter C. But, because the Treasury has not yet issued its regulations under 
these 1958 statutory provisions, we are again in a period of uncertainty for 
taxpayers and their advisers, and until the slow process of education has caught 
up with the activity of Congress, only a handful of tax specialists will be able 
to work with the 1958 changes or to understand their relation to subchapter C. 

These facts, to me, impose a heavy burden of proof on the proponents of 
further extensive revisions in subchapter C. Before recommending legislation 
that is of a similar magnitude to the 1954 changes in subchapter C, this com- 
mittee ought to assure itself that the results of the amendments will counter- 
balance the painful period of uncertainty and adjustment that will inevitably 
follow their enactment. 

2. The advisory group, in its original report, made (p. v) the following state- 
ment of its aims: 

“In determining upon our recommendations we have sought to balance so 
far as practicable the desirable objectives of (i) removing unintended benefits 
and hardships under subchapter C, (ii) effecting greater coordination and con- 
sistency between its various interrelated provisions, (iii) reducing the im- 
portance of form upon the tax consequences where substantially identical re- 
sults are obtained, and (iv) achieving greater clarity and understandability of 
this intricate subchapter and, to the extent consistent with the basic approach 
reflected therein, greater simplicity in concept.” 

It is not easy to say whether aims of this general character have been 
achieved, but I have endeavored to demonstrate in later portions of this state- 
ment that— 

(i) Whether or not the amendments remove some “unintended benefits 
and hardships,” they will produce some new benefits—which I think are 
either unintended or unjustified—and hardships; 

(ii) That the proposed amendments are themselves lacking in coordina- 
tion and consistency ; 

(iii) That the mere form of transactions is made controlling by the 
proposed amendments at a number of crucial points; and 

(iv) That new complications and ambiguities are either substituted for, 
or superimposed on, old ones. 

3. Even if the only legislative aims of Congress, in considering amendments to 
subchapter C, were the limited objectives set out by the advisory group report 
as quoted above, then, I would suggest that these aims have not been sufficiently 
achieved to justify enactment of the recommended amendments. But, in my 
opinion, the time is overdue for a more fundamental examination of subchap- 
ter C than was undertaken by the advisory group. A technical revision or the 
existing structure at this time will almost inevitably postpone the date of a 
comprehensive overhaul of subchapter C. And it will be a cause for double 
regret if the achievement of basic reform is set back by statutory changes that do 


Because of the scope of the amendments, running to 105 printed pages, and their 


intricacy, I have been able to discuss only a representative selection of the committee’s 
proposals. 


wed 
ilize 

e in 
this 
(d) 
ving 
ves | 
lent, 
4 
the | 
nony 
h he | 
le of 
Ses,” 
ding 
efer- 
rpre- 
as of 
rital 
are | 
ix to 
state 
le is 
pived 
f the 
juary 
rital 
posed 
vhere 
ction 
ever, 
t the 
(d) 
r the 
ble to 
adits: 
ig the 
aX On 
to be 
ssible 
xceed 
mend- 
estate 
ich of 
edent. 
set of 
mend 
rings, 
mend: | 
| 
ssoci- 


1028 AMEND INTERNAL REVENUE CODE 


not even have the effect of substantially improving the details of subchapter 0 
as it stands today. 

4. In expressing these views, I do not wish in any way to underestimate the 
time, effort, and thought that have gone into the recommended amendments, 
As I understand it, a basic reevaluation of subchapter C was not within the 
advisory group’s mandate. (Similarly, the American Law Institute Tax Proj. 
ect, from whose studies the advisory group evidently derived much assistance, 
confined itself to “policy changes * * * at the technical level.”) Moreover, 
subchapter C is an intricate network of statutory provisions, dealing with a 
wide range of difficult problems, with the result that even the most able group 
of draftsmen may overlook some of the consequences of their proposals. Finally, 
some of the deficiencies( as they seem to me) in the proposals may well stem 
from a difference of opinion on the extent to which the progressive income tax 
rates should be protected against erosion by the use of the corporation as a 
temporary refuge for business income. 

5. Although I am not able to estimate the revenue consequences of the pro- 
posed amendments, it is likely that their adoption would result in a not incon- 
siderable loss of revenue. Taken as a whole, the proposals will probably promote 
the organization, liquidation, and reorganization of corporations for tax reasons 
alone—a practice that will surely be enhanced by the subchapter S election, 
enacted in 1958, by which certain closely held corporations can avoid the cor- 
porate income tax when it is more advantageous for the shareholders to be taxed 
as partners. It seems to be unlikely that the resulting revenue losses will be 
offset by the loophole closing or other protective features of the proposed 
amendments. 

A. COMPLETE LIQUIDATIONS 


Section 331 of the revised proposed amendments works a fundamental change 
in the tax treatment of complete liquidations. Under existing law, a complete 
liquidation is ordinarily a taxable occasion, on which the shareholder recognzes 
capital gain (or loss) equal to the difference between the basis of the stock he 
surrenders and the value of the liquidating distribution. The proposed revision 
does not in theory alter the method of computing gain or loss, but it provides, 
in brief, that a shareholder shall recognize his gain only if—and only to the 
extent that—the corporation’s adjusted basis for the property (including money) 
distributed to him exceeds his basis for the stock surrendered. (The proposal 
also takes account of any corporate liabilities that may be assumed by the 
shareholder, or to which the distributed property is subject, as well as of any 
gain recognized by the corporation on the distribution, but these adjustments are 
not relevant to the discussion that follows. ) 

In my opinion, the proposal is open to the following objections, among others: 

1. Inconsistency.—In support of its proposal to limit the recognition of gain 
on a complete liquidation in the manner described, the advisory group revised 
Teport states (p. 30) that under existing law, “[{g]ain or loss to the share 
holders is recognized even though no beneficial interest in the assets has passed 
from them to third parties.” If this criticism of existing law is valid, it is as 
applicable to the recognition of loss on depreciated property as to the recognition 
of gain on appreciated property. In acknowledgment of this fact, existing law 
relating to the liquidation of partnerships provides that a liquidating distribu- 
tion of property does not ordinarily produce either gain or loss to the partners, 
and that their gain or loss is to be recognized only when the distributed assets 
are disposed of. If this analogy from the tax law of partnerships is to be 
applied to corporate liquidations, as is sometimes proposed, it would require 
the nonrecognition of loss as well as of gain. The advisory group revised report, 
however, gives no reason for treating a liquidating distribution of appreciated 
property as a nontaxable occasion, while permitting the shareholders to recog- 
nize loss on the receipt of depreciated property in liquidation. 

2. Lack of need.—In support of its proposal, the advisory group revised report 
gives (p. 30) the following example of the operation of existing law: 

“Thus if A owns real estate which cost $10,000 and is worth $25,000, he may 
transfer the property to a newly organized corportion in exchange for its stock 
without tax; but if thereafter he dissolves the corporation and receives back the 
same property in complete liquidation of the corporation, he is subjected to tax 
on $15,000 of gain.” 

But, as the report acknowledges, existing law permits the shareholder to 
elect (under sec. 333) not to recognize gain on the liquidation just described. 
If, on the other hand, the shareholder prefers to recognize his gain at the time 
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of the liquidation (as in the case where he has offsetting capital losses that 
would otherwise be “wasted”), he may do so under existing law, since section 
333 is an elective provision. 

It thus appears that no legislation is needed to alleviate what the advisory 
group revised report calls (p. 30) “[t]he harshness of the rule subjecting a 
stockholder to capital-gains tax on appreciation in corporate assets when he 
merely dissolves a corporation without selling the assets to third parties,” 
since that result is now accomplished by section 333. Moreover, despite the 
“harshness” criticized in the advisory group’s revised report, the proposed 
amendment does not provide as a general rule for the nonrecognition of gain on 
the receipt of appreciated property in liquidation of a corporation. Nonrecogni- 
tion is available only in the circumstances set out in section 31(b)(1) of the 
proposal. In this respect, the proposal delivers less than it promises. 

3. Encouraging use of the corporation to avoid the progressive individual in- 
come tax rates.—Although section 333 of existing law provides an adequate 
method by which the shareholder can avoid the recognition of gain on a liqui- 
dating distribution of appreciated property, this provision provides for the com- 
plete nonrecognition of gain only if the corporation has no earnings and profits. 
To the extent of any earnings and profits, the shareholder’s gain on the liquida- 
tion is taxed, under section 333 of existing law, as a dividend. The advisory 
group’s revised report, referring to this aspect of section 333, speaks (p. 30) of 
“the drastic effect of taxing the accumulated earnings as a dividend at surtax 
rates to the shareholders at the time of the liquidation.” Although this criticism 
implies that the timing of the tax under existing law is wrong, and that it should 
not be imposed until the assets are sold, the proposal actually provides for the 
recognition, at the time of the liquidation, of the shareholder’s gain (if any) to 
the extent that the corporation’s basis for the distributed assets exceeds his 
basis for his stock. The result is that the accumulated earnings and profits (to 
the extent that they are reflected in an excess of corporate basis for the assets 
over the shareholder's basis for the stock) will be taxed, under the proposal, at 
the capital gain rate at the time of liquidation. 

Thus, the report’s objection to section 333 of existing law comes down to the 
fact that accumulated earnings and profits are now taxed as dividends, rather 
than at the capital gain rate. This fact is explicitly stated (p. 31) in the re 
vised report : ‘“‘Thus, under [the proposed] system, income derived by the corpora- 
tion would bear a corporate income tax and if not distributed out as a dividend 
would bear, in addition, a capital gains tax to the shareholders upon the sale of 
the stock or liquidation of the corporation * * *,” 

When we get to the bottom of the proposed amendment, then, we find that its 
function is not to protect shareholders against taxation on the receipt of appre- 
ciated property (a function performed under existing law by sec. 333), but 
to permit accumulated earnings to be received at the capital-gains rate rather 
than as ordinary income. This proposal can be adequately evaluated only if 
the following matters are taken into consideration : 

(a) One of the most troublesome problems in the corporate-shareholder area 
is the use of the corporation as a repository for business profits, safe from the 
progressive individual income tax rates, until the shareholders find a convenient 
opportunity to liquidate the corporation and receive the accumulated earnings 
at capital gains rates. A principal statutory obstacle to more widespread use 
of the device just described has always been the tax on unreasonable accumula- 
tions of earnings and profits (sec. 5381 of the 1954 code). This restraint, whose 
effectiveness has always been open to question, has been recently relaxed by 
statutory amendment, particularly the accumulated earnings credit enacted in 
1954 and raised in September 1958, to 100,000 per corporation. Whatever the 
justification for these modifications in section 531, they do increase the feasibility 
of using the corporate form to avoid the individual tax rates. 

(b) The principal other restraint on deliberate tax avoidance through the 
method described is the fact that under section 331 of existing law, a complete 
liquidation requires the shareholders to report as capital gain the difference 
between the fair market value of the liquidating distribution and the adjusted 
basis of their shares. In the case of many family and other closely held cor- 
porations, the existence of good will in the growing enterprise discourages tax- 
motivated complete liquidations, since the value of the good will enters into the 
computation of the shareholder's capital gain under section 331. 

Under the statute as revised, however, this restraint would be eliminated, 


Since in most cases the corporation’s basis for its goodwill is zero. This means 


that the appreciation in goodwill would not enter into the computation of gain 
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on the liquidation. It may be confidently predicted that the use of complete 
liquidations as a tax avoidance tool will rise rapidly and significantly if the 
proposed amendments are adopted. 

(c) Only 6 months ago Congress enacted subchapter S of the Internal Reve 
nue Code, permitting closely held corporations and their shareholders to elect 
a special method of taxation, under which the corporation does not pay an 
income tax and the shareholders report their share of the undistributed co 
rate income as though received by them. Corporations that are entitled to 
make the subchapter S election do not need the privilege of a tax-free liquida- 
tion to revert, for tax purposes, to the status of a partnership, since the sub- 
chapter S will give them the most important tax attributes of that status. More 
over, since a qualified corporation may elect to take advantage of subchapter §, 
subsequently withdraw its election, and then (subject to the Treasury’s ap- 
proval, or even without approval after 5 years have elapsed) make a new elec- 
tion, subchapter S gives new impetus to incorporations that serve no purpose 
other than tax avoidance. Whatever might have been said about the justifica- 
tion for the proposed new treatment of complete liquidations before subchap- 
ter S was enacted, there is surely less reason today to enlarge the opportunity 
to play off the individual income tax rates against the corporate rates. 

(d) The encouragement given by proposed section 331 to the liquidation of 
corporations will place an additional strain on the already feeble “reincorpo- 
ration” aspects of the code. The device in question is the liquidation of a sue- 
cessful business corporation, with either no gain or a minimum of gain under 
the revised section 331, to be fullowed by a reincorporation of the business 
assets in a newly organized corporation, the liquid assets being held back by 
the shareholders for use in their personal capacities. Such reincorporations 
(which are merely disguised dividends) are possible under existing law, but ex- 
ploitation of this device is restrained by the fact that the value of the goodwill 
of the corporation must now be taken into account under section 331 of exist- 
ing law in computing the shareholders’ capital gain on the liquidation. Since 
goodwill ordinarily has a zero basis, however, its value will not be subject to 
tax on a liquidation under section 331(b)(1) of the proposed amendments, and 
this will eliminate a major obstacle to such reincorporations. 

The advisory group contemplates (p. 80) that the Commissioner’s weapon 
against reincorporations will be section 368(a)(1)(D), as amended, which de 
pends for its effectiveness upon a showing that the liquidation and reincorpora- 
tion are part of an integrated plan. But if the shareholders do not reincorpo- 
rate the business assets until some time after the liquidation, it may be dif- 
ficult or impossible to establish that the liquidation and reincorporation were 
parts of a single plan. Moreover, despite the change proposed in section 368 
(a) (1)(D), defining the term “reorganization,” no parallel change is proposed 
in section 354, which thus continues to be applicable to the transferor share 
holders only if they transfer “stock or securities” in pursuance of the plan of 
reorganization. But if they liquidate the old corporation and hold its assets 
for a period of time before reincorporation, they will be in a position to argue 
with some plausibility that they have not transferred “stock or securities,” that 
section 354 is therefore inapplicable, and that the retained liquid assets do not 
constitute “boot” under section 356. This argument, if accepted, would make 
the liquidation-reincorporation device freely available, despite the advisory 
group’s hopes to the contrary. 

4. Manipulation.—The premise of the proposal under discussion is that the 
liquidating corporation’s accumulated earnings and profits, if reflected in an 
excess of the corporation’s basis for its assets over the shareholders’ basis for 
their shares, will be taxed as capital gain. But opportunities exist to eliminate 
even this mild restraint on the use of the corporation to avoid the progressive 
individual income tax rates. If any shareholders have a high basis for their 
stock (e.g., by reason of recent inheritance) or have incurred offsetting capital 
losses in the year of liquidation or are tax-exempt institutions, the corporation 
ean distribute its high basis assets to them, while distributing its low basis as- 
sets to the other shareholders. Such a nonaliquot distribution could relieve the 
latter group of shareholders from the capital gains tax that would be imposed 
by the proposed section 331(b) (1) (A) if they had received their proportionate 
share of the high basis assets—and this favorable result may be accomplished 
at no cost whatsoever to the shareholders who receive the high basis assets. The 
advisory group’s revised report recognizes this possibility, but advances (p. 33) 
the curious justification that “this is a matter which can be satisfactorily ad- 
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justed by the shareholders between themselves in working out the plan of liq- 
yidation.” It can indeed “be satisfactorily adjusted by the shareholders be- 
tween themselves’—but at the expense of the revenue. To be sure, if the 
corporation is collapsible, the special rules of section 343 will come into play, 
as the revised report states (p. 33), but this in no sense closes the door to 
manipulation by noncollapsible corporations. 


B. COLLAPSIBLE CORPORATIONS 


The advisory group has also proposed an extensive revision of the treatment 
of collapsible corporations. I should like to submit the following observations 
on this proposal : 

1. Mechanical criteria—One of the stated objections to section 341 of the 
present code (advisory group revised report, p. 35) is that it depends for its 
application upon the intention of the shareholders, ‘a matter obviously difficult 
to determine.” In order to avoid reliance upon the shareholders’ intention, the 
revised statute would operate “entirely by objective tests.” 

There is, of course, always some appeal in shifting the basis of tax liability 
from subjective to objective criteria. It should be recognized, however, that 
this can be done only at a cost—and in the area with which we are here con- 
cerned, the cost can be too great. Under existing law, relatively few corpora- 
tions need concern themselves with the collapsible corporation provision, since 
with respect to most corporations it is perfectly clear that the shareholders do 
not have the forbidden intention. Under the revised statute, however, it would 
be necessary for the shareholders of most growing corporations to consider the 
applicability of the collapsible corporation provisions—notwithstanding a total 
lack of any intention to engage in tax avoidance. This is because inventory 
will be a “collapsible” asset (a) if it is of a type not customarily sold by the 
corporation for a period of 3 years or more, or (b) if (and to the extent that) 
its adjusted basis exceeds the average adjusted basis of the corporation’s inven- 
tory during the preceding 3 fiscal years. The inventory of an expanding enter- 
prise may be a collapsible asset under either or both of these provisions; and 
even without a shift in business activity or an increase in the number of units 
held, inflation alone may throw a normal inventory into the collapsible category 
and bring the collapsible corporation provisions into play, if the inventory has 
appreciated in value sufficiently to meet certain mechanical ratios. Further- 
more, all property held for sale to customers is a “collapsible asset” if it is not 
carried in inventory under conventional accounting practice (e.g., land), so long 
as it does not qualify under section 343(d) (1) (D). 

It should be emphasized that there is no escape for corporations that have 
had no tax avoidance purpose and have fallen afoul of section 343 (as proposed) 
by accident. Moreover, the punitive force of the law falls not merely on cer- 
tain redemptions and liquidations, which occur only occasionally, but also on 
ordinary sales of corporate stock to third persons. 

Without question, something can be said in favor of fragmenting share- 
holders’ gain between ordinary income and capital gain, regardless of their 
intention, as the proposed statute does. But the writer questions whether the 
full significance of this proposal has been grasped by persons outside the rela- 
tively small circle of tax specialists who are in daily touch with these problems. 
Is the Congress prepared, in the interest of relieving some borderline cases from 
the risk of being found to have a tax avoidance purpose, to impose the mechani- 
eal criteria proposed by the advisory group to a much wider circle of corporations? 

2. The 1958 remedy.—A second stated objection to the existing statute is that 
(p. 35) it “may operate in many cases to convert into ordinary income what 
might be capital gain to the shareholders if no corporation were used.” This 
objection, which had some cogency when the advisory group filed its original 
report in 1957, lost much of its force with the enactment in 1958 of section 
341(e), added by the Technical Amendments Act of 1958. The revised report 
of the advisory group is interspersed with boldface references to section 341(e), 
but at no point is there any discussion of whether the problem with which the 
advisory group was originally concerned was adequately solved last fall by the 
enactment of section 341(e). 

Section 341(e) is an elaborate provision, which tax advisers throughout the 
country have been studying and gradually absorbing into their experience. 
There ought to be a sound reason for abandoning its approach before another 
revision in this complicated area is undertaken. In point of fact, the philosophy 
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of the proposed revision is not drastically different from the approach of section 
341(e), which only makes more baffling the failure to explain why—if at all—it 
is thought to be unsatisfactory. 

3. Use of multiple corporations.—Section 343(d) (3) of the proposed amend- 
ments takes the shareholder’s business activities into account in determi 
whether corporate assets should be treated as collapsible property, for reasons 
set out in the advisory group’s revised report, pages 47-48. Unlike section 
341(e) of existing law, however, the proposal does not take account of business 
activities carried on by the shareholder through other corporations. The very 
reason for bringing section 1231 property into the collapsible category in 194 
was evidently to prevent real estate operators who held a number of apartment 
houses or similar rental units, each in a separate corporation, from enjoying 
capital gain on the sale or liquidation of these corporations By ignoring the 
business activities carried on by the shareholder through other corporations, the 
committee’s proposal may nullify this objective. The need to take account of 
the shareholder’s interests in other corporations, as well as his personal actiyi- 
ties, was grasped by the draftsmen of the 1958 amendment, which provides in 
section 341(e)(1)(C) that this should be done in appropriate cases. No reason 
is given by the advisory group for its abandonment of this approach. 

4. Manipulation.—Under the proposed statute, a corporation is collapsible if 
the unrealized appreciation in its “section 348 assets” exceeds (a) 15 percent of 
its net worth and (b) 15 percent of the unrealized appreciation on all of its 
assets. Recognizing that the corporation’s net worth as well as the total un- 
realized appreciation on all of its assets can be easily manipulated by transfers 
by its shareholders, section 343(e) (1) of the proposed statute provides—as does 
section 341(e) of existing law—for disregarding money and property trans- 
ferred to the corporation within the preceding 1-year period for stock or as a 
contribution to capital or paid-in surplus, if there was no bona fide business 
purpose for the transfer. 

Unfortunately, this explicit 1-year restriction on transfers suggests, by nega- 
tive implication, that property transferred at an earlier time is to be taken into 
account, even if there was no business purpose for the transfer. This in turn 
seems to mean that the shareholders of a corporation need not worry about the 
collapsible corporation provisions if they own enough appreciated capital assets 
(such as stock and securities) and can transfer these assets to the corporation 
at least 13 months before the determination of collapsibility is to be made. 
Although the possibility of such a maneuver exists under section 341(e) of exist- 
ing law, it is made far more feasible by the proposed amendments. This is 
because under existing law, the removal of the appreciated assets from the 
corporation would ordinarily produce gain to the shareholders under either 
section 331 or section 333, while section 333(b) (1) of the proposed amendments 
permits property with a low basis in the hands of the corporation to be liquidated 
out without recognition of gain to the shareholders. Most surprising of all, the 
same property would then be available for transfer by the shareholders to an- 
other corporation in order to protect it against the collapsible corporation pro- 
visions, and so on. 

C. STOCK REDEMPTIONS 


Although the revised proposed amendments would make a number of changes 
in section 302, governing the taxation of stock redemptions, the most dramatic 
change in this area is the impact of proposed section 331(b) (1) on such trans- 
actions. Under this provision, a shareholder—especially if the corporation is 
closely held—will be able to “sell out” without recognition of gain even though 
he is paid off in marketable securities or other liquid assets. Thus, assume 
that A and B organize a corporation, each paying $50,000 in cash for one-half 
of the stock, and that after a number of years of operation, the corporation's 
assets consist of (a) a successful going business, with an adjusted basis of 
$200,000 and a fair market value of $250,000, and (b) a portfolio of marketable 
stock and securities, with an adjusted basis of $50,000 and a fair market value 
of $250,000. Under section 302(b) (3), a redemption of B’s stock with the liquid 
assets will be treated as a sale or exchange, rather than as a dividend (regard- 
less of the amount of corporate earnings and profits), and under section 331(b) 
(1)(B) (as proposed), B’s gain of $200,000 will go unrecognized, even though 
he has been “bought out” with assets that, for most practical purposes, are 
the equivalent of cash. Under section 334, to be sure, he will hold the stock 
and securities at a basis of $50,000, and will have to recognize gain if he sells 
them ; but the impact of any such tax can be mitigated by selling over a period 
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of time or in years when the gain can be offset against capital losses, or by 
ysing these assets for gifts within the family. Moreover, there will be no tax 
on the appreciation in value if he holds the portfolio until death; and even dur- 
ing his lifetime, he may be able to shift his investment position without tax by 
transferring the stock and securities in mergers or other transactions on which 
gain it not recognized. 

These tax results are even more surprising if applied to a corporation con- 
trolled by a single family. Yet the technique just described will permit one 
member of a family to be “bought out” without tax consequences, if he meets the 
requirements of section 302(c)(2) (as proposed), even though other members 
of the family remain in control of the corporation. 


D. PARTIAL LIQUIDATIONS 


Distributions in partial liquidation of a corporation are taxable not as divi- 
dends, but as sales of the redeemed stock, producing capital or loss. The ad- 
yisory group proposes to broaden the definition of partial liquidation to em- 
brace certain distributions “attributable to the reduction by a corporation of 
active business.” VProposed bill, section 346(d). Although the relationship 
between this new provision and the “corporate contraction” doctrine of existing 
law is vague in the extreme, section 346(d) seems intended to establish a more 
mechanical test for capital gain (or loss) distributions. In the process, it has 
apparently opened the door to transactions that other sections of the code brand 
as improper tax avoidance. Thus, if a successful corporation invests its profits 
ina factory or other business real estate (or in improving such assets or paying 
off mortgages thereon), it may at a later date be able to distribute the assets 
to the shareholders at capital gains rate under section 346(d). If permitted, 
this practice could undermine the individual income tax on corporate dividends. 
This possibility is clearly recognized by the Regulations under section 355 of 
existing law, forbidding the tax-free distribution of a controlled corporation 
holding assets of this type; and the advisory group evidently recognizes the 
need of such a restriction on section 355, since the only change proposed is for 
distributions that are found by the Treasury not to have tax avoidance as a 
principal purpose. In the light of this caution under section 355, the proposed 
change in section 346(d) is not easily justified. 

The foregoing criticism of section 346(d) is based on the assumption that it 
adds something to existing law. It is arguable, however, that section 346(d) 
(1) (requiring “the reduction by a corporation of active business’) and section 
346(d) (3) (referring to assets which “were reasonably required for the conduct 
of such business” but-are “no longer reasonably required for such purpose”) 
Merely restates the existing “corporate contraction” doctrine, and thus over- 
laps section 346(a) (2) of existing law (which is carried forward as section 
346(b) of the proposed amendments). If so, the enactment of section 346(d) 
would confuse and add a needless complication to existing law—and might 
even suggest that the “corporate contraction” doctrine is to be narrowed in the 
light of sections 346(d) (4) and 346(e). 


E. DEFINITION OF INDEBTEDNESS 


The advisory group recommends a new provision, section 317(c), to provide 
a nonexclusive definition of the term “indebtedness of a corporation.” My 
comments on this proposal are as follows: 

1, Unwarranted breadth.—The proposal is advanced, according to the ad- 
visory group’s revised report, page 24, in the interest of “providing greater 
certainty in this area as a guide to taxpayers, administrators, and courts in 
ordinary cases.” According to the revised report, the proposed definition is 
“designed to be available only to very narrowly limited types of obligations of 
the clearest sort,’’ affecting only “a limited carved-out area.” 

An examination of the proposed provision, however, does not bear out the 
statement that it is concerned only with “very narrowly limited types of obliga- 
tions of the clearest sort.” An obligation of the corporation can constitute 
“indebtedness” under section 317(c) even though it is subordinated to all 
corporate obligations other than the claims of trade creditors. This means 
that an obligation may be subordinated to bank loans and other general obliga- 
tions of the corporation with impunity, so long as it ranks on a par with the 
claims of trade creditors. Since trade creditors must ordinarily be paid in 
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30 to 60 days after an obligation is incurred, the requirement that the allegeg 
“indebtedness” must not be subordinate to trade creditors is a restriction of 
little importance, hardly serving to distinguish the alleged “indebtedness” from 
an equity investment. Moreover, section 317(c)(1), as proposed, may permit 
the alleged “indebtedness” to be subordinated not merely in the sense that bank 
loans and other nontrade claims will outrank the alleged indebtedness in bank. 
ruptcy, but also in the sense that it may not be paid off even in the ordinary 
course of business while such other loans and claims are outstanding. Such 


“indebtedness” cannot, even by stretching the imagination, be classed with | 


“very narrowly limited types of obligations of the clearest sort,” as claimed, 

2. Debt-equity ratio—Even more important is the ratio set out in section 
317(c) (4) of the proposed amendment, permitting an obligation to qualify as 
“indebtedness” even though held by the shareholder of a corporation, provided 
that the principal amount of all such obligations does not exceed by more than 
5 to 1 the fair value of the outstanding stock of the corporation or the total of 
capital and paid-in surplus, whichever is greater. The more meaningful ratio, 
however, is equity to total debt, and the advisory group does not explain why 
equity should be compared only with shareholder-held debt. To illustrate the 
significance of the proposal, assume a corporation that is organized to acquire 
a building or other property for $100,000, of which $75,000 is to be financed 


by a purchase-money mortgage, $10,000 by a second mortgage to an outsider, and | 


$15,000 by shareholder contributions. Under the proposal, the shareholder in- 
vestment could consist of as much as $12,500 of “debt” and only $2,500 of 
equity. In other words, the proposed amendment would require the extra- 
ordinary amount of $97,500, issued on an equity base of only $2,500, to be 
treated as bona fide indebtedness, provided the other conditions of section 317(¢) 
were satisfied. Under existing law, the so-called debt to shareholders in the 
amount of $12,500 would probably be treated as equity—and it is hard to see 
how on any reasonable economic analysis it can be regarded as anything else. 
Indeed, even if the shareholder investment ($15,000) described above were 
to be divided equally between debt and equity, the corporation’s debt-equity 
ratio (realistically viewed) would be quite high. There is no justification, 
in my opinion, for giving such “debt” the benefit of a provision that is supposed 
to affect only a “limited carved-out area” and to leave other so-called indebted- 
ness to prove its legitimacy in the light of all the facts. 

Even the feeble “safeguard”—if it can be called that—created by the 5 tol 
debt-equity ratio of section 317(c) (4) can be nullified by separating the owner- 
ship of the so-called “obligations” from the ownership of the stock, even though 
there is an identity of interest between the investor. Thus, there is no restraint 
whatsoever in section 317(c) (4) on the amount of “obligations” which can be 
held by the wife of a shareholder, or—even more remarkable—by a trust or 
corporation dominated by a shareholder. So far as section 317(c) (4) is con- 
cerned, the debt-equity ratio can mount to 1,000 to 1, or more, so long as the 
“indebtedness” is held by nonshareholders. No explanation is given in the re 
port for not applying the constructive ownership rules of section 318 in this 
area. Even if applied, however, they would still leave us with a statutory 
provision going far beyond the advisory group's reference to “very narrowly 
limited types of obligations of the clearest sort.” It would be more accurate 
to say that the proposed section 317(c) (even if amended to include the con- 
structive ownership rules) includes many so-called obligations which are 
equity investments “of the clearest sort.” 

3. Return of capital theory.—There is a school of thought among tax advisors 
that contends that shareholders of a corporation should always be permitted to 
withdraw their original investment as a tax-free return of capital before they 
are taxed on corporate distributions. This theory should be accepted or rejected 
on its merits. It should not slip into the Code in the form of a mechanical 
definition of “indebtedness” permitting instruments that by any economic test 
are the equivalent of preferred stock to qualify as “indebtedness” and thus to 
give rise to an interest deduction and, even more important, to the withdrawal 
of corporate earnings on maturity either tax-free or as capital gain. 

4. Vagueness.—The foregoing comments are based on the assumption that 
section 317(c) would in fact provide the certainty that is claimed for it. By 
its terms, however, section 317(c) is applicable only if the alleged obligation is 
incurred “under circumstances which do not negative any reasonable expecta- 
tion of payment.” The content of this condition is vague in the extreme. It is 
entirely possible, for example, that a court might say of the type of obligations 
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which have been involved in litigation in recent years that the circumstances 
do negative “any reasonable expectation of payment” because the shareholder 
intended to treat the obligation merely as a tax avoidance device and to make 
payment only in circumstances when a dividend would be appropriate. In other 
words, it might be argued, even under the proposed amendment, that there is no 
reasonable expectation of payment of the obligations, but only a reasonable 
expectation that the corporation will, if conditions warrant, pay dividends to its 
shareholders (in the guise of payments of interest or principal) when it is able 


' todo so. On this reading, section 317(c) would merely substitute one form of 


uncertainty for another. 


F. CORPORATE REORGANIZATIONS 


The advisory group recommends a number of changes in the taxation of cor- 
te reorganizations. Many problems are created by these recommendations, 

put in the interest of brevity I shall single out for comment only one proposal— 
the amendment to section 368(a)(1)(D). This change is proposed as a means 
of coordinating the reorganization provisions of the Code with section 355 in 


| the case of splitups. I should like to suggest that the proposal, far from achiev- 


ing a satisfatcory degree of coordination, seems to have the following anamolous 
results : 
Splitups 

1. Assume a one-man corporation that owns business assets (adjusted basis, 
$50,000; fair market value, $250,000) and a portfolio of marketable securities 
(adjusted basis, $25,000; fair market value, $150,000). (For the sake of sim- 
plicity, it is assumed that the corporation has no earnings and profits; the com- 
parison would be complicated if earnings and profits were taken into account, 
but the results would be no more rational.) Assume also that the shareholder’s 
basis for his stock is $75,000. (a) If the corporation organizes two subsidiaries, 
transferring the business assets to one and the liquid asset to the other, and then 
distributes the stock of both subsidiaries in complete liquidation, the transaction 
will constitute (under the proposal) a reorganization subject to section 354. 
Under section 354 and section 356, the stock of the liquid asset corporation will 
constitute “boot,” and under section 801(¢)(2) and (8) the shareholder will 
apparently recognize gain in the amount of $75,000. (b) If the corporation 
transfers only the liquid assets to a subsidiary in exchange for stock, however, 
and distributes this stock and its other assets in liquidation, the shareholder 
would evidently recognize $175,000 of gain under sections 354, 356, and 301. 
(¢) If, on the other hand, the corporation does not transfer its assets to the 
two subsidiaries, but liquidates in kind, the shareholder would recognize no 
gain, by virtue of section 331(b)(1)(B); and at a later time he could transfer 
the assets to two new corporations without tax—unless these transfers are part 
ofa plan of reorganization. (d) Alternatively, if the corporation already holds 
the assets indirectly, through two subsidiaries, a liquidation would produce no 
taxable gain to the shareholder. 

If the foregoing results do follow from the proposal, they are difficult to de- 
fend as rational expressions of policy. I express these comments conditionally, 
however, because the provisions are far from clear to me. Thus, section 331(c) 
(as proposed) states flatly that section 301 “shall not apply to any distribution 
of property in partial or complete liquidation,” but the draftsmen appear never- 
theless to contemplate that some complete liquidations shall be subject to section 
301, viz., splitups that do not meet the conditions of section 355, where the stock 
of one of the corporations is treated as a dividend under section 356(b) (1) (A) 
or as capital gain under section 356(b) (1) (B). 

Distributions of securities 

2. The proposed amendments appear to produce a similarly inexplicable set of 
Tesults if securities of a subsidiary corporation are distributed to shareholders 
in the course of a splitup. If the splitup qualifies under section 355, the share- 
holders of the distributing corporation may receive stock in the controlled corpo- 
rations tax free, but securities in the controlled corporations are treated as 
“boot” by virtue of section 355(a) (3) (A) (ii) and section 356(b) (1). To the 
extent of the distributing corporation’s earnings and profits, the securities will 
ordinarily be taxed as a dividend. If the splitup does not qualify under section 
355, however, the shareholder will recognize gain under section 331 (as proposed) 
only to the extent that the distributing corporation’s basis for the stock and 
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securities distributed to him exceeds his basis for his stock. It is hard to under. 
stand why a splitup that is entirely outside of section 355 should be favored 
over one that is qualified, at least in part, under section 355. 

Recognition of loss 

_ 8. Still another anomaly in this area is that section 331(b) (3) (as proposed) 


provides without qualification for the recognition of loss on complete and partia] | 


liquidations and on certain stock redemptions. In flat contradiction, section 355 
provides that no loss shall be recognized on some partial and complete liquida. 
tions and stock redemptions. Assuming that section 355 is to take precedence 
(as is suggested by the cross-reference of section 331(d) (3)—which, however, is 
itself deficient in referring only to “certain liquidating distributions,” thereby 
omitting stock redemptions that are not liquidations), no reason is suggested 
for treating section 355 transactions less favorably than transactions that fai) 
to meet its conditions. See also section 354, which contemplates that loss shall 
not be recognized in some transactions that, according to section 331, do give 
rise to a recognized loss, where there is again a statutory contradiction, as well 
as a failure to explain what reasons of policy justify the distinction (assuming 
it was intentional). 
F. MISCELLANEOUS 


This memorandum has dealt with a variety of salient shortcomings, as they 
seem to me, in the proposed amendments, without attempting a comprehensive 
catalog of deficiencies. The following additional points, however, may be of 
interest : 


1. “Lost” basis of redeemed shares.—The proposed amendments include a new 


statutory provision regulating the treatment of the shareholder’s basis for 
shares that, upon redemption, produce dividend income. (Although existing 
statutory law does not provide for this problem, the regulations state that 
“proper adjustment of the basis of the remaining stock will be made with respect 
to [the basis of] the stock redeemed.” Regulations section 1.802-2(c).) The 
proposed amendment provides in section 302(d) that, in certain circumstances, 
the shareholder’s basis “shall * * * be allowed as a loss to such shareholder 
from the sale or exchange of such stock.” It is not clear whether this provision 
takes precedence over section 267 of existing law (providing that “no deduction 
shall be allowed” on certain exchanges between a shareholder and a corporation 
of which he owns more than 50 percent of the stock), in cases where there is an 
overlap. 

2. Redemptions to produce capital losses—If the proposal just described, 
section 302(e), overrides section 267, it seems to permit a redemption of stock 
for the purpose of creating a capital loss. For example, assume that corporation 
A owns all of the stock of corporation B, and that A and B each owns 50 percent 
of the stock of corporation C. Assume also that C has a large amount of earn- 
ings and profits. If A’s stock in C is redeemed, the distribution will be a divi- 
dend by virtue of section 302(d) and section 301. Since A will be entitled to the 
dividends-rceived deduction of section 243, however, only 15 percent of the 
distribution will be subject to tax. Under section 802(e)(2) of the proposed 
amendments, A may deduct the basis of the redeemed stock as a loss, even 
though A (through its subsidiary, B) is still in complete control of C. The 
capital loss thus permitted by section 302(e) (2), as proposed, may reduce A’s 
taxes by many times the amount of tax paid by it on the distribution in redemp- 
tion of its stock in C. 

For an example of a similar operation by an individual shareholder, assume 
that Mr. A owns all of the stock of corporation X, and that A and X each owns 
50 percent of the stock of corporation Y. Assume also that the adjusted basis 
of A’s stock in Y is $100,000, that its fair market value is $10,000, and that Y’s 
earnings and profits exceed $10,000. If Y redeems A’s stock for $10,000, the 
distribution will be a dividend to A in the amount of $10,000, but he will be 
entitled to deduct a capital loss in the amount of $100,000 by virtue of section 
302(e) (2). Yet A’s control over Y is not diminished in any way by the redemp- 
tion, and the transaction should probably not be treated as a “realization” of 
the depreciation in value in the Y stock. 

8. Undue specificity—-The proposed amendments include another new pro- 
vision, section 302(b) (7), providing that if there is a series of stock redemp 
tions, or redemptions and acquisitions, they must be considered in the aggregate 
in determining whether a particular redemption is to be tuxed as a sale or ex- 
change rather than as a dividend. The amendment is advanced as a means of 
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dosing a possible loophole in section 302(b)(2)(B) of existing law, which is 
applicable only to a series of redemptions under a plan, and not to redemptions 
coupled with acquisitions of stock, The proposal has a laudable objective. 
Unfortunately, however, it permits the inference that a single redemption and 
acquisition are not within its scope, since it speaks of “a series of redemptions, 
or redemptions and acquisitions by shareholders of stock.” Had the entire mat- 


ter been left at the outset to administrative and judicial discretion, prearranged 


redemptions and reacquisitions would probably have been unsuccessful as 
methods of avoiding the true intent of section 302. But if the partial antidote 
written into the statute in 1954 is now amended, as the advisory group recom- 
mends, it becomes much easier for a taxpayer to argue that any remaining 
joophole must have been intentional. 

4. Collapsible assets.—Sections 343(d)(1)(D) and (BE), excluding certain 
property from the category of “section 343 assets,” refer to “the taxpayer.” 
Since the “taxpayer” under the collapsible corporation provisions is the share- 


} holder, there is a drafting error here; apparently “corporation” was meant, 1 


say apparently, because if section 343(d)(1)(D) is intended to exempt property 
90 percent or more of whose unadjusted basis consists of costs incurred by the 
corporation more than 3 years previously, it will fail to exempt property pur- 
chased by the shareholders and contributed by them to the corporation, while if 
the draftsman means to exempt property paid for by the shareholders, property 
paid for by the corporation will not qualify. Furthermore, the status of prop- 
erty with a zero basis but held more than 3 years is unclear under section 
$43(d) (1) (D). 

Another probable error in section 343(d) (1) is the persistent use of the term 
“nyentory,” in apparent disregard of the fact that some property held for sale 
to customers in the ordinary course of trade is not embraced by the term 
“inventory.” 

Apvisory Group Proposep SEcTION 355(a) (1) (B) (ii) 


COMMENT BY BORIS I. BITTKER 


The advisory group proposes to amend section 355 by providing that a distribu- 
tion will not produce income, gain, or loss, despite its failure to satisfy the 
“active business” requirement (or the proposed “20 percent distribution” re- 
quirement), provided the Secretary is satisfied that the distribution is not in 
pursuance of a plan having as one of its principal purposes the avoidance of 
Federal income tax. The stated reason for the proposal (advisory group revised 
report, p. 65) is that “some latitude in administration of the section should 
serve to prevent a rigid interpretation of the requirements of [section 355(a) (1) 
(B)(i), as proposed].” In my opinion, however, the proposal will produce 
some unintended benefits and hardships of the very type that the House Ways 
and Means Committee is seeking to eliminate. Thus, I foresee the following 
problems, among others, if the proposal is enacted : 

1. Tax-free receipt of dividends—Assume a corporation that for nontax rea- 
sons has segregated its liquid assets or investment property (e.g., cash, market- 
able securities, investment real estate, etc.) ina subsidiary. Assume further that 
the shareholders of the corporation need money for living expenses, investments, 
or other personal purposes and that the corporation, having no other property 
that can conveniently be distributed, distributes the stock of the investment 
subsidiary to its shareholders. Under these circumstances, it would seem that 
the distribution is not in pursuance of a plan having as one of its principal 
purposes the avoidance of Federal income tax because the assets were not 
originally segregated in the subsidiary for tax avoidance purposes, nor was the 
distribution motivated by a desire to escape taxes. The Internal Revenue 
Service would therefore be required to make a favorable finding under section 
$05(a) (1) (B) (ii), so that the distribution would be received tax-free, although 
I find no justification for distinguishing it from an ordinary dividend. The 
only alternative to such a favorable finding would be a refusal by the Internal 
Revenue Service to make the favorable finding that is required by the facts, and 
I cannot believe that Congress would wish to confer on the Treasury the right 
to grant or withhold tax exemption at its discretion. 

2. Nonrecognition of gain or loss on a buyout of a shareholder.—To vary the 
foregoing example, assume that the corporation in question distributes the stock 
of its subsidiary to one of its shareholders, in order to buy out his interest. If the 
shareholder was bought out with the stock of the subsidiary because he demanded 
it as the price for settling a stockholder’s action, because other assets could not 
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be distributed without destroying the business, or for other nontax reasons, jt 
would seem clear that “the distribution is not in pursuance of a plan having ag 
one of its principal purposes the avoidance of Federal income tax.” This in tury 
would mean either (a) that the transaction would produce neither gain nor logs 
(although from the shareholder's point of view, he sold his stock for the equiy- 
alent of cash), or (b) that the Internal Revenue Service could refuse to make 
a finding that is required by the facts. To me, both of these alternatives are 
unsatisfactory. 

3. Vagueness.—Although the advisory group states that the purpose of proposed 
section 355(a) (1) (B) (ii) is to permit the transaction to qualify even though 
it fails to satisfy the “active business” and “20 percent distribution” require 
ments, the proposal also dispenses with the “antidevice” language of section 355 
(a) (1) (B) (i). But a transaction may be free of tax-avoidance purposes, and 
thus qualify under proposed section 355(a) (1) (B) (ii), even though its effect 
or result stamps it as a device for the distribution of earnings and profits. The 
relationship between the advisory group’s proposal and the antidevice restriction 
of existing law is vague, and the advisory group’s report makes no comment on 
this issue. Its importance may be easily seen, however, when one notes that the 
transaction described in paragraph 1 of this memorandum might be regarded as 
a “device for the distribution of the earnings and profits of the distributing 
corporation,” even though it is “not in pursuance of a plan having as one of its 
principal purposes the avoidance of Federal income tax.” 

4. Lack of coordination with section 346.—To continue with the example in 
paragraph 1 of this memorandum, if the distribution took the form of a split-off 
(in which the shareholders of the parent corporation gave up some of their stock 
in exchange for the stock of the subsidiary), the proposal of the advisory group 
would reach a result at variance with the spirit of section 346. The distribution 
could not qualify for capital gain or loss treatment under section 346, but it would 
receive the more favorable tax-exempt status provided by section 355. It is diffi- 
cult to understand why a distribution that fails to qualify under section 346 
because it is “essentially equivalent to a dividend” should be tax-exempt under 
section 355. 


CoLUMBIA UNIVERSITY IN THE City or New York, 
ScHOOL or Law, 
New York, N.Y., March 6, 1959. 
Hon. 
Chairman, Ways and Means Committee, House of Representatives, Washington, 
DC. 


DEAR CONGRESSMAN Mitts: This letter constitutes a general comment on the 


proposals of the advisory groups relating to subchapters C, J, and K. My basic | 


comment with respect to all three areas can be framed in questions: (1) Should 
there be any further “tinkering” with the code upon an ad hoc basis? (2) At this 
time, is any amendment urgently needed or desired ? 

Initially, I should like to point out that you have on several occasions indicated 
that the whole Revenue Code should be thoroughly reconsidered and perhaps 
overhauled. In this I concur. If this is the belief of any substantial part of 
the Ways and Means Committee, query whether more piecemeal legislation is 


desirable. Note that all of the proposals here under consideration are based | 


upon a limited mandate to the advisory groups. 

But even if we cannot anticipate a major overhaul, what is the reason for 
continuous technical amendment? Last May on a dinner program one of the 
most distinguished members of the advisory committee bluntly told the audience, 
“We have reached a point where Congress has no idea what it is legislating in 
the tax field.” 

Perhaps two of the most significant changes in the Technical Amendments 
Act of 1958 were subchapter S and the collapsible amendment. Both have been 
severely criticized by my colleague, Robert Anthoine, and experienced practitioner 
as well as writer, who has provided the most thorough analysis they have yet 
received (in 58 Columbia Law Review 1146). In both instances the blame is 
laid upon lack of careful study. 

In connection with subchapter C, the Ways and Means Committee has the 
benefit of the comment of Prof. Boris Bittker, pointing out inconsistencies and 
ambiguities in the proposals. It is hard to believe that a more leisurely study 
would not reveal others. With respect to subchapters J and K basic criticisms 


H 
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have been submitted by the Tax Committee of the Bar Association of the City of 
New York, one of the most responsible and knowledgable groups in the country. 
It is safe to conclude that there is no unanimity among experts respecting any 
of these proposals. 

The whole problem of amendment needs further study and consideration— 

rhaps, indeed, some fresh premises. I therefore urge a moratorium upon such 
legislation. 

May I ask that this be made a part of the record. 


CoMMERCE AND INDUSTRY ASSOCIATION OF NEW YoRK, INC., 
New York, N.Y., March 6, 1959. 
Hon. D. MILLs, 
Chairman, House Ways and Means Committee, House Office Building, Washing- 
ton, D.C. 

Deak ConcressMAN Mizts: As stated in other communications filed with your 
committee, Commerce and Industry Association of New York, Inc., is a cham- 
ber of commerce with more than 3,500 members, both large and small, whose 
business activities are representative of the entire business life of our city. It 
constantly strives to promote and maintain high standards among businessmen 
and a high level of business activity in the city. Without these, a healthy 
economy cannot exist. Anything that tends to impede our advance toward these 
goals, such as repressive and unwise tax laws, is of grave concern to our mem- 
bers and to the life of our city. 

For many years at appropriate times we have submitted to the committees of 
Congress the views of our association upon proposed legislation of special interest 
and concern to business. This has been particularly true of our Special Com- 
mittee on Federal Taxation which from time to time has reviewed the Internal 
Revenue Code and proposals for its amendment. 

In an effort to improve the 1954 Internal Revenue Code a vast amount of 
time and study has been spent by you and the other members of your committee; 
exhaustive hearings have been held at which organizations and individuals ap- 
peared; special advisory groups were appointed whose members spent long and 
tiring hours in study, discussion and the preparation of reports submitted for 
your consideration. 

You are now engaged in hearings and discussions of revised reports submitted 
by the special advisory groups. The revised report of the Subchapter C Advis- 
ory Group deals with matters of the gravest concern to our members and it is 
this report which has caused me to address this letter to you on behalf of our 
ere ation. We request that this letter be included in the official record of these 

ngs. 

The position of the association with respect to the recommendations made 
by the Advisory Group on Subchapter C, in its original report dated December 
24, 1957, was set forth in detail in the written statement furnished to the 
Ways and Means Committee on February 5, 1958, at which time Mr. Walter T. 
Cardwell appeared before the committee. Upon examination the changes made 
by the Advisory Group on Subchapter C in its revised report dated December 
11, 1958, do not appear to be of such a character as to cause the association to 
change the basic position taken by it with respect to the original report dated 
December 24, 1957. The position of the association then and now may be sum- 
marized as follows: 

The association continues to approve those proposed amendments which it 
approved last year, consisting largely of amendments which clarify and tie 
up the loose ends left dangling in the hurried enactment of the 1954 code. 

The association continues to oppose those recommendations contained in 
sections 2 through 9 of the advisory group’s original and revised reports 
which it opposed last year. 

The association continues to oppose the recommendations made in section 
29 of the advisory group's original and revised reports dealing with limi- 
tations on net operating loss carryovers. 

The association again recommends that Congress defer enactment of the 
wholesale changes contained in sections 12 through 17 (liquidations and 
collapsible corporations) and sections 18 through 27 (reorganizations) of 
the original and revised reports. 
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It is heartening to know that our views upon some if not all of the changes 
proposed in sections 12 through 17, and 18 through 27, are shared by others, 
including even the spokesman for the Treasury Department who on February 
27, 1959, stated to the Ways and Means Committee that the Treasury Depart- 
ment itself desired more time to study the effects of proposed new basis-over- 
basis rules in liquidations, new definitions of collapsible corporations, and new 
definitions and rules with respect to reorganizations. 

We have followed with great interest the testimony of those who appeared 
at the recent hearings on the revised report of the Advisory Group on Sub- 
chapter C and it is gratifying to note some of the comments made by you as 
chairman and by Congressmen Curtis and Mason, Treasury representatives 
Lindsay and others, stressing the importance of the ecoonmic impact of the tax 
laws. We share the view expressed by Congressman Curtis that the approach 
of both the advisory group and the Treasury has been from the revenue stand- 
point and, we add, with little or no apparent regard for the effect the present 
law and its proposed amendment now have and will continue to have upon the 
economy of the country. 


It is time to remember that tax laws are made for business, not business 


for tax laws; for if there is no business, there is no need for the tax law, 
there being nothing to tax. We have come far along a road upon which we 
never should have ventured and by so doing have lost touch with the funda- 
mental and basic principle upon which all income tax laws should rest, namely, 
encourage and permit the transaction, then tax the gain in a reasonable manner, 
Adherence to this principle could only result in increased revenue for the 
Treasury and a sound and expanding economy for the Nation as a whole. Tax 
laws thus framed would tend to reduce the continuing erosion of the tax base 
resulting from the pressure of special groups seeking relief such as exists today. 

I cannot conclude this letter to you without expressing our deep concern over 
the consequences which must follow the continuing pursuit of “theoretical” 
equity through changes in the law which in the end defeat their avowed pur- 
pose by the unavoidable complexity of langauge in which they are framed. In 
truth, the 1954 code itself is an example of this. In the beginning it was 
believed that it would lay down in clear, concise, and simple terms the rules 
which could quickly and easily be understood by all, but in the end it admittedly 
became the most complex tax law ever enacted by Congress. In the years which 
have followed it has brought many businesses to the brink of disaster, caused 
stagnation of others and is responsible for the feeling of frustration and despair 
in many of those who are in a large measure responsible for the successful 
operation of business enterprises so vital to our country. To the existing com- 
plexities, it is now proposed to add further complexity by the addition of wholly 
new substantive changes of a radical and far-reaching character. Among these 
are the basis-over-basis provisions applicable to liquidations, the new definition 
of collapsible corporations and the “fragmentation of gain” provisions in re 
organizations and distributions. We shudder to contemplate the costs in time 
and money and the tremendous problems taxpayers and the Internal Revenue 
Service alike will face in the administration of provisions as complex as these. 

We again respectfully refer you to our statement in the record of the hearings 
held on February 5, 1958, and strongly urge your favorable consideration of 
our opnions and recommendations made at that time. 

Sincerely, 
THOMAS JEFFERSON MILEy, 
Evecutive Vice President. 


Basson Bros. Co., 
Chicago, March 8, 1959. 
Hon. D. 
Chairman, Committee on Ways and Means, 
U.S. House of Representatives, Washington, D.C. 

My Dear Sir: It is my understanding that the Committee on Ways and Means 
now has under consideration, among many other matters, a proposed amendment 
to section 641 of the Internal Revenue Code and in this connection is taking 
testimony, examining reports and reviewing comments concerning various as- 
pects of the proposed amendment. If my understanding is correct, I would very 
much like to add my own comments to the many others which you have un- 
doubtedly received. 
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The primary purpose of the proposed amendment to section 641 appears to be 
to close a loophole in the existing revenue laws by taking away any tax advan- 
tage which formerly was obtainable by the establishment of separate trusts for 
the benefit of the same primary beneficiary. 

It is my opinion that the proposed amendment fails to effectively accomplish 
the above stated purpose in the following respects. 

1. A grantor who in 1949 established six separate trusts for the benefit of his 
six grandchildren may now find that by so doing he has brought into play all 
of the provisions of the proposed amendment with respect to a second trust 
which he established for the benefit of one of his said grandchildren. At the 
same time a grantor with only one grandchild may have established 5 separate 
trusts for such grandchild in 1948, 1950, 1952, 1954 and 1956, thus ending up with 
25 separate trusts for the same primary beneficiary, and none of the 25 trusts 
would be affected by the proposed amendment. 

2. The proposed amendment seeks to combine the income from particular pre- 
1956 trusts as described therein “to the extent” that they are identical with 
respect to the trustee, the distribution of accumulated income, and the bene- 
ficiaries. For example, if the proposed amendment covered two separate trusts, 
one a spray trust and the other an ordinary accumulated income trust, you might 
find that two-thirds of the trustees of trust No. 1 were identical to one-half of 
the trustees of trust No. 2, one-half of the terms regarding the distribution of 
income of trust No. 1 were substantially identical to such provisions in trust 
No. 2 and one-fifth of the beneficiaries of trust No. 2 were the same as the bene- 
ficiaries in trust No. 1. I do not believe that enacting an amendment which pro- 
duces such confusion should be encouraged in any way. 

3. Although the advisory group on subchapter J of the code recommended 
that pre-1956 and post-1956 trusts not be combined in any way for tax treat- 
ment under the amendment, there is nothing in the amendment itself which 
makes this recommendation clear. In fact, one can offer very plausible argu- 
ments on both sides of the proposition that if the amendment is invoked be- 
cause of “vulnerable” pre-1956 trusts, the amendment is invoked for all trusts 
whensoever created. 

4. Retroactive tax laws might conceivably be found discriminatory or un- 
reasonable because of the unknown multitudious combinations of situations 
which no one drafting a retroactive law can possibly be expected to anticipate. 
Would it not be preferable to state the policy of the Government’s new thinking 
on multiple trusts and then enacting a law that gives guidance insofar as the 
creation of future trusts is concerned ? 

In summary it is submitted that the proposed amendment to section 641 should 
be redrafted to clarify the following points: 

1. Insofar as pre-1956 trusts are concerned, it should be made specific and 
clear that the six or more trusts toward which the amendment is directed are 
in fact six or more trusts established for the benefit of or involving the same 
primary beneficiary (preferably the retroactive provision of the amendment 
should be eliminated entirely. 

2. The requirement that some trusts be taxed to the extent of their similarity 
of trustees, terms of distribution of income and beneficiaries as now set forth 
in the amendment does not appear practicable. 

8. The advisory group’s recommendation that the amendment not consoli- 
date pre-1956 trusts with post-1956 trusts should appear somewhere in the 
amendment. The amendment as now drafted leaves this point open to question. 

4. While a minor point, when reference is made to a testator’s “will” in the 
definition of “testamentary trusts” it should be made clear whether this term 
includes a properly executed will prior to the death of the testator or only a 
will admitted to probate. 

Respectfully submitted. 


THEODORE D. TIEKEN. 
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Misstssrppr River Corpe., 
St. Louis, Mo., March 4, 1959. 
Hon. Wiisvur D. MILs, 
Chairman, Committee on Ways and Means, 
1102 New House Office Building, 
Washington, D.C. 


DeEarR CONGRESSMAN: We submit this brief statement for consideration by the 
Committee on Ways and Means in connection with the public hearings on the 
pr oes Fi of the Advisory Group on Subchapter C of the Internal Revenue Code 
: 

In our efforts to further integrate and diversify our activities, we have con- 
sidered the acquisition of substantial stock interests in several companies. How- 
ever, we have been unable to proceed in these matters because of the tax con- 
sequence should the transactions fail to qualify as type B reorganizations, 
The difficulty arises in that the acquisition must be “solely for stock” and must 
result in our controlling 80 percent of the voting stock. 

The recommendations contained in the revenue report of the advisory group 
would eliminate the “solely for stock” provision, and we strongly recommend 
to the committee the adoption of such portion of the report. 

Also, we urge the committee to amend the definition of “control” by chang- 
ing the 80 percent requirement to a simple majority. If for any reason this is 
not acceptable to the committee, we strongly recommend that the definition of 
“control” be that percentage of the voting stock that is required by State law to 
liquidate or merge a corporation. Certainly, if a company acquires sufficient 
stock to liquidate or merge with another corporation, it should have effective 
control for all purposes, including qualification under a type B reorganization. 

Prior to the present act only a majority of the stock was required for control. 
The principal reason for the change to 80 percent apparently was to make it 
more difficult to establish tax losses through reorganizations during the grave 
depression years. Today the danger of tax avoidance in this manner would 
rarely exist. On the contrary, the normal effect of acquiring stock of another 
corporation is to stimulate interest in the corporations involved and cause 
taxable transactions which produce revenues for the Treasury. 

Respectfully submitted. 

By W. G. Marsury, 
Chairman of the Board. 


COVINGTON & BURLING, 
Washington, D.C.. March 17, 1959. 
Hon. Wiisur D. MILs, 
Chairman, Committee on Ways and Means, 
1102 New House Office Building, 
Washington, D.C. 

Dear Mr. MILis: At the request of the Wisconsin Co. of Seattle, a Delaware 
corporation with principal place of business at 1411 Fourth Avenue Building, 
Seattle 1, Wash., we are writing to call to your attention a problem in connec- 
tion with the revision of subchapter C which is being considered by your com- 
mittee. 

In the advisory committee report on the revision of subchapter ©, submitted 
December 9, 1958, it was recommended (at pp. 29-33) that a new section 331 be 
adopted which would apply a “basis-over-basis” rule on all corporate liquida- 
tions. Under such a revision there would be no necessity for continuing the 
present code section 33, which provides for elective treatment of certain liquida- 
tions occurring within one calendar month. 

However, in a statement submitted to your committee on February 27, 1959, 
by the Honorable David A. Lindsay, Assistant to the Secretary of the Treasury, 
it is suggested that distributions of stock should be excepted from the proposed 
basis-over-basis rule. This broad exception would go much further than neces- 
sary to meet the objections set forth by Mr. Lindsay in his statement. However, 
if the committee decides to adopt such an exception, it is respectfully submitted 
that it is quite important to preserve the substance of existing section 333 and to 
modify it as necessary to integrate it into any revision of subchapter C. 

The purpose of section 333 is to encourage and facilitate the liquidation of 
companies which hold appreciated property, including stock. For a time, the 
treatment was limited to liquidations occurring within certain specified periods. 
See, e.g., section 112(b)(7) of the Revenue Act of 1938, 52 Stat. 447, 485; see 
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tion 120(a) of the Revenue Act of 1943, 58 Stat. 21,40. However, when the 1954 
code was adopted, it was recognized that encouraging such liquidations had 
permanent value and should be made a regular part of the Internal Revenue 
Code. See Senate Report No. 1622, 83d Congress, 2d sess., p. 256 (1954). In 
order to protect against conversion of cash into securities to avoid the tax im- 

on cash distributions, it was provided that stock and securities acquired 
after December 31, 1953, should be treated as money. 

Because of the cutoff date of December 31, 1953, section 333 is rapidly becom- 
ing obsolete. Most corporations eligible to use section 333 in 1954 have either 
liquidated under section 333 or changed their holdings of securities in a manner 
which renders use of section 333 unfeasible. If section 333 is to have the con- 
tinuing effect intended at the time of enactment, it is essential that the limiting 
effect of the December 31, 1953, cutoff date be modified. 

The problem of obsolescence has been accentuated by the position taken by 
the Internal Revenue Service in Revenue Ruling 58-92, 1958 Internal Revenue 
Bulletin No. 11, p. 14. In that ruling the Service held that a corporation “ac- 
quired” stock and securities after December 31, 1953, even though the basis of 
the stock and securities in the hands of the corporation was determined by ref- 
erence to its basis in the hands of its sole shareholder, who had acquired the 
securities prior to December 31, 1953 and transferred them to the corporation 
in a section 351 transaction after that date. This ruling appears inconsistent 
with all other determinations of holding periods under the code, but the conse- 
quences are so severe that no corporation may be willing to test the validity of the 
ruling in court. Until the ruling is revoked, corporations otherwise entitled 
to elect under section 333 will forego liquidation. This problem would be greatly 
alleviated if the cutoff date were less remote. 

Thus, on behalf of the Wisconsin Co., we respectfully suggest that, should it 
be determined to revise subchapter C treatment of corporate liquidations in a 
way which would exclude distributions of stock from the proposed basis-over- 
basis rule, existing section 333 should be preserved with an amendment moving 
the cutoff date forward from December 31, 1953. We suggest that it would be 
appropriate to amend section 333(f)(1), which states one measure of recognizable 
gain in a section 333 liquidation, as follows: 

“(1) The portion of the assets received by it which consists of money, or of 
stock or securities acquired by the liquidating corporation after Deeember 
49638 within 2 years of the date on which the plan of liquidation is adopted; or’’. 

The use of a flexible date will make section 333 the permanent provision intended 
in 1954 and eliminate the need for periodic revision, 

Representatives of this firm would be glad to confer with vour technical staff 
on these matters if desired. 

Respectfully submitted. 

Don V. Harris, Jr. 
Joun B. Jones, Jr. 


MEMORANDUM SUBMITTED BY ARTHUR R. HECKERMAN, ATTORNEY, CINCINNATI, 
OHIO 


MEMORANDUM RE AMENDMENT OF SECTION 318 (CONSTRUCTIVE OWNERSHIP OF STOCK) 
OF INTERNAL REVENUE CODE OF 1954 AND PROPOSED AMENDMENT THERETO BY 
SECTION 11 OF H.R. 4459 


Recognizing the complexities, uncertainties, difficult problems, and inequi- 
table situations created by the enactment of section 318 of the Internal Revenue 
Code of 1954, many groups including the Internal Revenue Service, the Sub- 
chapter C Advisory Group, bar association committees, American Institute of 
Certified Public Accountants, and others have recommended amendment of 
section 318 with a view to elimination of the reattribution aspects of the attribu- 
tion rules therein. 

In an altruistic attitude Congress, in enacting section 318, originally attempted 
to set up specific statutory guidance for stock ownership in the area of cor- 
porate distributions and adjustments. In so doing, it enacted legislation which 
went far beyond the prior rules of constructive ownership and caused to be 
thrown into the field of taxation the idea of “constructive control.” According 
to the regulations of the Internal Revenue Service and the literal statutory 
language of section 318, attribution and reattribution, for purposes of determin- 
ing control, may be applied in an endless manner which results in clouded, 
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cumbersome, and complex computations, some of which are impossible to make 
and others of which throw tax computations out of the realm of reality and 
into the realm of speculation and conjecture. In fact, taxpayers did not receive 
the benefit of regulations from the Internal Revenue Service until December, 
1955. This delay was undoubtedly due to the inability of the Internal Revenne 
Service to fathom the meaning of section 318. Even as written, the regulations 
relating to section 318 are inconclusive and do little more than repeat the 
language of the code. Faced with this situation, tax authorities and experts 
recognize the need for an amendment to section 318. 

The Subchapter C Advisory Group has recommended amendment to section 
318 by way of section 11 of H.R. 4459. The proposed amendment is realistic 
and workable. However, because of the unintended results, confusion, inequi- 
ties, and complexities existing under the present section 318, it is submitted 
that the effective date of the proposed amendment to section 318 should be 
June 22, 1954 or the date of the enactment of the proposed amendment, at 
the election of taxpayer. 

The proposed amendments, which set forth clear and concise rules for the 
future, which rules are completely lacking in the present section 318, should algo 
be available to taxpayers from the effective date of the Internal Revenue Code 
of 1954. Taxpayers should not be penalized during the period from 1954 to 
the date of the enactment of the amendment by the absence of any restraint 
or limitation on the application of the rules of attribution of ownership 
(control). 

Accordingly, in section 30 of H.R. 4459 we suggest the elimination of the 
reference to section 11 in section (b) (2), the renumbering of section (b) (3) 
thereof to (b) (4) and the addition of the following as section (b) (3): 

“If the taxpayer so elects, in accordance with regulations to be prescribed 
by the Secretary or his delegate, the amendments contained in section 11 shall 
apply to transactions occurring on and after June 22, 1954 and before the date 
of enactment of this Act or the date specified in subsection (a), whichever is 
earlier.” 


(Whereupon, at 2:40 p.m., the hearings on the advisory group 
recommendations on subchapters C, J, and K of the Internal Revenue 
Code were completed.) 
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